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PREFACE 


This Handbook gives the accountant what other professions have long 
possessed—a, compendium of fact-material for use in dealing with the 
thousands of questions that come up in his everyday work. 

It brings together and explains formulas, figures, methods, and processes 
that are constantly needed but cannot be carried in mind for immediate 
use. Besides refreshing the memory, it gives, for emergencies when special 
works are not immediately available, the principal points of topics on which 
information is required. It covers, besides accounting, many other related 
matters. 

The type of accountant who is skilled in accounting technique but neither 
considers nor understands the other related subjects is happily fast passing 
away. Accounting technique is the accountant’s tool in the use of which 
he is particularly skilled. But the best results from the use of this tool are . 
obtained only when the accountant avails himself also of all other branches 
of knowledge bearing on the case in question. The complete and satis-* 
factory handling of an accounting question may involve consideration of 
quite distinct matters: finance, taxation, organization, management, 
banking, law, insurance, mathematics, even the physical sciences. It is 
in connection with the requirement for this broader range of information 
that the Accountants’ Handbook finds its particular field. 

Few individuals dealing with accounts, especially those on the staffs of 
business concerns, have ready access to libraries covering all the topics 
which they may have occasion to look up. The standard accounting works 
the practicing accountant will possess, often thoroughly annotated by 
himself; less frequently, however, will he have books on the related topics. 
For such information as is contained in these latter works, he will generally 
have to use a public or institutional library. 

There is also a great mass of fact-material, isolated points of information, 
which is constantly needed but to look up which in the individual volumes 
of a library involves in the aggregate so much labor that some more con- 
venient method of getting the information is highly desirable. 

A handbook is the means for bringing this information to the accountant’s 
elbow, for quick and continuous use. With a good handbook immediately 
available, the amount of information that can be instantly brought to bear 
on a question is literally enormous, as a glance at the hundreds of pages of 
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the present work will show. Moreover, the usefulness of such a book is 
obviously not limited to accountants but extends to treasurers, controllers, 
credit men, bankers, engineers interested in financial questions, and business 
managers. This last class of men constantly makes use of accounting 
methods in dealing with business problems, though they may have no 
interest in the technique of recording. 

As has been amply demonstrated in the fields of natural science, law, 
medicine, and engineering, not only does a handbook greatly multiply the 
amount of quickly available information, but since the facts, tables, and 
formulas it contains have been carefully checked, it minimizes the probabil- 
ity of error and is far more dependable than relying on memory, attempting 
to reason out from fundamentals, or unskilfully applying unfamiliar 
methods. 

To summarize the scope of this Handbook—what it includes, and what 
it does not include: 


It cannot give everything the accountant may have occasion to use, 
but it can and does give the material that is most often used. 

It is not intended to teach principles, as does a textbook or a treatise, 
but simply to refresh the memory on principles vague through in- 
frequent use, to give in emergencies a rapid and essentially correct 
grasp of unfamiliar principles. 

It is not intended to replace special textbooks and treatises, but 
simply to give, when an extensive reference library is not available, a 
very much wider range of information than is found in any other 
one book. 

It gives facts, tables, formulas, processes, charts which, although use- 
ful, no one would attempt to carry constantly in mind. 

Finally, through careful selection, arrangement, and indexing of the 
material it saves its user an immense amount of labor; and it greatly 
reduces the probability of error. 


The Accountants’ Handbook is essentially a compilation. While there 
is no inconsiderable amount of original matter strewn throughout the work, 
the bulk of the material has been taken from a wide range of sources, 
credit in every case being freely given. Certain sections of the work have 
been prepared by specialists, carefully chosen-for their ability, experience, 
and knowledge of the topics covered. 

In the selection and arrangement of material, many individuals have 
been consulted, so that the work represents the collective judgment of 
many authorities as to what is desirable in a book of this kind and how it 
is best presented. A certain amount of repetition has been purposely 
permitted for greater convenience of use. A special effort has been made 
to have the index comprehensive and accurate. 
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The typographical arrangement is the outcome of much thought and 
experience, as the example of the excellent engineering handbooks now 
in print has been frankly followed. The engineering profession is un- 
questionably deserving of great credit in connection with the development 
of this invaluable type of reference work. 

It is quite possible that the experience of users may lead to the detec- 
tion of minor errors or disclose the desirability of further developments 
in the structure or content of this Handbook. Any suggestions in this 
regard will be appreciated by the publishers. 

In conclusion, acknowledgment is due to those who by their co-operation 
have made possible the publication of the Handbook with least delay and 
greatest accuracy and completeness. The contributors, whose names are 
listed elsewhere, have endeavored to make the book a working organism 
rather than a mere collection of uncorrelated data. The editorial staff 
of the Ronald Press Company have brought to the work the experience of 
years in the preparation of many of the standard works dealing with the 
topics covered. John T. Madden, C. P. A., Professor of Accounting and 
Assistant Dean, School of Commerce, Accounting and Finance of New 
York University, has read much of the manuscript from the point of view 
of technical accuracy. R. B. Kester, C. P. A., Professor of Accounting in 
Columbia University; B. F. Young, Assistant Chief Accountant of the 
New York Telephone Company; Thomas Conyngton of the New York 
Bar; H. 8S. Kirby, Auditor of the Irving Bank—Columbia Trust Company; 
S. F. Brewster, of the Federal Bar; F. P. Pitzer of the Equitable Life 
Assurance Society of the United States; Edward B. Millar, C. P. A.; and 
Wallace Clark, Consulting Industrial Engineer, have assisted with sug- 
gestions and criticisms. 

To Dr. Saliers, general editor, on whom the principal burden of the work 
has fallen, particular acknowledgment should be made. 

Tur RonauD Press Company 


Publishers 
November 1, 1923. 
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BUSINESS LAW 


Foreword 


The object of this section is to present a digest of the fundamental prin-< 
ciples of law on those subjects which are most likely to be met with by 
accountants and business men. Only the more important phases of the 
various subjects are set forth as complete as may be necessary to present 
principles for ready reference; no effort has been made to treat subjects 
exhaustively or to make the distinctions of the various phases of law developed 
by court decisions. Such a work would be of interest to lawyers and law 
students but would be out of place in a handbook. 

In treating the subjects general principles were formulated from court 
decisions. Wherever possible the language of the court is used, or digests 
where the decisions are lengthy. For those who desire to make further and 
more detailed inquiry on any point, authorities and cases are cited in many 
instances. For more complete selection of cases and more comprehensive 
treatment of the subjects, readers can secure adequate information in the 
well-known legal reporting agencies such as Corpus Juris, Cyc., Century and 
Decennial Digests, as well as the many state digests and reports. 

The subjects are divided into a major anda minor classification, the former 
consisting of Contracts, Corporations, Negotiable Instruments, and Part- 
nerships; the latter, treated in more limited scope, of Agency, Bailments, 
Insurance, Sales, and Suretyship and Guaranty. 


Law of Contracts 


DEFINITION.—A contract is ‘“‘an agreement upon sufficient consideration 
to do or not to do a particular thing.’”’ (2 Blackstone Commentaries, p. 442.) 
A more complete definition is: ‘‘A bargain or agreement voluntarily made 
upon good consideration, between two or more persons capable of contracting 
to do, or forbear to do some lawful act.” (Justice v. Lang, 42 N. Y. 493.) 


CLASSIFICATION.—There are various classifications of contracts, such as: 


1. Express and implied contracts 
2. Executed and executory contracts 
3. Contracts of record 
4. Specialties or contracts under seal 
5. Void, voidable, and valid contracts 
Express Contracts.—‘‘A contract is express when the agreement is formal, 
and stated either verbally or in writing.’’ (Gillan v. O’Leary, 124 App. Diy. 
[N. Y.] 498.) 
Contracts Implied in Fact.—‘‘A contract may be implied where an agree’ 
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ment in fact is presumed from the acts of the parties and this is the proper 
meaning of an implied contract.’’ (People v. Dummer, 274 Ill. 637; also People 
v. Speir, 77 N. Y. 144; Baker v. Stoutmeyer, 2 McG. [La.] 61.) 

Contracts Implied in Law.—Generally called constructive or quasi-contracts. 
“Constructive contracts, which are fictions of law adopted to enforce legal 
duties by actions of contract, where no proper contract exists, express or 
implied.” (Hertzog v. Hertzog, 29 Pa. 465.) ‘‘The term implied contract 
has also been applied to a class of obligations which are created by law 
without the assent of the party upon whom the obligation is imposed, on the 
ground that they are dictated by reason and justice. They are not contract 
obligations in the true sense because there is no agreement of the parties, 
but they are constructive contracts created by law.’”’ (People vy. Dummer, 274 
Ill. 737; also Navada Co. v. Farnsworth, 89 Fed. 164; Gutta Percha etc. Mfg. 
Co. v. Houston, 108 N. Y. 276.) 

Executed Contracts.—‘‘One in which the object of the contract is per- 
formed.” (Fletcher v. Peck, 6 Cranch [U. S.] 87.) 

Executory Contracts.—‘‘A contract to do some future act.’’ (Hale v. 
Sharpe, 6 Caldw. [Tenn.] 275.) ‘‘ Whilst any act remains to be done the 
contract is understood to be executory.”’ (Farrington v. Tennessee, 95 U.S. 
679; also Fox v. Kitton, 19 Ill. 519; Justice v. Lang, 42 N. Y. 493.) 

Contracts of Record.—These are judgments and recognizances. ‘‘A judg- 
ment is a contract of the highest nature known to the law.” (Taylor v. 
Root, 4 Keyes [N. Y.] 344.) A recognizance is an obligation entered into 
before a court of record, undertaking to do or not to do a certain thing. 
Generally referred to as a bond to keep the peace, appear as a witness, pay 
a debt, etc. 

Specialties or Contracts under Seal.—Contracts under seal derive their 
legal effect from the formality of the instrument, the essential elements of 
which are the seal and delivery. (Leake Digest, pp. 134-146.) Under the 
common law consideration was not necessary in sealed contracts, but most 
of the states have adopted statutes to the effect that a seal is only presumptive 
evidence of a consideration (Home Ins. Co. v. Watson, 59 N. Y. 390) which 
may be rebutted. ‘‘In contracts made by deed under seal, a consideration 
is not essential to give validity to the promise, as it is in the case of simple 
contracts.”’ (Leake Digest, pp. 134-146.) 

Parol or Simple Contracts.—These include all contracts in writing not 
under seal nor of record, and also all oral contracts. 

Void Contracts.—An agreement in which one of the four necessary elements 
of a contract is absent, has no legal effect, and is not binding on either party. 
In reality it is no contract at all. The expression “ void contract,’”’ although 
used, is a misuse of terms. 

Voidable Contracts.—A contract which is binding on one of the parties 
but is capable of being rejected or accepted at the will of the other. 

Valid Contracts.—One binding on the parties and of full legal effect. 

ESSENTIAL REQUIREMENTS.—The following essential requirements 
are necessary to make a contract enforcible at law: 

1. Parties legally competent 

2. Agreement 

3. Sufficient consideration 

4, Legality of object or subject matter 


1. PARTIES.—AIl persons are competent to enter upon enforcible con- 
tracts except those pawtially or totally disqualified under the law. 
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TOTAL DISQUALIFICATION.—One legally declared incompetent by a 
court having jurisdiction and where a guardian is appointed to administer 
his affairs, has no power to make an enforcible contract in the state in which 
he was judicially declared incompetent. Such persons include insane persons 
and spendthrifts. 


PARTIALLY DISQUALIFIED—MINORS.—At common law and in most 
states by statute, an infant is a person under 21 years of age. Contracts 
of an infant may be valid or voidable at his option. 

Valid contracts are for necessities furnished in accordance with station in 
life. One is liable for such at their reasonable value, not at the agreed price. 
Strictly speaking, the lability is on quantum meruwit, i.e., quasi-contract and 
not on contract. The items must fall under the classification of necessities 
required for physical, mental, or spiritual welfare, such as food, clothing, 
medical attendance, shelter, ordinary education, but does not include articles 
of pleasure, ornament, or luxury. 

Voidable Contracts.—Contracts of an infant, exclusive of those for neces- 
sities, are voidable at his option during his infancy, and on becoming of age 
he may avoid or ratify them. 

Disaffirmance of Contract.—This may be done by an infant at any time but 
must be completed within a reasonable time after he becomes of age, except 
that deeds to land cannot be disafirmed until he reaches his majority. 

Return of Value Received.—The courts of the various states are in conflict 
on this subject. Some courts hold that an infant, although he has received 
the benefits under an executed contract, may recover from the other party 
what he has paid even though he cannot return what he has received. (Mac- 
Greal v. Taylor, 167 U. S. 688; Reynolds v. McCurry, 100 Ill. 356, Gillis v. 
Goodwin, 180 Mass. 140.) This rule is followed in New York. Other juris- 
dictions hold that an infant who has received a benefit under an executed con- 
tract cannot recover the consideration on repudiation by him without return- 
ing what he received. (Johnson v. Ins. Co., 56 Minn. 365.) 

Personal Defense.—Infancy is a personal defense available to the infant 
only and cannot be pleaded by the other party to the contract. 

Torts.—Infants are liable for their torts, i.e., wrongs such as frauds, 
trespass, etc. 

Minor’s Representation of Full Age.—A minor who, fraudulently represent- 
ing himself or leading others to think him of full age, enters upon a contract, 
will be held liable in a court of equity on his contract. The other party on 
discovery of the fraud may rescind and recover from the infant what he has 
parted with. The liability of the infant is for his fraud (Studwell v. Shapter, 
54 N. Y. 249; Burnett v. Williams, 30 Fed. Rep. 697) and not on contract 
(Badger v. Phinney, 15 Mass. 359). 


INSANE PERSONS.— ; 

Legally Declared.—Contracts of a person judicially declared insane and 
placed under a guardian are absolutely void. 

Not Legally Declared.—The general rule is that the law presumes every 
person sane until the contrary is established; hence a contract of a person of 
unsound mind is voidable only on establishing his insanity. The burden of 
proof is upon the person alleging insanity. 

Degree of Insanity—An insane person’s contract is voidable where his 
infirmity is such as to render him incapable of understanding the nature of 
the contract and its probable consequence. (Perry v. Pearson, 135 Ill. 218; 
Brown v. Brown, 108 Mass. 386.) It need not be entire want of reason or 
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permanent insanity; yet it must be something more than mere weakness of 
intellect. (Guild v. Hull, 127 Ul. 523.) 

Executed Contracts.—The rule followed by most states is that an executed 
contract of an insane person is not voidable. These courts follow the leading 
English case of Moton v. Camrouzx, 2 Exch. 489, which states: ‘‘The modern 
cases show that when that state of mind was unknown to the other party, 
and no advantage was taken of the lunatic the defense cannot prevail, espe- 
cially where the contract is not merely executory, but executed in whole or in 
part, and the parties cannot be restored to their original positions.’’ Followed 
in: Mutual Life Ins. Co. v. Hunt, 79 N. Y. 541; Burnham v. Kidwell, 113 
Ill. 425. Contra principle followed in: Seaver v. Phelps, 11 Pick. 304; Rogers v. 
Blackwell, 49 Mich. 192. 


ALIENS.—In practically all the states aliens have the same rights as sub- 
jects to make and enforce contracts regarding personal property. In a few 
states restrictions are imposed in regard to real estate. 

Alien Enemies.—An alien enemy cannot make a new contract or enforce 
existing contracts during the continuance of hostilities. Existing contracts 
are as a rule suspended during hostilities. (U. S. v. Grossmayer, 9 Wali. 
72.) 


MARRIED WOMEN.—In most states married women have full rights to 
enter into enforcible contracts. A few states, however, still retain restric- 
tions more or less approaching the old common law rule that married women 
cannot make a valid contract. 


CORPORATIONS.—Corporations have full authority to enter into con- 
tracts within their express or implied corporate powers. 

Ultra Vires Contracts.—An executory contract beyond its corporate powers 
is said to be ultra vires and is void. A corporation, however, is liable on its 
ultra vires contracts where it has accepted benefits under the contract. (See 
“Law of Corporations.’’) 


2. AGREEMENT.—Agreement or mutual assent, which is the result of 
an offer and acceptance, is necessary for every contract. ‘‘ Mutual assent 
is assent to the same thing in the same sense and under a common under- 
standing of the stipulations agreed to.’”’ (Martin v. Thrower, 3 Ga. A. 784; 
also Fire Ins. Assn. v. Wickham, 141 U. S. 564; Harper v. Goldschmitt, 156 
Cal. 245; Harlow v. Curtis, 121 Mass. 320; Emerson v. Pacific Coast etc. 
Packing Co., 96 Minn. 1; Livingston v. Livingston, 173 N. Y. 377; Teesdale v. 
Bennett, 123 Wis. 355.) 


OFFER.—Must be made with intent to create a contract on acceptance 
and be certain and free from ambiguity. The extent of the obligation is 
governed by the terms of the offer, for an acceptance is required to be identical 
with the offer made. ‘‘ Where an offer and acceptance are relied on to make 
a contract, the offer must be one which is intendéd of itself to create legal 
relations on acceptance, and the offer intended to create legal relations must 
be so complete that on acceptance an agreement.containing all the necessary 
terms is found.” (13 C. J. Contracts 268; Elks v. North State L. Ins. Co., 
159 N. C. 619; also Woods v. Evans, 113 Ill. 186; Marble v. Standard Oil Co., 
169 Mass. 553; Canet v. Smith, 173 App. Div. [N. Y.] 29; Wolfram v. Schwepke 
123 Wis. 19.) 

Offer Must be Communicated.— An offer must be communicated by word or 
conduct. The mode or manner is immaterial. (The Palo Alto, 18 Fed. 
Cases 10,700; College Mill Co. v. Fidler, 58 ©. W. [Tenn.] 382.) 
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Revocation of Offer.-—An offer may be withdrawn any time before it is 
accepted or the acceptance put in course of communication. (Moffet v. 
Rochester, 178 U. S. 373; Martin v. Hudson, 81 Cal. 42; Corbett v. Cronkhite, 
239 Ill. 9; Benton v. Springfield Y. M. C. A., 170 Mass. 534.) Where time 
for acceptance is given, it may still be withdrawn before the expiration of 
that time unless the agreement to hold it open for that time is supported by 
a separate consideration. (Minneapolis etc. R. Co. v. Columbia Rolling Mills 
Co., 119 U. S. 149; Schenectady Stove Co. v. Holbrook, 101 N. Y. 45.) 

Lapse Of Offer.—An offer lapses so that subsequent acceptance will have 
no effect by 


1. Expiration of the time for acceptance. 

2. Expiration of a reasonable length of time where no time is specified. 

3. Death or insanity of the parties before acceptance. 

4. Dissolution of partnership before acceptance where one of the parties 
is a partnership. 


ACCEPTANCE.—A contract results from the acceptance of an offer. 
*“To accept a contract is to admit it and agree to it; to accede to it; to assent 
to it; the ordinary meaning embodies assent and agreement.’’ (State v. 
Columbus Public Service Board, 81 Oh. 218; also Laprade v. Fitchburg etc. 
R. Co., 205 Mass. 77; Graff v. Buchanan, 46 Minn. 24; Chicago etc. R. Co. v. 
Dane, 43 N. Y. 240; Hall v. Wilson, 6 Wis. 433.) 

Who May Accept.—An offer can be accepted only by the person to whom 
it is made and is not transferable to another. 

Public Offers.—Public offers of rewards, etc., from their nature cannot 
be made to a definite person and cannot become binding contracts until 
accepted, within the scope of the offer by some person. (Schoestene vy. Iselin, 
69 Hun 250; Crowell v. Hopkinson, 45 N. H. 9.) 

Sufficiency of Acceptance.—‘‘An acceptance must correspond to the offer 
at every point, and must conclude the agreement.”’ (U.S. v. P. J. Carlin 
Const. Co., 224 Fed. 859.) ‘‘An acceptance, to be good, must, of course, be 
such as to conclude an agreement or contract between the parties. And to 
do this, it must in every respect meet and correspond with the offer, neither 
falling within nor going beyond the terms proposed, but exactly meeting 
them at all points and closing with them just as they stand.’’ (Potts v. 
Whitehead, 23 N. J. Eq. 512; also Kincaid v. EHaton, 98 Mass. 139; Poel v. 
Brunswick-Balke-Collender Co., 216 N. Y. 310; Baker v. Holt, 56 Wis. 100.) 

Communication of Acceptance.—An acceptance to consummate a contract 
must be communicated to the offeror or must be put in the course of com- 
munication by the acceptor. (Cleveland etc. R. Co. v. Shea, 174 Ind. 303; 
Busher v. N. Y. Life Ins. Co., 72 N. H. 551.) 

Revocation of Acceptance.—An acceptance can be revoked only by a com- 
munication to that effect before the acceptance is consummated. (Commer- 
cial Ins. Co. v. Hallock, 2 N. J. L. 645.) 


OFFER AND ACCEPTANCE—METHODS OF COMMUNICATION.— 
An acceptance becomes an enforcible contract from the moment it is put in the 
same course of communication followed by the offerer. The fact that the 
offerer fails to receive the acceptance so communicated has no effect. If, 
however, a different mode of communication is followed by the acceptor, his 
acceptance does not become a binding contract until it is received by the 
offerer. 

Mail and Telegraph.—An offer sent by mail or telegraph is of no effect until 
it reaches the offeree. The acceptance of the offer becomes a contract only 
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when it is mailed, i.e., a properly addressed letter of acceptance with sufficient 
postage put in a United States post box or a prepaid telegram is given to the 
Telegraph Company. Failure of the offerer to receive such notification of 
acceptance does not affect the binding force of the contract. 


3. CONSIDERATION.—‘‘Something of value received by one party or 
parted with by the other by reason of the contract.’’ (Grantt v. Isett, 81 
Kans. 246.) ‘‘That may be some right, interest, profit or benefit accruing 
to one party, or some forbearance, detriment, loss or responsibility given, 
suffered or undertaken by the other.’’ (Ft. Wayne etc. Tract. Co. v. Justus, 
108 N. E. [Ind.] 754.) ‘‘Consideration may be described generally as some 
matter accepted or agreed for as a return or equivalent for the promise made, 
showing that the promise is not made gratuitously.” (Donahue v. Rich, 
2 Ind. A. 540.) 


NECESSITY OF CONSIDERATION.—A consideration is essential to the 
validity of every contract. (National Elect. Sig. Co. v. Fessenden, 207 Fed. 
915; Hendy v. Kier, 59 Cal. 138; Bonney v. Bonney, 237 Ill. 452; Chase v. 
Chase, 191 Mass. 556; Fipe v. Blake, 38 Minn. 426; Belknap v. Bender, 75 
N. Y. 446.) 


WHAT CONSTITUTES CONSIDERATION.—As a general rule, in accord- 
ance with the definition given above, there is sufficient consideration for a 
promise if there is any benefit to one party or any loss or detriment to the 
other. If something valuable flows from the person to whom a promise is 
made or if he suffers some loss or inconvenience and the promise is the induce- 
ment to the transaction, there is said to be a consideration. (Townsley v. 
Summerall, 2 Pet. 170; Masson v. Morton Bldg. Co., 28 Cal. A. 330; Buchanan 
vy. International Bank, 78 Ill. 500; Chapin v. Lapham, 20 Pick 467; White v. 
Baxter, 71 N. Y. 454; Pabst Brewing Co. v. Milwaukee, 126 Wis. 110.) 

GOOD AND VALUABLE CONSIDERATION DISTINGUISHED.—A 
good consideration is love or natural affection by reason cf the relation of 
the parties by blood, marriage, or family. A valuable consideration is a 
benefit or a detriment as set forth in the definition of consideration. 

MUTUAL PROMISES.—Mutual promises concurrently made are con- 
siderations for one another. The one promise, and not performance, con- 
stitutes the consideration for the other. (A. B. Dick Co. v. Fuller, 213 Fed. 
98; Morrill v. Colehour, 82 Ill. 618; Price v. Muriat, 107 Mass. 49; Bayne v. 
Greiner Est. 118 Minn. 350.) 


MUTUALITY OF OBLIGATION IS ESSENTIAL.—“‘ A contract is mutual 
where the agreement entered into between the parties is binding on each 
alike touching its ultimate performance.” (13 C. J. Contracts 321; Bawmhoff 
v. Oklahoma City Elec. etc. Co., 14 Okl. 127; also Harper v. Goldschmitt, 
156 Cal. 245; Corbett v. Cronkhite, 239 Ill. 9; Abbott v. Hapgood, 150 Mass. 
248;'Grossman v. Schenker, 206 N. Y. 466.) 


LEGAL LIABILITY.—The promise, to constitute a good consideration 
for a promise, must impose some legal liability on the person making it. 
A promise to do what the promisor is legally bound to do is not a consideration. 
The promise must be lawful, definite, and certain. 

WAIVER OF A LEGAL RIGHT.—The relinquishment of a legal righ4 is a 
sufficient consideration. (In re All Star Feature Corp., 232 Fed. 1004: 
Hanchett v. Ives, 171 Ill. 122; Hamer v. Sidney, 124 N. Y. 53S.) A promine 
to refrain from doing something which the promisor has no legal right to do 
is not a consideration for a promise. (Sheppey v. Stevens, 177 Fed. 484° 
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Crosby v. Ward, 6 N. Y. 369; Everingham v. Meighan, 55 Wis. 354.) The 
relinquishment of rights may be those under contract generally, the right to 
sue for damages, claims of a beneficiary in an estate, dower, courtesy, liens, 
etc. Asa general rule a promise to perform an existing legal obligation is not 
a valid consideration. (Harris v. Cassidy, 107 Ind. 158; Parrott v. Mexican 
Cent. R. R. Co., 207 Mass. 184; Carpenter v. Taylor, 164 N. Y. 171.) 

PAST CONSIDERATION.—A past consideration will not support a 
promise except where the past consideration was based on a previous request. 
(Moore v. Elmer, 180 Mass. 15; Aultman v. Kennedy, 33 Minn. 339; Arend v. 
Smith, 151 N. Y. 502.) 


4. SUBJECT MATTER.—The subject matter or object of a contract is 
that which the agreement is about and may be anything concerning the 
affairs of mankind not forbidden by law or in derogation to human welfare. 

MUST BE LAWFUL.—Unlawful agreements are those in violation of 
positive law and those which, although not contravening the law, are against 
the welfare of mankind and are not enforcible on the ground of public policy. 

IN VIOLATION OF THE POSITIVE LAW.—If the object of an agreement 
is illegal, a contract does not result. (U. 8S. Bank v. Owens, 2 Pet. 527; 
Harvey v. Merrill, 150 Mass. 1; Debbit v. Lander, 72 Wis. 120.) Agreements 
to violate the law are illegal. (U. S. v. Trans Missouri Freight Assn., 166 
U. S. 290; Coat v. Phillip, 56 N. Y. 31.) 


FRAUD AGAINST THIRD PERSONS.—An agreement to commit a 
fraud against a third person (Douglas State Bank v. Lewinson, 192 Ill. A. 364; 
Sprague v. Webb, 168 App. Div. 292), or the public in general (Clinch v. 
Proctor, 66 Fed. 240; Nickerson v. English, 142 Mass. 267; Matesne v. Horwitz, 
101 N. Y. 469), or the commission of a civil wrong (Randal v. Howard, 2 
Black. 585; Adams v. Outhouse, 45 N. Y. 318; Rice v. Wood, 113 Mass. 133) 
against a third person, is illegal and void even though the wrong itself may not 
be a crime or an indictable offense. 


AGREEMENTS AGAINST PUBLIC POLICY.—Agreements opposed to 
public policy are illegal and void. (Teal v. Walker, 111 U.S. 242; Palmbawm 
v. Magulsky, 217 Mass. 306; Richardson v. Crandall, 48 N. Y. 348; Roch v. 
Ekern, 162 Wis. 291.) 

Public Policy Defined.—‘‘ The term ‘public policy’ as applied to contracts 
embraces all acts or contracts which tend clearly to injure the public health, 
the public morals, or confidence in the purity of the administration of the law, 
or to undermine that sense of security for individual rights, whether of per- 
sonal liberty or private property which every citizen has a right to feel.’ 
(13 C. J. Contracts 425; Holland v. Sheehan, 108 Minn. 362.) 

Test of Public Policy.—The test of public policy is the evil tendency of a 
contract rather than the actual injury. Just what public policy is in a given 
jurisdiction is for the courts to decide, as it varies with time and place. 

General classification of agreements against public policy: 


Against good morals such as, 


1. Agreements of an immoral nature. 
2. Gambling and wagering transactions. 
3. Agreements to commit a fraud, breach of trust or confidence. 


Against marital relations 


1. Absolute restraint of marriage. ‘ 
2. In derogation of the marital relation. 
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Against public service 


1. Interfering with legislative actions. 

2. Influencing by corrupt means operations of a political subdivision 
of the nation. 

3. Traffic in public office. 

4. Influencing courts of justice by corrupt means. 


Unreasonable restraint of trade.——Agreements to prevent competition, 
increase prices, or create monopolies. 

Agreements in Restraint of Trade.—Agreements in unreasonable restraint 
of trade are illegal (Addyston Pipe etc. Co., 85 Fed. 271), but agreements in 
reasonable restraint of trade are valid (Carter v. Alling, 43 Fed. 208). Modern 
authorities gauge the validity of contracts on the reasonableness of the 
restraint imposed as necessary to protect the parties in whose favor it was 
imposed. Leading cases are: Gibbs v. Consolidated Gas Co., 130 U. S. 369; 
Diamond Match Co. v. Roeber, 106 N. Y. 473. 

FORM OF CONTRACT.— 

Oral.—Parol or simple contracts, except where required by statute to 
be written, may be made by word of mouth and are enforcible as such except 
for the difficulty of proving the contract. 

Written.—In practically all of the states certain parol contracts must be 
in writing and sometimes follow prescribed forms. The foundation of most 
of the state laws in this respect is the Statute of Frauds mentioned hereinafter. 
Aside from the contracts under that statute there are a number of others not 
so general which must be in writing, such as insurance contracts which under 
the common law could be oral and are now generally required to be in writing 
and in some states in statutory form; contracts for the recovery of debt 
barred by the statute of limitations; promise of an infant on becoming of age 
to pay for debts contracted during minority; assignments of patents and 
copyrights. 

Statute of Frauds.—To prevent frauds and perjury in proving contracts, 
most states have adopted statutes modeled after the English Statute of 
Frauds enacted in 1676 during the reign of Charles II. These statutes re- 
quire that certain contracts shall be proven by some memorandum in writing. 

Contracts Required to be in Writing.—Under the statute the following 
contracts to be enforcible must be in writing and signed by the person to be 
charged: 


1. Promises or contracts of executors and administrators to pay out 
of their personal estate debts due from the estate they are administering. 

2. Contracts not to be performed within one year from the making 
thereof. This refers to contracts which cannot be completed within the 
year. The statute does not apply to contracts which may be performed 
within a year but may possibly extend beyond the year. The general 
interpretation of the rule to bring contracts under the statute is that 
it must appear by their terms that performance cannot be completed 
within a year from the time the contract is made. 

3. Promises to answer for the debt, default or miscarriage of another. 
This refers to suretyship and guaranty. The promise must be made to 
the creditor and there must be a present and prospective liability. To 
be within the statute the lability of the original debtor must continue 
and the promisor’s liability become collateral. A release of the original 
debtor is a novation and takes it out of the statute, hence it need®’not be 
in writing. . 
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4. Promises made in consideration of marriage, except mutual prom- 
ises. This refers to promises to pay money, transfer property, make a 
marriage settlement or other act in consideration of a marriage taking 
place, but does not refer to the promise to marry. (Lloyd v. Fulton, 91 
U. S. 479.) 

5. A promise to pay a debt discharged in bankruptcy. 

6. A contract for the sale of personal property over a fixed amount, 
which varies in the different states. (Explaimed more fully under 
““Sales.’’) 

7. A contract for the sale of lands, tenements and hereditaments or 
any interest in them. This refers to the contract to sell and not the 
deed conveying title, which must be in writing and generally sealed. 
The natural growth and product of land are an interest in land, and 
contracts to sell or buy such must be in writing. Crops or other products 
of the land raised by cultivation and labor are not an interest in land 
and their sale need not be in writing. A lease or rental agreement for 
more than one year must be in writing. An easement (Mwmford v. 
Whitney, 15 Wend. [N. Y.] 380) and right of way (Bonelli vy. Blackmore, 
66 Miss. 136) are interest in land and must be in writing. 


EFFECT OF CONTRACT—REALITY OF CONSENT.—As stated, one of 
the requisites of a valid contract is agreement. This is not obtained without 
real consent of both parties, which cannot be said to exist where there is 
mistake, fraud, duress, undue influence, or misrepresentation. 


MISTAKE.—Is occasioned by a misconception of some matter and may 
be a mistake of fact or a mistake of law. 

Mistake of Fact Defined.—Mistake of fact is a mistake not caused by the 
neglect of a legal duty on the part of the person making the mistake and con< 
sisting in: 

1. An unconscious ignorance or forgetfulness 'of a fact, past or present, 
material to the contract, or 

2. Belief in the present existence of a thing material to the contract, 
which does not exist, or in the past existence of such a thing, which 
has not existed. (South Dakota Civil Code No. 1206.) 


Mistake Affecting Validity.—‘‘ Mistake does not of itself affect the validity 
of contracts at all. But the mistake may be such as to prevent any real 
agreement being formed in which case the contract is absolutely void both 
at law and in equity.” (Kyle v. Kavanaugh, 103 Mass. 356.) 

Mistake as to Parties—Subject Matter.—A mutual mistake as to the 
subject matter, that is, what the contract is about or what is to be done under 
the contract, or the identity of the persons with whom the contract was 
made, avoids the contract as there is no meeting of the minds. 

As to Legal Effect and Value of Subject Matter.—A mistake regarding 
the legal effect or the value of the subject matter does not affect the validity 
of a contract. 

Mistake of One of the Parties.—A mistake of one of the parties only and 
not known to the other, does not affect a valid contract. (Hllicott Mach. Co. 
vy. U. S., 44.Ct. Cl. 127; Monks vy. West Street Imp. Co., 149 App. Div. 
[N. Y.] 504; Bostwick v. Mutual Ins. Co., 116 Wis. 392.) 

Mistake—Mutual Mistake.—One of material facts will avoid the agree- 
ment. (Allen v. Hammond, 11 Pet. 63; Flynn v. Smith, 111 App Div. 
{[N. Y.] 870; Hoops v. Fitzgerald. 204 Ill. 325.) ‘Mutual mistake consists 
of a clear showing of a misunderstanding, reciprocal and common to both 
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parties, in respect to the terms and subject matter of the contract, or some 
substantial part thereof.”” (13 C. J. Contracts 375; C. H. Young Co. v. 
Springer, 113 Minn. 382.) 

Mistake of Law.—This does not avoid the contract. The rule is well 
established that a mistake of law or the legal effect of a contract will not 
affect the enforcibility of the agreement. (Lamborn v. Dickinson County, 
97 U. 8. 181; Soley v. Jones, 208 Mass. 561.) Mistake as to the law of other 
states is regarded as mistake of fact and may under certain circumstances 
avoid the contract. ; 

Mistake of Fact—Remedies.—Remedies are both equitable and legal 
where contracts are entered under mistake of fact. In equity, where specific 
performance js prayed for, the defense of mistake may be interposed or a 
bill may be filed to have the contract declared void. In case of mistake of 
form or expression, the instrument may be reformed in accordance with the 
real intent of the parties. 

At Law.—The contract may be repudiated and all values paid thereunder 
recovered. : 


WRITTEN CONTRACTS—CONTENTS UNREAD AND UNKNOWN.— 
The general rule is that a person cannot avoid his written contract on the 
ground that he did not know its contents, did not read it, or that he supposed 
it was different in its terms or mere form. (Black v. Wabash etc. R. Co., 111 
Ill. 351; Wood v. Mass. Mutual Acc. Assn., 174 Mass. 217; Peo v. Dunbar 
Contracting Co., 215 N. Y. 416.) ‘‘It will not do for a man to enter into a 
contract; and, when called upon to respond to its obligations, to say that he 
did not read it when he signed it, or did not know what it contained. If 
this were permitted, contracts would not be worth the paper on which they 
were written. But such is not the law. A contractor must stand by the 
words of his contract, and, if he will not read what he signs, he alone is 
responsible for his omission.” (Upton v. Tribilcock, 91 U.S. 45.) 


EXPRESSED INTENTIONS ARE BINDING.—A person is bound on his 
contracts in accordance with the reasonable meaning of his expressed intention 
regardless of what his secret intentions were. ‘The rule of Jaw is stated in 
Freeman vy. Cooke, 2 Exchange 654. ... . If, whatever.a man’s real intention 
may be, he so conducts himself that a reasonable man would believe that he 
was assenting to the terms proposed by the other party, and the other party 
upon that belief enters into the contract with him, the man thus conducting 
himself would be equally bound as if he had intended to agree to the other 
party’s terms.” (Smith v. Hughes, L. R. 2 Q. B. 597; also Dybarg v. Min- 
neapolis Sanitarium, 128 Minn. 292.) 


FRAUD.—Fraud is a false statement of a material fact made with knowl- 
edge of its falsehood or reckless disregard as to whether it is true or false, 
with the intention that it shall be acted upon by another and which is relied 
and acted upon by the other party to his injury. 

Remedies of Defrauded Party.—The party so deceived in entering upon a 
contract, upon discovery of the deception can avoid the contract or maintain 
an action for the"damages he sustained. (Cooper v. Schlesinger, 111 U.S. 148; 
Krankowski vy. Knapp, 268 Ill. 183; Adams v. Gillig, 199 N. Y. 314; Lee v. 
Burnham, 82 Wis. 209.) 

Must Be a Statement or Representation.—Mere non-disclosure does not 
constitute fraud unless there is a duty to disclose all facts to the other party 
or unless active steps are taken to conceal the truth. 

Opinion.—Mere expression of opinion, although erroneous, is not fraud. 
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(John v. Stephenson, 154 U. S. 625; Bryant v. Ocean Ins. Co., 22 Pick. 200: 
Swanson v. Fisher, 148 Ill. A. 104.) 

Expectation of Future Act.—An expectation, representation, or promise as 
to some future act or performance which may have brought about the agree- 
ment, will not constitute fraud where the expectation is not realized. (Southern 
Dev. Co. v. Silver, 125 U.S. 247; Willer v. Sutliff, 241 Ml. 521; Dave v. Morris, 
149 Mass. 188; Adams v. Gillig, 199 N. Y. 314.) 

Representation of Law.—An erroneous representation of law is not fraud. 
(Brink v. Johnson, 146 Fed. 209; Hooker v. Midland Steel Co., 215 Ill. 444; 
Gormely v. South Side Gym. Assn., 55 Wis. 350.) 

Trade Talk.—Commendable expressions as to value appearance, quality, 
prospects, etc., are not sufficient to constitute fraud. 

Effect of Fraud.—An agreement procured by fraud is voidable, but not 
void. The defrauded party has the right to elect whether he will treat the 
contract as binding or refuse to be bound by it. (Foreman vy. Bigelow, 9 F. 
Case No. 4934, 4 Cliff 508; Wallace v. Pierce, 97 Mass. 46; Elmer v. Loper, 
66 N. J. L. 50; Adams v. Gillig, 199 N. Y. 314.) 

Remedies of Party Defrauded.—He may either: 


1. Affirm the contract, keeping what he has under it and sue for the 
damages he sustained by reason of the fraud. The affirmance of the 
contract is not a waiver of the fraud and does not bar the right to recover 
damages (Hecksher. v. Edenborn, 203 N. Y. 210; Gibson v. Nelson, 111 
Minn. 183; Bumbs v. Burns, 137 Fed. 781); or, 

2. Rescind the contract and sue to recover what he has parted with. 
To rescind the contract he must return the consideration he received. 
It he retains the benefits under the contract his right to rescind is gone. 


DURESS.—Duress is a threatened or actual violence or imprisonment 
reasonably sufficient to cause such apprehension that a person will enter into 
a contract against his own free will. ‘‘Duress exists where one is induced, 
by another’s unlawful act, to make a contract or perform some act under 
circumstances which prevent his exercising his free will.’’ (Hackley v. 
Headley, 45 Mich. 569.) ‘‘Duress is a species of fraud in which compulsion 
in some form takes the place of deception in accomplishing the injury.” 
(Kans v. Gracey, 162 Iowa 671.) 

Effect of Duress.—A contract entered into.by a person under duress is 
voidable at his option, but not void. As in fraud, the contract may be dis- 
affirmed or ratified. ; 

Remedies.—‘‘One who by duress is compelled to sign a contract whereby 
he parts with his property may proceed in equity for a recession, may rescind 
by his own act and sue at law, or may allow the contract to stand and sue for 
damages.” (Neibuhr v. Gage, 99 Minn. 149.) ‘‘Unlawful duress is a good 
defense to a contract if it includes such degree of constraint or danger, either 
actually inflicted or threatened and impending, as is sufficient in severity 
or apprehension to overcome the mind and will of a person of ordinary firm- 
ness.” (U.S. v. Huckabee, 16 Wall. [U. S.] 414.) 

UNDUE INFLUENCE.—“‘ Undue influence is a kind of mental coercion, 
which destroys the free agency of one and constrains him to do that which is 
against his will and what he would not have done if left to his own judgment 
and volition, so that his act becomes the act of the one exerting the influence 
rather than his own act, such act being one to his own injury, or to the injury 
of some one upon whom he would if left to his own free will, have bestowed 
a benefit.” (Beard v. Beard, 173 Ky. 131.) 
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What it Consists of.—‘' Undue influence . .. consists in acts which 
though not fraudulent, amount to an abuse of the power which circumstances 
have given to the will of one individual over that of another.’’ (Holland 
Jur., p. 264.) Undue influence is a form of fraud and consists of taking unfair 
advantage of another’s weakness of mind, necessities, and distress, or by 
reason of the confidential relations or family relations existing between the 
parties. 

Effect of Undue Influence.—A contract entered into under undue influence 
is voidable at the option of the injured party. To affect a contract on the 
ground of undue influence it must be shown to be such an influence as the 
law condemns. (Bowdoin College v. Merritt, 75 Fed. 480; Roberts v. Litile, 
9 Misc. 497; Batavia Bank v. North, 114 Wis. 637.) 


ILLEGAL CONTRACTS.— 

Effect of Illegality—-General Rule.—The law leaves the parties where it 
finds them and will afford no relief. (Sage v. Hampe, 235 U.S. 99; Pelosi v. 
Bugbee, 217 Mass. 579; Hart v. City Theatres Co., 215 N. Y. 322.) 

Exception to General Rule—Parties Equally Guilty.—Where parties to an 
legal contract are in pari delicto—equally guilty—but public policy requires 
the intervention of the courts, relief may be obtained. (Wester Union Tel. 
Co. v. Burlington etc. R. Co., 11 Fed. 1.) But: ‘‘Courts are and should be 
cautious in affording relief to a fraudulent debtor or other violator of the law 
under this exception, and should act only where it is evident that some 
greater public good can be subserved by action than by inaction.’’ (O’Connor 
v. Ward, 60 Miss. 1025.) 

Exception—One Party Guilty.—Where parties are not equally guilty and 
where it is in the interest of public policy to allow one of the parties to 
obtain relief from the transaction, the courts have granted relief. (Logan 
eae Nat. Bank v. Townsend, 139 U. 8. 67; Duval v. Wellman, 124 N. Y. 
156. 

Exception—Object not Consummated.— Where the illegal purpose is not 
eonsummated, the agreement may be repudiated and the consideration paid 
thereunder recovered. (Nat. Bank v. Carr, 189 U.S. 426; Fisher v. Hildreth, 
117 Mass. 558; Donville vy. Merrick, 25 Wis. 688.) 


INTERPRETATION OF CONTRACTS.—tThe courts in interpreting con- 
tracts apply broad principles. to arrive at the intent of the parties. ‘“‘The 
rules of interpretation ought not to be subtle; they are designed for people 
of common understanding; not as an act of logic but as the plain reason of 
a father of a family.’’ (Gathright v. Callaway County, 10 Mo. 663.) 

Intention of the Parties.—‘‘ The purpose of all interpretation is to ascertain 
and give effect to the intention of the parties to the contract as expressed by 
their writing.”’ (Alf. Bennett Lumber Co. v. Walnut Lake Cypress Co., 105 
Ark. 421; also Chesapeake etc. Canal Co. v. Hill, 15 Wall. 94; Smith v. Kerr, 
108 N. Y. 31; Kluster v. Joseph Schlitz Brewing Co., 143 Wis. 347.) 

Construction as a Whole.—The intention of the parties must be gathered 
from the entire contract, not a portion of it. (Koles v. Borough Park Co., 
142 App. Div. [N. Y.] 765.) 

Separate Writings.— Where separate letters or instruments relate to one 
transaction or separate papers referred to, they will be read with reference 
to one another to interpret the contract. (Pittsburgh etc. R. Co. v. Keokuk 
eta. Bridge Co., 155 U. 8. 156; Illinois Match Co. v. Chicago etc. R. Co., 250 
Ill. 396; Poel v. Brunswick- Balke-Collender Co., 216 N. Y. 310; Hunt v. Frost, 
4 Cush. 54.) 
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Meaning of Words.—‘‘ The language employed is given its natural and 
commonly understood meaning.” (U. S. Fidelity etc. Co. v. French Mut. 
Gen. Soc., 212 Fed. 620.) g 

Technical Words.—Technical words will be interpreted in the sense in 
which they are generally used in the business to which the contract relates. 
(Potter v. Phoenix Ins. Co., 63 Fed. 382.) 

Writing and Printing.—Where both are used in a contract and are in con- 
flict, the writing will prevail. (United Surety Co. v. Summers, 110 Md. 95.) 

Words and Figures.—If in conflict, words govern. (United Surety Co. v. ~ 
Summers, 110 Md. 95.) 

Implied Terms.—In addition to words used, a contract also includes what 
is necessarily to be implied from the language used. (Du Pont de Nemours 
Powder Co. v. Schlotterman, 218 Fed. 353; Senior v. Htger, 213 N. Y. 589.) 

Laws of the State.—The law of the state where the contract was made 
becomes part of it. (Southern Surety Co. v. Oklahoma, 241 U.S. 582; People v. 
Metropolitan Surety Co., 211 N. Y. 107.) 

Place.—‘‘A contract as a rule is considered as entered into at the place 
where the offer was accepted (Compagnie Générale etc. v. Simon Hertzig etc. 
Cie., 89 Misc. [N. Y.] 573; In re Kahn, 55 Minn. 509) or where the last act 
necessary to complete it is performed (Clark v. Bell, 223 Fed. 573). 

Time.—If limited, the time runs from the date of the contract. 

Ambiguous Contracts.—‘‘If one interpretation of an ambiguous contract 
renders it valid and the other invalid, the former will govern. Likewise if 
one interpretation renders the contract reasonable and the other unreasonable 
the former will prevail.” 

Surrounding Circumstances Considered.—‘‘ The circumstances surround- 
ing the parties when the contract was made form a sort of context that may 
be resorted to in doubtful cases to aid in arriving at the meaning of the con- 
tract.”’ (Singer v. Brenner, 19 Pa. Dist.) 

Liquidated Damages or Penalty.—Where a contract provides for the 
payment of a sum of money as liquidated damages in the event of a breach, 
whereas in fact the sum agreed upon is in the nature of a penalty, the courts 
will not enforce the contract. On the other hand, if the parties call it a 
penalty where it is in fact liquidated damages, the courts will interpret it as 
liquidated damages. (War v. Building Co., 125 N. Y. 230.) 

What Law Governs.—In general, the law of the place where the contract 
was made governs as to execution, authentication, and construction. As to 
performance, satisfaction, or discharge, the law of the place where the object 
of the contract is carried out governs. ‘‘As to mere personal contracts the 
law thereof as to their validity and interpretation, is that of the place where 
they were made; the lex loci contractus, unless the parties thereto intended 
that they should be governed by the law of the place of performance: the 
lex loci solutionis, or of some other place. That is, the place of the contract 
is, generally speaking, a matter of mutual intention, but the intended place, 
as determined by legal presumption in some cases and evidentiary cireum- 
stances in others, settles all questions as to the legal test of validity and 
interpretation. Such presumption, in the absence of evidence to the con- 
trary, is that the place of making and performance, in a physical sense, is 
the place in a legal sense, but the place of performance when different from 
that of the actual making, is the place in such legal sense, subject to the 
presumption being rebutted by clear evidence of intention, this being again 
subject to some exceptions in case of intention to commit fraud on the law.” 
tUnternational Harvester Co. v. McAdam, 142 Wis. 114.) 
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DISCHARGE OF CONTRACTS.—Contracts may be discharged by 


1. Performance 

2. Agreement 

3. Breach 

4. Operation of law 

5. Impossibility of performance 


1. DISCHARGE BY PERFORMANCE.—In order that performance may 
discharge a contract, each party must have completed his part. In an execu- 
tory contract performance by one discharges his obligations but not the 
contract. Where a promise is given for an executed consideration the per- 
formance of the promise discharges the contract. 

Sufficiency of Performance.—Under the common law, performance must 
be strictly in accordance with the terms of the contract. The modern rule 
interprets sufficiency of performance to the effect that where one party has 
substantially completed his part he may recover his contract price less the 
amount the other party would have to pay for the completion of any minor, 
unintentional, and immaterial omission or deviation. This rule holds true, 
particularly in construction and building contracts. (Heckmann v. Pinkney, 
BIN Me PAT) 

Minor Unintentional Omissions and Deviations.—The courts construe 
minor, unintentional omissions and deviations as those that are ‘‘slight or 
susceptible of remedy, so that an allowance out of the contract price will give 
the other party substantially what he contracted for.’’ (lliott v. Caldwell, 
43 Minn. 357.) 

Time for Performance.— Where time is of the essence of a contract and so 
stated therein, it is strictly construed and the contract to be discharged by 
performance must be finished within the time limit. If completed after that 
time it is not performance and is not binding on the other party unless he 
waives the breach. : 

Satisfaction of One of the Parties.—Contracts which must be performed 
to the satisfaction of one of the parties can be discharged by performance 
only when the party is satisfied. Interpretation of such contracts depends 
on the subject matter. If it relates to personal tastes or judgment of one of 
the parties, he is the sole judge. The only requirement is that he be honest 
about his dissatisfaction. 


2. DISCHARGE BY AGREEMENT.—Contracts may be discharged by 
mutual agreement. This may be done by 


1. A new agreement to supersede the original one, or 


2. The original contract may provide for discharge on the happening of 
a condition subsequent. 


Such agreements must possess all the elements necessary to support a 
contract. 

New Agreement.—This is in effect a new contract if expressly substituted 
for the old one, or where the new contract is inconsistent with the old one. 
In either case the original contract is discharged by agreement. 

New Agreement—Novation.—Where a third person is brought into the 
substituted agreement to take the place of one of the original parties, with 
the consent of all three, the new substituted agreement is called a novation. 
The consideration of each party for the new contract consists of the creation 


of new rights and liabilities and the extinction of the old ones. (Ford y. 
Adams, 2 Barb. [N. Y.] 349.) 
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Contracts Which Cannot Be Discharged by Agreement.—Contracts for 
the benefit of third parties cannot be discharged by agreement of the original 
parties where the third party has been notified and has accepted it. To 
obtain the discharge of such contracts the consent of the third party is neces- 
sary. 


3. DISCHARGE BY BREACH.—A breach of contract gives the injured 


party a right of action and generally discharges the contract. Such breach 
may be by 


1. Failure of one of the parties to perform. 

2. Refusal of one of the parties to perform. 

3. One of the parties doing something which renders performance 
impossible. 

4. Denial of the contract. 


Failure to Perform.—To entitle a person to bring an action for failure to 
perform, he must have done all that can be done. Where time is of the 
essence, failure to complete within the time is a breach. If the contract is 
divisible, the failure to perform one part does not excuse the other party from 
performing the rest. 

Refusal to Perform.—Refusal to perform by one party within the time for 
performance relieves the other party from further obligation, and he has 
the right to sue at once for the damages he has sustained. 

Denial of Contract.—There must be an unqualified and definite renuncia- 
tion, not a mere expression of intention not to perform. (Drugiey v. Olen, 
Zee) 


4. DISCHARGE BY OPERATION OF LAW.—Contracts may be dis- 
charged by operation of law. This may be bankruptcy, alteration of the 
written instrument, or merger. 

Bankruptcy.— Under the bankruptcy law the debtor is released of debts and 
liabilities provable under the statute where the bankrupt has obtained his 
discharge. 

Alteration of Written Instrument.—Alteration means some erasure or 
addition which changes the meaning of the contract. It must relate to a 
material part and must have been intentionally made by one of the parties to 
the contract without the consent of the other party. 

Merger.—The acceptance of a higher security for a lower one, where the 
parties are the same and the subject matter of the two securities is identical, 
results in the discharge of the original contract. This refers to cases where 
a judgment is recovered by one of the parties suing on a contract, or a sealed 
contract made by the parties covering the same transaction in an existing 
written instrument. 


5. DISCHARGE BY IMPOSSIBILITY OF PERFORMANCE.—Impossi- 
bility of performance does not discharge a contract except where there is a 
legal impossibility or a physical inability in certain cases. 

Legal Impossibility Where a statute enacted subsequent to the making 
of the contract renders the performance impossible without a violation of the 
jaw, the contract is discharged. 

Physical Inability.—Destruction of the subject matter where the contract 
relates to a specific article or incapacity of the party where the contract was 
for personal service. discharges the contract on the ground of impossibility of 


performance. 
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Law of Corporations 


DEFINITION.—‘‘A corporation is an artificial person created by law for 
specific purposes, the limit of whose existence, powers and liberties is fixed 
by its charter.’”’ (Georgia Civil Code, 1831.) In a number of states cor- 
porations are defined by statute, similar to the one just given, which sets 
forth the essence of the many court decisions. For more comprehensive 
definitions see C. J. Baldwin, in Mackay v. N. Y. etc. R. Co., 82 Conn. 73; 
Chillicothe Bank vy. Swayne, 8 Ohio 257; Dartmouth College v. Woodward, 
4 Wheat. (U. S.) 518. 

In the last-mentioned case Chief Justice Marshall says: ‘‘A corporation 
is an artificial being, invisible, intangible and existing only in the contempla- 
tion of law. Being a mere creature of law, it possesses only those properties 
which the charter of its creation confers upon it, either expressly or as inciden- 
tal to its very existence. These are such as are supposed best calculated 
to effect the object for which it was created. Among the most important 
are immortality, and, if the expression may be allowed, individuality; proper- 
ties, by which a perpetual succession of many persons are considered the same, 
and may act as a single individual. They enable a corporation to manage its 
own affairs, and to hold property, without the perplexing intricacies, the 
hazardous and endless necessity of perpetual conveyances for the purpose 
of transmitting it from hand to hand. It is chiefly for the purpose of clothing 
bodies of men, in succession, with those qualities and capacities, that cor- 
porations were invented, and arein use. By these means, a perpetual succes- 
sion of individuals are capable of acting for the promoticn of the particular 
object, like one immortal being.’ 


DISTINCTIVE FEATURES.—The most important distinctive attributes 
of corporations are separate legal entity and continuous existence. (Liverpool 
etc. L. etc. Co. v. Olivia, 10 Wall. 566; People v. Coleman, 133 N. Y. 279.) 


AS A LEGAL ENTITY.—A corporation is a distinct legal entity, entirely 
separate from its members, with only such powers as are expressly or impliedly 
conferred on it by law. As an incident of such legal entity, it czn hold 
property, contract, and sue as a natural person may. The corpora.e body 
can act only through its officers as agents whose acts are regarded as those 
of the legal entity as distinguished from its members. (J. J. McGaskill Co. 
v. U. S., 216 U. S. 504; Saranac etc. R. Co. v. Arnold, 167 N. Y. 368; Old 
Dom. Copper Min. etc. Co. v. Bigelow, 203 Mass. 159.) 

Corporation Distinct from Its Members.—‘‘ Every corporation is a person 
artificial, it is true, but nevertheless a distinct legal entity. Neither a portion 
nor all of the natural persons who compose a corporation, or who own its 
stock and control its affairs, are the corporation itself; and when a single 
individual composes a corporation he is not the.corporation. In such case 
the man is one person created by the Almighty, and the corporation is 
another person created by law. It makes no difference in principle whether 
the sole owner of the stock of a corporation is a man or another corporation. 
The corporation owning such stock is as distinct from the corporation whose 
stock is so owned as the man is from the corporation of which he is the sole 
member.” (Macon Exchange Bank v. Macon Cons. Co., 97 Ga. 1.) 

Property Rights.—A shareholder does not own a specific part of corporate 
property. ‘The money and property of a corporation belong to it and not 
to the individual members.”’ (Tomlinson v. Bricklayers’ Union, 87 Ind. 308.) 
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“The estate and rights of a corporation belong so completely to the body 
that none of the individuals who compose it have any rights of ownership 
in them, nor can they dispose of any part of them.” (Williamson v. Smoot, 
7 Mart [La.] 31.) 

Debts, Torts and Legal Actions.—‘‘A corporation and its shareholders are 
distinct legal entities. They are not responsible for the debts or the torts 
of the corporation. They cannot be parties in actions respecting corporate 
rights nor have they any title or direct interest in the property.”’ (Keith v. 
Clark, 4 Lea [Tenn.] 718.) 

Separate Corporations.—Two or more corporations are separate entities 
even though they are owned by the same stockholders. ‘‘The mere fact that 
the stockholders in two corporations are the same or that one corporation 
exercises a control over the other through ownership of its stock or through 
identity of its stockholders, does not make either the agent of the other, nor 
does it merge them into one, so as to make a contract of one binding on the 
other where each corporation is separately organized under a distinct charter. 
(Martin Devetopment Co. of America, 240 Fed. 42; New York Air Brake Co. vy. 
int. Steam Pump Co., 120 N. Y. Supp. 683.) 


CONTINUOUS EXISTENCE.—The capacity of continuous succession 
whereby members elect or appoint their successors is a distinctive attribute 
of corporations although not necessary for corporate existence. A corpora- 
tion has perpetual succession where its life is not limited by its charter or 
by statute. (Dartmouth College v. Woodward, 4 Wheat. [U. S.] 518; Thomas 
v. Dakin, 22 Wend. [N. Y.] 9.) 

“The essence of a corporation is: (1) perpetual succession under a special 
name and in an artificial form; (2) the power to take and grant property, 
contract obligations, sue and be sued by its corporate name as an individual; 
and (3) to receive and enjoy in common grants of privileges and immunities.”’ 
(Thomas v. Dakin, 22 Wend. [N. Y.] 9.) 


CLASSIFICATION.—Corporations are of many kinds, al! divided into 
various classes depending upon their nature. Textwriters have generally 
employed the following classification: 


CaRPORATIONS SOLE 


Public 
CorRPoRATIONS AGGREGATE |} Quasi-Public 
Business 
Private Ecclesiastical 
Charitable 


Corporations sole consist of a single individual. Such corporations are 
rare in America. 

Corporations aggregate are composed of a number of individuals. Such 
corporations are divided into: 


1. Public corporations, which are formed to promote public objects 
such as states, counties, municipalities, etc. 

2. Quasi-public corporations, which are corporations organized by 
private individuals for private gain through the promotion of some 
public purpose, such as railroads, trolley lines, gas and electric com- 
panies. These are generally referred to as public service or public 
utility corporations. 

3. Private corporations are those formed to promote and conduct 
private enterprises. Such corporations are divided into: 
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Business corporations 
Ecclesiastical corporations 
Charitable corporations 


The foregoing classification is of interest from a historical point of view, 
but for practical purposes the classification under the New York statute, 
which in substance is the same in most states of the Union, is of greater value. 

Classification under New York Statute.— 


MunIciPAL 
Moneyed 
Srock Transportation 
Business 
Religious 
Non-Stock Cemetery 
Library 


Board of Trade 


Membership 4 Co-operative 
pee 


A municipal corporation is a subdivision of the state established by law 
with powers of local government, such as town, cities, counties, etc. 

A stock corporation is ‘‘a corporation having a capital stock divided into 
shares and which is authorized by law to distribute to holders thereof dividends 
or shares of the surplus profits of the corporation.” 

Non-stock cerporations comprise all other corporations and include clubs, 
charitable institutions, and educational corporations. 

A moneyed corporation is a stock corporation subject to the banking or 
insurance laws, and is formed under such laws. They include banks, insur- 
ance companies, trust companies, etc. 

Transportation corporations are those stock corporations organized to 
conduct business as common carriers, such as railroads, canals, etc. 

Business corporations are those stock corporations organized to carry on 
business in the usual commercial sense. ‘The term ‘business corporation’ 
generally means a corporation engaged in financial dealings, buying and 
selling, traffic, and mercantile transactions in general.” (Grenough v. Tiverton 
Police Com., 30 R. I. 212.) 


DOMESTIC AND FOREIGN CORPORATIONS.—Corporations may also 
be classified according to the state or country under which they are organized. 
A domestic corporation is one that is within the jurisdiction of the state in 
which it was created. A corporation organized under the laws of the state 
of New York is a domestic corporation in New York State only, and if it goes 
into another state it is considered a foreign corporation of that state. Cor- 


porations created outside of the United States are designated as alien cor- 
porations. 


CREATION OF CORPORATIONS.— 

By Congress.—The Constitution of the United States does not give Con- 
gress direct authority to create corporations, but it may create corpora- 
tions for the purpose of carrying out those powers expressly granted to it. 
“Whether or not Congress can create a corporation depends on the constitu- 
tionalty of the object to be attained. If a corporation is a means of attaining 


that object, the courts cannot inquire into it.” (McCullagh v. Maryland, 
4 Wheat. 316.) 
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By State Legislatures.— Business or stock corporations can only be created! 
under authority of an act of the state legislature, which may prescribe the 
manner in which corporations may be formed. (Briscoe vy. Kentucky Bank, 
11 Pet. [U. 8.] 257; Boca-Mills Co. v. Curry, 154 Cal. 326; State v. Debenture: 
Guarantee etc. Co., 51 La. Ann. 1874; U. S. Trust Co. v. Brady, 20 Barb. 
[N. Y.] 119.) The legislature cannot delegate that authority (Southern 
Pacific R. Co. v. Orton, 32 Fed. 457; State Bank v. Hastings, 1 Doug. [Mich.], 
225; People v. Dederick, 161 N. Y. 195), nor can it grant corporate powers in 
conflict with the Constitution of the United States. (Northern Securities Co. 
ee Sse O Sue Seal Oi.) 

Under General Laws.—Business corporations are now generally created 
under the statutes of the several states, which are practically the same in 
general requirements. Substantial compliance with the statutes is necessary 
to bring the corporation into existence. (Thompson v. People, 23 Wend. 
537; Bigelow v. Gregory, 73 Ill. 197.) 


FORMATION.—The manner of organizing corporations under the statutes. 
is practically the same in the different states, and consists of: (1) filing articles. 
of incorporation, and (2) acceptance of charter. 

ARTICLES OF INCORPORATION.— 

Manner of Filing.—The certificate or articles of association must set forth 
the essentials required under the law, be signed and acknowledged by the 
incorporators, and presented to the designated officer of the state, usually the 
Secretary of State. This officer examines the articles as to form and substance 
and if approved grants the applicant a charter called the certificate of incor- 
poration, which is recorded in his office, and a certified copy is filed in the 
county clerk’s office where the corporation has its principal office. 

Essentials.—The articles of incorporation must set forth the following 
requisites under the statute: 


1. Name of corporation 

2. Purpose 

3. Capital stock 

4. Location of principal office 

5. Duration 

6. Number of directors 

7. Name and address of directors for first year (in some states) 

Name of Corporation.—The name may be any one the incorporators 
desire to use, so long as it is not the same, or so nearly the same as to deceive, 
as that of any other domestic corporation or foreign corporation duly regis- 
tered in the state. (State v. Calios, 150 Ala. 515; Rhodes vy. Piper, 40 Ind. 
369. 

puetiae Stitto purpose, object, or business to be carried on by the cor- 
poration must be named with sufficient certainty to be reasonably clear and 
free from ambiguity. (Utley v. Union Tool Co., 11 Gray [Mass.] 139; People 
v. Beach, 19 Hun [N. Y.] 259; Atty. Gen. v. Lorman, 59 Mich. 157; Shick v. 
Citizens’ Enterprise Co.,15 Ind. App. 329.) A corporation may be formed 
for any purpose not specifically forbidden by statute. (Maxwell v. Akin, 
89 Fed. 178; Market St. R. R. Co. v. Hellman, 109 Cal. 571; In re Southern 
Wisconsin Power Co., 140 Wis. 265.) 

Capital Stock.—The amount of capital stock to be employed in the business 
as well as the kinds of shares must be stated in the charter or certificate. 
(Byronville Creamery Assn. v. Ivers, 93 Minn. 8.) Most states set a minimum 
capitalization, which in New York is $500; which state also requires that 
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one-half cf the capital stock must be paid in within one year of the date of 
incorporation. 

Number of Shares.—The number of shares into which the capital stock is 
divided together with the par value of each share, which may be fixed by tho 
incorporators, must be set forth in the articles of incorporation. In New 
York and several other states there are restrictions as to the par value, which 
may not beless than, say, $5 or more than, say, $100. Stock without par 
value is permitted in some states. 

Location of Principal Office.—The domicile of the corporation must be 
named in the articles of incorporation. The principal office must be within 
the state where it is incorporated. (Meredith v. N. J. Zinc etc. Co., 59 N. J. 
Eq. 257; Montgomery v. Forbes, 148 Mass. 249; Harris v. McGregor, 29 Cal. 
124.) This statutory requirement relates to the principal corporate office 
and does not necessarily mean the main business office. 

Duration.—The life of the corporation may be for a term of years, or 
perpetual. Generally, if no time is set, it is perpetual; but in New York and 
several other jurisdictions this must be stated in the articles of incorporation. 

Number of Directors.—The number of directors, generally not less than 
three, must in most states be set forth in the articles of incorporation. 

Execution of Certificate.—The articles of incorporation must be signed and 
acknowledged by the incorporators (State v. Beck, 81 Ind. 500; State v. 
Critchett, 37 Minn. 13) who must have the qualifications prescribed by 
statute as to residence or citizenship (People v. McDonough, 60 N. Y.S8. 45; 
In re Chinese Club, 1 Pa. Dist. 84) and as to number (People v. Golden Gate 
Lodge No. 6, 128 Cal. 257). Most states prescribe a minimum number of 
persons who may form a corporation. (Montgomery v. Forbes, 148 Mass. 
249; State v. Critchett, 37 Minn. 13.) 


QUALIFICATIONS.—Generally, any person capable of contracting and 
holding property in the state under whose laws a corporation is to be created 
may become an incorporator. ‘‘Legal infirmity in the parties is as fatal to 
the validity of an attempted corporate organization as is legal infirmity in 
the purpose of the organization.’’ (Am. Ball Bearing Co. v. Adams, 222 
Fed. 967.) - 


PAYMENT OF FEES AND TAXES.—One of the essentials for corporate 
existence in many states is the payment of certain taxes or fees fixed by statute. 


(People v. Cook, 47 Hun 467; Atty. Gen. v. No. Pacific Ry. Co., 157 Wis. 
73; St. Louis Southwestern R. Co. v. Tod, 94 Tex. 632.) 


ACCEPTANCE OF CHARTER.—To bring a corporation into being an 
implied or express acceptance of the charter is necessary. (Aspinwall v. 
Davies, 22 How. [U. 8.] 364; Hillis v. Marshall, 2 Mass. 269; State v. Dawson, 
16 Ind. 40.) A corporation organized under general laws expressly accepts 
the charter generally at the first meeting of the stockholders, or impliedly 
accepts it by acting under it as a going concern. This acceptance must be 
in its entirety. The corporation cannot accept part and reject part. (Rea v. 
Westwood, 4 Barn. & Cress. 781.) When a corporation accepts a charter 
it is bound by it as well as by the general laws affecting such corporations. 


BEGINNING OF CORPORATE EXISTENCE.—A corporation organized 
under general laws begins its corporate existence when the conditions pre- 
seribed by statute are complied with. (Am. Ball Bearing Co. v. Adams, 
222 Fed. 967; People y. Mackay, 255 Ill. 144; State v. Critchett, 37 Minn. 13; 
Jersey City Gas Co, v. Dwight, 29 N. J. Eq. 242.) This is generally signified 
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by the Secretary of State accepting and recording the articles of incorporation, 
which when duly filed becomes the certificate of incorporation or the charter. 
Substantial compliance with the statute is sufficient. (People v. Montecito 
Water Co., 97 Cal. 276; Buffalo etc. R. Co. v. Hatch, 20 N. Y. (E76) 
Substantial Compliance.—The performance of the conditions necessary 
to effect incorporation are liberally construed by the courts. In Hughes v. 
Antietam Mfg. Co., 34 Md. 316, the court said: ‘‘The policy of the law, as 
plainly indicated by the several provisions of the general corporation act, 
is to encourage the formation of these and other like companies, in order that 
not only the subscribers, but the public, may share the advantages, supposed 
to flow from combined capital and labor, and whilst the requirements of the 
law are to be fairly and substantially complied with, the rights and franchises 
of corporations and the interests of stockholders are not to be frittered away 
by technicalities, nor sacrificed to a strained construction of the statute.” 


CORPORATIONS DE JURE.—A corporation de jure is one created in 
accordance with all the provisions of the law. The charter of such a cor- 
poration is invulnerable to legal action even by the state itself. (Flatwood 
Dist. Bd. of Education v. Berry, 62 W. Va. 433; see also 24 L. R. A. 259.) 


CORPORATION DE FACTO.—A corporation de facto is a corporation 
whose creation was irregular and not in full compliance with the law. The 
legality of such a corporation can be attacked only by the state and cannot 
be attacked collaterally. The elements necessary to classify a corporation 
as de facto are: (1) a general law under which a de jure corporation could be 
organized; (2) an attempt to organize under the law and to comply with 
the statutory requirements; (3) exercise of corporate powers under such 
an attempted organization. (Yaques v. Yuba County, 24 Cal. App. 381; 
Mackay v. N. Y. etc. R. Co., 82 Conn. 73; Imperial Bldg..Co. v. Chicago 
Board of Trade, 238 Ill. 100; Von Langerke v. N. Y., 150 App. Div. [N. Y.] 98; 
Utah Light etc. Co. v. U. S., 230 Fed. 343; Healey v. Steele Center Creamery 
Assn., 115 Minn. 451.) ‘‘A corporation de facto is not a corporation legally 
constituted, but a corporation organized and operated under color of the law.”’ 
(Am. Salt Co. v. Heidenheimer, 80 Tex. 344.) 

Stockholders’ Liability—The incorporators as stockholders of a de facto 
corporation, in the absence of fraud, are not personally liable in a collateral 
attack by creditors for the debts of a corporation. (Brown v. Melick, 185 
Ill. App. 3; Richards v. Minn. Savings Bank, 75 Minn. 196; Stout v. Zulick, 
48 N. J. L. 599.) 

PRETENDED CORPORATIONS—LIABILITY ON.—Persons holding 
themselves out as a corporation when in fact there is none, either de jure 
or de facto, are liable individually or as partners on contracts entered by them 
or by their agents as agents of the pretended corporation. (Harrill v. 
Davis, 168 Fed. 187; Cord v. Moor, 68 App. Div. [aff. 173 N. Y. 598]; Slocwm v. 
Heod, 105 Wis. 431; Campbell v. J. L. Campbell Co., 117 La. 402; Montgomery 
vy. Forbes, 148 Mass. 249.) 

CORPORATE POWERS.— 

General Powers.—‘‘ The charter of a corporation read in connection with 
the general laws applicable to it, is the measure of its powers, and a contract 
manifestly beyond those powers will not sustain an action against the cor-~ 
poration. But whatever under the charter and general laws, reasonably 
construed, may fairly be regarded as incidental to the object for which the 
sorporation is created is not to be taken as prohibited.” (Green Bay etc. 
Ry. Co. v. Union etc, Co., 107 U. S. 98.) 
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Implied Powers.—These consist of anything reasonably necessary to carry 
out its express corporate powers, and may consist of power to: 


1. Make contracts. (White Water etc. Co. v. Vallette, 21 How. 414.) 

2. Purchase and sell personal property. 

8. Borrow money. (Wright vy. Hughes, 119 Ind. 324.) 

4. Issue and accept commercial paper required in its business but not 
for accommodation. (Grommes v. Sullivan, 81 Fed. 45.) 

5. Make by-laws. (lreland v. Globe etc. Co., 19 R. I. 180.) 


ULTRA VIRES CONTRACTS.—‘ The contracts of corporations are said 
to be ultra vires when they involve some adventure or undertaking not within 
the scope of their charter, which is the rule of corporate action.”’ (Leslie v. 
Lorillard, 110 N. Y. 519.) 

Executory Ultra Vires Contracts are Void.—If the ultra vires contract is 
executory, i.e., if neither party has performed its part, the contract is void 
and unenforcible. (Central Trans. Co. v. Pullman etc. Co., 189 U. 8S. 24; 
Northwestern etc. Co. v. Shaw, 37 Wis. 655.) 

Partly Performed Ultra Vires Contract—Decisions in Conflict.—The rule 
followed by the U. S. Supreme Court, Massachusetts, Alabama, and a few 
other states, is that an ultra vires contract is void, and the courts refuse to 
enforce performance by the party in default. (Rule followed in U. S. 
Supreme Court, Ala., Ill., Me., Mass., Tenn., Vt., and in England.) 

The rule followed by most states is that where an ultra vires contract is per- 
formed by one side the other party is estopped from setting up the defence 
of ultra vires. (Rule followed in New York and all the other states of United 
States except those named.) 

Executed Ultra Vires Contracts.—If an ulira vires contract is fully executed 
by both sides, neither party can avail himself of the defense of ultra vires. 
(Merchants Nat. Bank v. Wehrmann, 202 U. S. 295.) 


CAPITAL STOCK DEFINED.—The capital stock of a corporation is the 
amount of stock a corporation is authorized to issue by its charter. (Powers 
v. Detroit etc. R. R. Co., 201 U. S. 543; Christensen v. Eno, 106 N. Y. 97.) 
This amount can be increased or diminished only by amendment of its 
charter in the prescribed statutory manner. (Scovill v. Thayer, 105 U. 8. 
143; Schenck vy. Andrew, 46 N. Y. 589.) 

Capital and Capital Stock Differentiated.—The capital of a corporation is 
the sum total of all its assets less its liabilities, whereas capital stock is the 
amount of stock authorized. ‘‘The funds of the company may fluctuate. Its 
capital stock remains invariable, save by legislative enactment. This dis- 
tinction between the value of the property of incorporated companies and 
their capital stock is perfectly familiar.’ (The State v. Morristown Fire 
Assn., 23 N. J. Li. 195.) E 

ISSUED STOCK.—Issued stock is stock issued by the corporation for 
value of stock for which the company has accepted a subscription so as to 
give the subscriber title to it. 

UNISSUED STOCK.—Represents that part of its authorized capital 
stock which has not been issued. It is not an asset of the corporation but 
is merely a right which can be exercised in the issue of stock for money or 
property. 

OVERISSUED STOCK.—Such stock is void as it is beyond the power 
of the corporation to issue it and can in no way be validated. (Scovill v. 
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Thayer, 105 U. S. 143; Olson vy. State Bank, 67 Minn. 267; New York etc. R. 
Co. v. Schuyler, 34 N. Y. 30.) 


TREASURY STOCK.—-Treasury stock is stock lawfully issued by the 
company for money, services, or property, and reacquired by purchase or 
donation. The company may sell such stock at any price and on any terms 
it may deem proper. (Lake Superior Iron Co. v. Drexel, 90 N. Y. 87; Pullman 
v. Ry. Equipment Co., 73 Ill. App. 313.) Sale below par will not subject 
the purchaser to liability for the unpaid balance. Such stock is generally 
used for the purpose of raising working capital. (Quinn v. Whitney, 204 
N. Y. 363.) ‘Treasury stock is stock which is returned by the person to 
whom it is issued to the corporation as a gift to sell the same and put the 
proceeds in the corporation treasury as working capital.” (Newman v. 
Seaton, 156 Ill. App. 517.) 


FULL-PAID STOCK.—This is stock paid for in full on which there is 
nothing due to the corporation. (Johnson v. Nat. Bldg. etc. Assn., 125 Ala. 
465.) 


WATERED STOCK.—This is stock issued as full-paid stock in payment 
of property at inflated or fictitious values, or issued in any form in excess 
of the value received for it. 


INCREASE OR DECREASE OF CAPITAL STOCK.—The capital stock 
of a corporation may be increased or decreased subsequent to organization 
by following the statutory procedure, which generally consists of: 


1. Obtaining unanimous consent of stockholders in writing, or 

2. By vote of a majority of the stock at a meeting duly called for that 
purpose, and 

3. Filing certificate of the amount of increase or decrease with the 
Secretary of State and county clerk where the corporation has its 
principal office. 


In decreasing the capital stock the consent of the State Comptroller is 
necessary. The capital stock cannot be decreased below the amount of the 
liabilities of the corporation. The state laws should be consulted on this 

oint. 

5 Stockholders’ Rights to Increased Stock.—The existing stockholders of 
a corporation have a pre-emptive right to purchase proportional shares of a 
subsequent issue of increased stock. (Bacon v. Gross, 165 Cal. 481; Erdman 
v. Bowman, 58 Ill. 444; Luther v. C. T. Luther Co., 118 Wis. 112.) 

Increase in Number of Shares and Par Value.—The par value or the 
number of shares of a corporation can neither be increased nor decreased 
unless expressly authorized by the charter or by the legislature. (Scovill v. 
Thayer, 105 U. S. 148; Fall River Gas Works Co. v. Board of Gas etc. Com., 
214 Mass. 529; Hinstein v. Rochester Gas etc. Co., 146 N. Y. 46; State v. 
No. Pacific R. Co., 157 Wis. 73.) The procedure is similar to that required 
to increase stock mentioned above. 


COMMON STOCK.—Differs in one or more ways from what is termed 
preferred stock. The owner of common stock is entitled to an equal pro rata 
division of the profits, if there be any, but has no advantage over any other 
shareholder or class of shareholders of common stock. 

PREFERRED STOCK.—On the other hand, preferred stock generally 


entitles its owner to dividends out of the net profits before, and in preference 
of, the holders of the common stock. ‘‘Generally the rights, powers and 
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privileges of preferred stockholders depend upon terms upon which it is 
issued; preferred stock taking a multiplicity of forms according to the desire 
or ingenuity of the stockholders, and the necessity of the corporation itself.” 
(Storrow v. Texas Cons. Compress etc. Assn., 87 Fed. 612.) 

The preference of preferred stock may consist of: (1) preference as to 
dividends only; (2) preference as to assets on liquidation. Unless so stated 
when issued or on the certificate, preferred and common stock share alike 
in distribution of assets on dissolution. 


ORIGINAL ISSUE.— 

For Value.—Stock must be issued for value, which may be money, labor, 
services, or property, and which may be either tangible or intangible, such 
as good-will, copyrights, etc. (Un re Manufactured Box etc. Co., 251 Fed. 957; 
Nat. Tube Works Co. v. Gilfillan, 124 N. Y. 302; Gillett v. Chicago Title Co., 
230 Ill. 373.) 

For Less Than Par.—Some states prohibit the original issue of stock by 
a corporation for less than par, while in others a corporation may issue and 
sell its stock in good faith at less than par. (Dickerman v. No. Trust Co., 
176 U. S. 181; O’Dea v. Hollywood Cemetery Assn., 154 Cal. 58; Goodnow v. 
Am. Writing Paper Co., 72 N. J. Eq. 645.) 

“The rule seems to be established that between stockholders one cannot 
legally be called upon to make good any shortage in value between assets 
and the nominal value of the stock, when his stock is issued under a contract 
with the company as full paid, whether asa bonus or for property at an over- 
valuation when the issue is consented to by all the stockholders. It is a 
bargain between the contracting parties, which, in the absence of fraud, they 
cannot abrogate. They may let in one to participate in dividends, and thus 
reduce what they would have on that account, and decrease their share of its 
assets on final distribution; but they are dealing with their own property, 
and so long as they do not divide any part of the paid in capital they may 
contract to apportion dividends, property payable, and also the assets, 
among as many as they may choose, subject to the rights of creditors.” 
(Goodnow v. Am. Writing Paper Co., 72 N. J. Eq. 645.) 

As stated, such unpaid stock, in case of insolvency would be liable for the 
amount unpaid. 


STOCK CERTIFICATE ISSUED BY OFFICER.—Certificates of stock 
issued by an officer or agent clothed with authority to issue genuine certifi- 
cates, are binding on the corporation even though the officer may have 
exceeded his authority or issued certificates fraudulently or for his personal 
benefit. (Jarvis v. Manhattan Beach Co., 148 N. Y. 652.) ‘‘The ground of 
liability is not that the principal has been benefited by the act of the agent, 
but that an innocent third person has been damaged by confiding in the agent 
who was accredited by the principal as worthy of trust, in that particular 
business.” (Tome v. Parkersburg Branch R. Co,, 39 Mad. 39.) 

Forged Stock Certificate-—A corporation, in the absence of negligence, 
is not lable for a certificate forged by an officer or employer. (Hill v. 
C. T. Jewett Pub. Co., 154 Mass. 172.) 


SHARES OF STOCK.—“‘A share of the capital stock is the right to partake, 
according to the amount put into the fund, of the surplus profits of the cor- 
poration; and ultimately on dissolution of it, of so much of the fund thus 
created, as remains unimpaired, and is not liable for the debts of the cor- 
poration.” (Burral v. Bushwick Ry. Co., 75 N. Y. 211.) The written 
evidence is through a paper issued by the corporation called a stock cer- 
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tificate. ‘‘Each share represents an aliquot part of the capital stock.” 
(Farrington v. Tennessee, 95 U. 8S. 679.) 

Capital Stock and Shares of Stock Differentiated.—These are distinct from 
each other. Capital stock belongs to the corporation as a legal person, 
whereas the shares of stock are the property of the stockholder according to 
their holdings. (People v. Dederick, 161 N. Y. 195; Warner v. Brown, 121 
N. E. 69; Kohl v. Lilienthal, 81 Cal. 378.) 


CERTIFICATE OF STOCK.—A certificate of stock is not the stock itself 
but merely written evidence of the contract between the corporation and the 
holder named therein. This contract entitles the holder to share in the cor- 
porate management, surplus profits, and, on dissolution, in the surplus 
after paying all corporate debts. (Gibbons v. Mabon, 126 U. 8S. 549; Daly v. 
People’s Bldg. etc. Assn., 172 Mass. 533; U. S. Radiator Corp. v. State, 208 
N. Y. 144; Richardson v. Shaw, 209 U.S. 365; Cortelyou v. Imperial Land Co., 
156 Cal. 373.) 

Certificates of Stock Are Personal Property.—The shares or certificates 
of stock are personal property regardless of whether the property of the 
corporation is realty or personalty. (Jellenik v. Huron Copper Min. Co., 
177 U.S. 1; Weaver v. Bardon, 49 N. Y. 286; Chesebrough v. San Francisco, 
153 Cal. 559.) Being regarded as personal property, certificates of stock may 
be disposed of as the owner may see fit, by sale, gift, etc. (Farmers L. & T. 
Co. v. Chicago etc. R. Co., 163 U. S. 31; McGue v. Rommel, 148 Cal. 539; 
Roosevelt v. Hamblin, 199 Mass. 127; Ingraham v. Nat. Salt Co., 72 App. Div, 
[N. Y.] 582; In re Klaus, 67 Wis. 401.) 

Negotiability.— Certificates of stock are not negotiable instruments either 
in form or character. (Hammond vy. Hastings, 134 U. 8S. 401; Perkins v. 
Cowles, 157 Cal. 625; Barstow v. City Trust Co., 216 Mass. 330; Knox v. 
Eden Musee Americain Co., 148 N. Y. 44.) ‘‘They do not run to hearer 
or to the order of the person to whom they are given. They simply declare 
that the person named in the certificate is entitled to a certain number of 
shares of stock.’”’ (Oxford v. West. Syndicate Inv. Co., 170 N. W. 587.) 

Transfer.—The owner of shares may transfer them by assignment in any 
manner sufficient to pass title to a chose in action. Assignment accompanied 
by delivery is sufficient to pass title. A transfer on the books of the company 


is not necessary unless prescribed by statute or charter. (Hllis v. Essex 
Merrimack Bridge Proprietors, 2 Pick. 243; Lockwood v. Brantly, 103 N. Y. 
680.) 


Effect of Transfer.—Transfer gives the transferee all the right held by the 
transferor as a stockholder. (Manhattan Beach Co. v. Harned, 27 Fed. 484; 
Roosevelt v. Hamblin, 199 Mass. 127.) 

Pledge of Share.—Shares of stock may be pledged as collateral security 
and will be subject to the general laws governing pledges, in that title remains 
in the pledgor subject to the pledgee’s lien until redeemed or sold under fore- 
closure. (Germania Nat. Bank v. Case, 991 U. 8. 628; Markham v. Jaudon, 
41 N. Y. 235; Badwin v. Canfield, 26 Minn. 43.) 

NET PROFITS DEFINED.—“ What is left after paying current expenses 
and interest on debts and everything else which the stockholders, preferred 
and common as a body corporate are liable to pay.” (Warren v. King, 
108 U. S. 389.) 

DIVIDENDS DEFINED.—‘‘Such a portion of accumulated net earnings, 
or surplus, as the directors of a corporation may deem expedient to be dis- 
tributed, and in appropriate proceedings is by them ordered to be distributed 
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among those entitled by law to receive it; is ex vt termini the part of a thing 
which has been set apart for distribution.”” (U. S. Life Ins. Co. v. Spinks, 
29 Ky. L. 960.) 

Dividends Paid out of Profits—Dividends can be declared and paid only 
out of net profits and surplus. (Mobile etc. R. Co. v. Tennessee, 153 U. S. 
486; Roberts v. Roberts-Wicks Co., 184 N. Y. 257.) ‘‘The general rule, even 
in the absence of any statute on the subject, is that dividends, in a going 
concern, can be properly declared and paid only out of profits, and not out 
of capital or assets required for the security and payment of creditors.” 
(Davenport v. Luries, 72 Conn. 118.) 

Rights to Dividends.—‘‘ Stockholders have no claim to a dividend until it 
is declared. Until that time it belongs to the corporation, precisely as any 
other property.”’ (Goodwin v. Hardy, 57 Me. 143.) ‘‘ Money earned by the 
corporation remains the property of the corporation, and does not become 
the property of the stockholders, unless and until it is distributed among them 
by the corporation.”” (Gibbons v. Mabon, 136 U. S. 549.) “A right to a 
dividend from profits of a corporation is no debt until the dividend is de- 
clared.’”’ (Lockhart v. Van Alstyne, 31 Mich. 75.) 

Declared by Directors.—The board of directors legally sitting as a board 
have authority to declare dividends and fix the time; place, and manner of 
payment. (King v. Paterson etc. R. Co., 29 N. J. L. 82.) 

Property of Stockholders.——When so voted and due notice given to the 
public, dividends so declared become a vested right of, and are the property 
of, the stockholders. (ford vy. East Hampton Co., 158 Mass. 84.) 

Debt of Corporation—Date.—Dividends belong to stockholders at the 
time they were declared; if made payable at a later date and shares trans- 
ferred in the meantime, the dividend belongs to the shareholder on the day 
they were declared. (Hopper v. Sayre, 112 N. Y. 530; Wheeler v. North- 
western Co., 39 Fed. 347.) 

Stock Dividends.—Corporations having an accumulated surplus invested 
in property necessary to operate the business may find it inexpedient to 
distribute such surplus as a cash or property dividend. They may, however, 
declare a stock dividend which is paid by the issue of capital stock. (Wil- 
liams v. Western Union Tel. Co., 93 N. Y. 162.) 

The corporation should first obtain permission to increase its capital stock, 
unless it has a sufficient amount authorized but not yet issued, and then 
declare a dividend payable in its capital stock up to the amount of its 
accumulated surplus. The operation results in capitalizing surplus. 


MANAGEMENT AND OPERATION—1. DIRECTORS.—The board of 
directors, as agents of the stockholders, are responsible for the management 
of the corporation. Directors are elected by the stockholders on a majority 
vote at the first and at such meetings thereafter as prescribed by the charter 
or by-laws. : 

Qualification.—Most states provide hy statute that directors shall he 
stockholders, but ‘‘In the absence of a statute requiring it, the discretion of 
the stockholders in electing directors is not limited to persons holding stock.” 
(State v. McDaniel, 22 Ohio St. 367; Beardsley v. Johnson, 121 N. Y. 224.) 

Powers.—‘ Within the chartered authority they have the fullest power to 
regulate the concerns of a corporation according to their best judgment, and 
contracts which the corporation could legitimately make come within the 


scope of the ordinary powers of corporate management.” (Beveridge v. 
NER YSU EL tuy Comet lon Niven ts) 
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Responsibilities.—Are of a fiduciary nature. ‘‘The duties of directors are 
of the most responsible kind, and it is the purview of the law that they should 
be held to a strict accountability for their acts to the stockholders, towards 
whom they occupy the relation of trustees, with all which that term implies 
of power and responsibility.” (Beveridge v. N. Y. El. Ry. Co., 112 N. Y. 1.) 
(A comprehensive summary of the relation of directors to the corporation is 
set forth in Bosworth vy. Allen, 55 L. R. A. 751, a leading case frequently 
cited.) 

Directors are expected to use reasonable care, diligence, and skill in the 
discharge of their duties. (Hun v. Cary, 82 N. Y. 65; Thompson v. Greely, 
107 Mo. 577.) At least such as would be used by an ordinarily careful man 
in his own personal business. (Ackerman v. Halsey, 38 N. J. Eq. 501; Corn 
Bank v. Chatfield, 121 Mich. 641.) 

Negligence.—Directors are not liable for mistakes of judgment unless 
there was such gross carelessness that an ordinarily prudent man would not 
have done so or if bad faith were shown. (Hun v. Cary, 82 N. Y. 65.) 

What Directors Cannot Do.—There are certain acts which belong to the 
stockholders as a body which are not delegated to their directors, among 
which are: 

1. Dissolve the corporation unless authorized by the stockholders to 
do so. 

2. Apply for or accept amendments to the charter. 

3. Increase or decrease the capital stock. 

4. Consolidate with another corporation. 

5. Change by-laws. 

:6. Sell out or dispose of the corporate property so as to virtually put 
it out of business. (Metropolitan El. Ry. Co. v. Manhattan El. Ry. Co., 
11 Daly [N. Y.] 373.) 


Directors’ Contracts with Their Corporation.—In view of the conflict of 
decisions on this important subject the various views are given. 


1. That such contracts are void as against public policy. The 
director, by reason of his fiduciary capacity, is precluded from entering 
on a contract in which his personal interests are in conflict with those of 
the corporation. (Wilbur v. Lynde, 49 Cal. 290; Post v. Russell, 36 
Ind. 65; Gardner v. Butler, 30 N. J., Eq. 702; Coleman v. Second Ave. R. 
Co., 38 N. Y. 201; Haywood v. Lincoln Lumber Co., 64 Wis. 647.) 

2. That such contracts are not void per se, but voidable by the cor- 
poration if the right is exercised within a reasonable time. (Thomas v. 
Brownville etc. R. Co., 109 U. S. 522; Hill v. Nisbet, 100 Ind. 353; 
Kelly vy. Newburyport etc. R. Co., 141 Mass. 499; Stewart v. L. V. R. R. 
Co., 38 N. J. L. 505; Munson v. Syracuse etc. R. Co., 103 N. Y. 58.) 

3. Such contracts when fair and entered into in good faith are valid, 
but subject to careful scrutiny by the courts. (Pnewmatic Gas Co. v. 
Berry, 113 U. 8S. 322; Gamble v. Queens Co. Water Co., 123 N. Y. 91, 
Putnam vy. Rubicon, 32 Wis. 498.) 

The tendency seems to be that the courts of most states are interpreting 
directors’ contracts, wherever possible, in accordance with the third view. 

Liability of Directors—To Creditors.— Directors are not personally liable 
to creditors for mismanagement of a business and subsequent loss to creditors 
unless there is fraud or such gross negligence as to amount to fraud. (Saranae 
etc. Ry. Co. v. Arnold, 41 App. Div. [N. Y.] 482; Vose v. Grant, 15 Mass. 505.) 
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To File Reports.— Most states require corporations to file reports of various 
kinds for several purposes, such as financial reports for tax purposes. In case 
of failure to file such reports, the officers or directors are usually subject to 
penalty. The statutes are strictly construed and to release the officers or 
directors from liability strict adherence to the statutory requirements is 
obligatory. (Shanklin v. Gray, 111 Cal. 88; President etc. Manhattan Co. v. 
Kaldenberg, 165 N. Y. 1.) 

Removal of Directors.— Directors cannot be removed from office unless such 
power is provided in the statutes, the charter, or by-laws, and then only for 
the causes enumerated therein. Generally the causes for removal are negli- 
gence, misconduct in office, or ‘‘other reasonable cause.’’ What is “reason- 
able cause’’ is for the stockholders to determine, and in the absence of direct 
fraud their decision cannot be interfered with. (Re: The A. A. Griffing Iron 
Co., 63 N. J. L. 168. See Morawetz, § 542.) 


2. OFFICERS.— 

Appointment and Duties.— Usually the by-laws provide for the manner in 
which officers shall be appointed and also prescribe their duties. Directors 
usually elect officers, fix their salaries, and prescribe their duties where they 
are not set forth in the by-laws. 

Powers.—Corporate officers are agents and are governed in general by 
the law of agency. They have only such powers as are conferred on them. 
Persons dealing with agents or officers of a corporation are chargeable with 
knowledge of the extent of authority of such officers. Where, however, an 
officer acts for a corporation for a considerable length of time, though in 
fact he has no authority to act as such officer or has continuously acted beyond 
his authority, the corporation is nevertheless bound by his acts on the prin- 
ciple of estoppel. (Com. Mutual etc. Ins. Co. v. Union etc. Ins. Co., 10 How. 
[U. S.] 322; Ashby Wire Co. v. Ill. Steel Co., 164 Ill. 147.) 

Liabilities for False Representation.—Officers and directors are liable for 
false statements of material facts made with intent to deceive, such as repre- 
sentation as to solvency on which third parties relied and suffered damage 
as a consequence. (Bank of Montreal v. Thayer, 2 McCrary [U. 8.]; Morgan 
v. Skiddy, 62 N. Y. 319.) 

The President.—‘‘In the absence of legislative enactment or provisions 
made in the by-laws, corporations usually act through their president, or 
those representing him. He being the legal head of the body, when an act 
is performed by him the presumption will be indulged that the act is legally 
done; and is binding upon the body; and, as a general rule, in the absence of 
the president, 01 when a vacancy occurs in office, the vice-president may act 
in his stead, and perform the duties which devolve upon the president.” 
(Smith v. Smith, 62 Ill. 493.) 

Other Officers.—Other officers are one or more vice-presidents, a secretary, 
and a treasurer, whose duties are such as are generally understood to belong 
to such officers or are prescribed for them. 


STOCKHOLDERS’ RIGHTS AND LIABILITIES.— 

Relation.—‘‘ The relation between a corporation and its stockholders is 
essentially contractual. The charter is the embodiment of the contract.” 
(Hyams v. Old Dominion Co. 113 Me. 294; Jones v. Mo. Edison Elec. Co., 144 
Fed. 153; People’s Mutual Ins. Co. v. Westcott, 14 Gray [Mass.] 440.) 

Rights of Stockholders.— 


1. To attend and vote at corporate meetings. 
2. Elect directors. 
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3. Participate in dividends or profits. 
4, Share in corporate assets on dissolution. 
5. Inspect corporate books. 


Meetings of Stockholders.—Stockholders exercise their corporate functions 
at duly called meetings. (In re Butler, 207 Fed. 705; Marlborough Mfg. 
Co. v. Smith, 2 Conn. 579.) These are generally the annual meetings of 
stockholders, which must be held in the state wherein the corporation was 
incorporated unless permitted to be held elsewhere by the laws of that state. 

Voting.—The right to vote is incidental to stock ownership conferred by 
statute or charter and cannot be limited or retained by the by-laws. Only 
stockholders of record are entitled to vote (MacNeil v. Tenth Nat. Bank, 
46 N. Y. 325), and voting may be done in person or by proxy. One vote for 
each share is the rule in stock corporations. One vote for each member, in 
membership corporations. 

A proxy is a power of attorney authorizing another person to attend a 
stockholders’ meeting in his place and vote his stock. A proxy may be 
revoked at any time unless coupled with an interest. 

Cumulative Voting.—By cumulative voting a minority of shareholders 
can obtain representation on a board of directors by accumulating their 
votes on one or a few candidates. By this method each stockholder has as 
many votes as he has shares multiplied by the number of directors to be 
elected. A stockholder may cast all his votes for one or more candidates 
as he sees fit. A minority, by confining their votes to one or a few, may obtain 
representation on the board. 

Stockholders have the right to cumulative voting only if given to them under 
the statutes, charter, or by-laws of the corporation. It is not an inherent 
right of stock ownership. (State v. Stockly, 45 Ohio St. 304; Lowenthal v. 
Rubber etc. Co., 52 N. J. Eq. 440.) 

Quorum.— What constitutes a quorum at a meeting of stockholders is 
generally prescribed by the by-laws, and as a rule is a majority of stock 
outstanding. A majority of a quorum has power to decide questions brought 
before the meeting, which in turn is binding on the corporation. 

Rights to Information.—The stockholders have a right to information 
regarding the business and affairs of the corporation. This is generally 
furnished in the reports of the officers and directors given at the annual 
meetings. (Weir v. Bay State Gas Co., 91 Fed. 940; Richmond v. Hill, 148 
Ill. App. 179.) 

Right to Inspect Corporate Records.—A stockholder has a right to inspect 
corporate records and books for proper purposes and at proper times. (Guth- 
rie v. Harkness, 199 U. S. 148; Hobbs v. Tom Reed Gold Min. Co., 164 Cal. 
497; Klotz v. Pan. Am. Match Co., 221 Mass. 38; Tuttle v. Iron Nat. Bank, 
170 N. Y. 9.) ‘The right of inspection of the books and records of a cor- 
poration at reasonable times and for proper purposes is a common law priv- 
flege incident to the ownership of shares in a corporation.”’ (State v. Middle- 
sex Banking Co., 87 Conn. 483.) 

“The right to examine books of a corporation is purely a personal right 
depending upon the ownership of capital stock of the corporation.”’ (In re 
Hastings, 170 App. Div. [N. Y.] 756.) At common law the right covered 
the financial as well as the corporate books, and in some states the same rights 
are covered by statute. But in most jurisdictions the right is limited to 
the corporate books disclosing stock ownership, generally the transfer books 
and stock ledger. 
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PROMOTER OF CORPORATIONS.— 

Promoter Defined.—‘‘Jn a comprehensive sense ‘promoter’ includes 
those who undertake to form a corporation and toe procure for it the rights. 
instrumentalities and capital by which it is to carry out the purposes set 
forth in its charter, and to establish it as fully able to do its business. Their 
work may begin long before the organization of the corporation, in seeking 
the opening for a venture and projecting a plan for its development, and 
may continue after the incorporation by attracting the investment of capital 
in its securities and providing it with the commercial breath of life.’’ (Old 
Dom. Copper Min. etc. Co. v. Bigelow, 203 Mass. 159.) 

Nature of the Relation.—Not agency. ‘‘A promoter, though he purport 
to act on behalf of the projected corporation, and not for himself, cannot be 
treated as agent, because the nominal principal is not then in existence.” 
(Weatherford etc. R. Co. v. Granger, 86 Tex. 350.) 

Fiduciary Relation.—Promoters hold a fiduciary relation to the subscribers 
and to the corporation. (Dickerman v. No. Trust Co., 176 U.S. 182; Old 
Dom. Copper Min. etc. Co. v. Bigelow, 203 Mass. 159; Brewster v. Hatch, 
122 N. Y. 349; Pietsch v. Milbrath, 123 Wis. 647; Burbank v. Dennis, 101 
Cal. 90.) ‘‘ This trust relationship is necessarily twofold: towards the corpo- 
ration, as a separate legal entity in respect to corporate property, and towards 
the shareholder, in respect to his property right in his shares.”” (Wills v. 
Nehalem Coal Co., 52 Or. 70.) 

Contracts of Promoters.—The general and well-settled rule is that contracts 
made by promoters are not binding on the corporation when formed (Jn re 
Ballou, 215 Fed. 810; Peek v. Steinberg, 163 Cal. 127; Hladover v. Paul, 
222 Ill. 254; Munson v. Syracuse etc. R. Co., 103 N. Y. 58; McArthur v. 
Times Printing Co., 48 Minn. 319) unless it is made so by statute, article of 
incorporation, or adopted and ratified by the corporation when it comes into 
existence (Whitney v. Wyman, 101 U. 8. 392: Forbes v. Thorpe, 209 Mass. 
570; Wintner v. Rosemont Realty Co., 101 App. Div. [N. Y¥.] 90). This rule 
applies even though the promoter makes contracts for and in the name of 
the proposed corporation. 


DISSOLUTION.—Corporations are dissolved and their corporate existence 
ceases by: 


1. Voluntary dissolution 4. Bankruptey (See section on 
2. Expiration of charter “Bankruptey, Insolvency, and 
3. Breach of corporation laws Receivership’’) 


Voluntary Dissolution.—In a number of states the statutes provide for the 
voluntary dissolution of corporations. These statutes must be strictly com- 
plied with. (Hening v. N. Y. etc. R. Co., 105 N. Y. 340.) 

The primary requisites are: (1) Consent of the state which granted the 
charter; (2) Consent of a majority of the stockholders voted at a duly 
constituted meeting called for that purpose. 

A corporation continues its corporate existence until formal consent to 
dissolve is obtained from the state, even though it has assigned or abandoned 
its property and powers generally. (Boston Glass Co. v. Langdon, 24 Pick. 
{Mass.] 49; Wyeth Co. v. James Co., 15 Utah 110; Packard v. Old Colony Ry. 
Co., 168 Mass. 92.) 

Expiration of Charter.—A corporation with a prescribed number of years’ 
life dissolves, 7pso facto, at the expiration of the time limited to its corporate 
existence. No formal action is required by either the state or the company. 
(People v. Anderson etc. Co., 76 Cal. 190; Sturges v. Vanderbilt, 73 N. Y. 384.) 
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Breach of Corporation Laws.—A corporation may be dissolved by the state 
for misuse (People v. North River Sugar Ref. Co., 121 N. Y. 582; Mumma v. 
Potomac Co., 8 Pet. [33 U. S.] 281), or non-use of corporate power. Most 
states have laws which provide that if a corporation does not organize and 
transact business under its charter within a prescribed length of time, gener- 
ally one or two years, its corporate powers shall cease. 


Law of Negotiable Instruments 


DEFINITION.—“‘An instrument is called negotiable when the legal title 
to the instrument itself, and the whole amount of money expressed upon its 
face, may be transferred from one to another by indorsement and delivered 
by the holder or by delivery only.’”’ (Daniels on Negotiable Instruments.) 


DISTINCTIVE CHARACTERISTICS.—Although negotiable instruments 
are contracts in a broad sense of the word, they possess two distinctive char- 
acteristics wherein they differ from ordinary contracts. These are negotia- 
bility and the presumption of consideration. 

Negotiability.—Negotiability is that quality whereby, (1) the legal title 
is transferred by indorsement and delivery or by delivery only; and (2) the 
transferee obtains a good title provided he is a purchaser for value without 
any notice of the infirmity of the instrument (Hvertson v. Bank, 66 N. Y. 14) 
even though the title of his transferor was defective. Ordinary contracts 
pass by assignment, the assignee being subject to all the defenses that may 
exist between the original parties. 

Presumption of Consideration.—Consideration in negotiable instruments 
is presumed conclusively between remote parties but subject to rebuttal 
between immediate parties. ‘‘Between the immediate parties to any con- 
tract evidenced by the drawing, accepting, making or indorsing a bill or note, 
it may be shown that there was no consideration, as that it was for accom- 
modation; or that the contract failed, or a set-off may be pleaded; but as 
between other parties remote to each other, none of these defenses is admis- 


sible.” 

CLASSIFICATION OF NEGOTIABLE INSTRUMENTS.—Although 
there are many kinds of negotiable instruments, they may be broadly classified 
as: (1) promissory notes, and (2) bills of exchange. 

Promissory Notes.—A promissory note is an unconditional written promise 
signed by the maker, to pay a sum certain in money, at a fixed or definite 
future time, either to the bearer or to the order of a person designated therein. 
(Daniels Neg. Inst., § 28; Neg. Inst. Law, N. Y., §320; Chalmers Bills 
and Notes, § 291.) 

Bills of Exchange.—‘‘A bill of exchange is an unconditional order in 
writing upon one person by another for the payment of a sum of money 
absolutely and at all events.’’ (Chalmers Bills and Notes, §1; Neg. Inst. 
Law, N. Y., § 210.) ‘A check is a bill of exchange drawn on a bank payable 
on demand.” (Neg. Inst. Law, N. Y., § 321.) 

UNIFORM NEGOTIABLE INSTRUMENTS LAW.—The law governing 
negotiable instruments developed from the custom of merchants and was 
gradually incorporated into the common law of the land and referred to as 
the Law Merchant. During the past century the common law on negotiable 
instruments has been codified from time to time in nearly every jurisdiction 
founded on Anglo-Saxon jurisprudence. At present all the states of the 
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United States, with the exception of Georgia, have adopted the Uniform 
Negotiable Instruments Law as devised by the commissioners appointed for 
that purpose. 

“The Negotiable Instrument Act was adopted by the several states for 
the purpose of establishing uniformity in the law regulating negotiable instru- 
ments. Where the act speaks, it controls and its meaning should be ascer- 
tained by interpreting the language used, and not by assuming that the com- 
mon law on the subject should remain unaltered.’’ (First State Bank v. 
Williams, 164 Ky. 143.) Although the statute generally known as ‘‘The 
Negotiable Instruments Law” supersedes the common law, it is at times 
necessary to refer to the common law for a correct interpretation of the 
statute. 

The New York Negotiable Instruments Law is followed with reference to 
the numbering of sections. Sections of the law are quoted in their entirety 
in some instances; in others a comprehensive digest adhering as close to the 
statute as possible is set forth. Court decisions and comments interpreting 
the statute are given immediately after a number of sections of the law. 


GENERAL REQUIREMENTS—FORM OF INSTRUMENT.— 


§ 20. Form of negotiable instrument.—An instrument to be negotiable must conform 
to the following requirements: 
. It must be in writing and signed by the maker or drawer. 
. Must contain an unconditional promise or order to pay a sum certain in money. 
. Must be payable on demand, or at a fixed or determinable future time. 
Must be payable to order or to bearer; and 
Where the instrument is addressed to a drawee, he must be named or otherwise 
indicated therein with reasonable certainty. 


LOR ONE 


Writing.—May be with pencil, ink, crayon, or any means to record a 
signature. (Brayley v. Kelly, 25 Minn. 160.) 

Signature.—May be any mark, initial, name, code or designation a party 
may choose to adopt and intend to bind himself. (Palmer v. Stephens, 
1 Denio [N. Y.] 471; Merchants Bank v. Spicer, 6 Wend. [N. Y.] 443.) 

Order.—The words to order, to bearer, or equivalent words must be used 
to make an instrument negotiable. (Wettlaufer v. Baxter, 137 Ky. 362.) 
An instrument payable to a named person and not payable to order is not 
negotiable. (Owens vy. Blackburn, 161 App. Div. [N. Y.] 827.) <A note 
payable to the estate of a certain person on his death is not payable to order 
and is not negotiable. (Kerr v. Smith, 156 App. Div. [N. Y.] 807.) An 
instrument wherein either bearer or order of a named person is not indicated, 
is not a negotiable instrument. (St. Lawrence Co. Bank v. Watkins. 153 
App. Div. [N. Y.] 551.) 


CERTAINTY AS TO SUM.— 


§ 21. Certainty as to sum; what constitutes—The sum payable is a sum certain within 
the meaning of this act, although it is to be paid: « 

1. With interest; or 

2. By stated cRtalemen te? or 

3. By stated instalments, with a provision that upon default in payment of any 
instalment or of interest, the whole shall become due; or 

4. With exchange, whether at a fixed rate or at the current rate; or 

5. With costs of collection or an attorney’s fee, in case payment shall not be made 
at maturity. 


Sum Certain.—A sum which can be rendered certain by computation. 
Instalments.—Negotiability is not affected by instalment payments. 
(Riker v, Manufacturing Co., 14 R. I. 402; Hodge v. Wallace, 129 Wis. 84.) 
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Exchange.—Most of the courts have passed on the subject. (Second 
Nat. Bank of Aurora v. Basnier, 165 Fed. Rep. 58.) 

Attorney’s Fees.—A provision in a note to pay attorney’s fees in case of 
non-payment, suit, or after maturity does not destroy its negotiability. 
(Valparaiso Farmers Nat. Bank v. Sultan Mfg. Co., 52 Fed. 191; Mechanics 
American Nat. Bank v. Coleman, 204 Fed. Rep. 24.) 

“Upon a careful review of the authorities, we can perceive no reason why 
a note otherwise imbued with all the attributes of negotiability is rendered 
non-negotiable by a stipulation which is entirely inoperative until after the 
maturity of the note and its dishonor by the maker. The amount to be paid 
is certain during the currency of the note as a negotiable instrument and it 
only becomes uncertain after it ceases to be negotiable by default of the maker 
in its payment. It is just that the creditor who has incurred an expense in 
the collection of the debt should be reimbursed by the debtor by whom the 
action was rendered necessary and the expenses entailed. (Oppenheimer v. 
Farmers & Mechanics Bank, 97 Tenn. 19.) 


PROMISE TO PAY UNCONDITIONAL.— 


§ 22. When promise is unconditional—An unqualified order or promise to pay is 
unconditional within the meaning of this act, though coupled with: 

1. An indication of a particular fund out of which reimbursement is to be made, or 
a particular account to be debited with the amount; or 

2. A statement of the transaction which gives rise to the instrument, 

But an order or promise to pay out of a particular fund is not unconditional. 

Particular Fund Indicated.—Payment out of a particular fund destroys 
the negotiability of an instrument. (Munger v. Shannon, 61 N. Y. 251.) 

Reimbursement out of a particular fund does not destroy negotiability. 
(Smittler v. Simon, 101 N. Y. 554.) 

The Test.—The determining factor is whether the drawee is limited to a 
particular fund or whether he can charge the amount of the bill against the 
general account of the drawer when the specific fund named in the instrument 
is insufficient to satisfy the instrument. (Munger v. Shannon, 61 N. Y. 255.) 

Statement of Transaction.—In the instrument does not affect negotiability. 
Such provisions are generally found in railway equipment notes. (Chicago 
Ry. Equip. Co. v. Mechanics Nat. Bank, 136 U.S. 268.) 

Contingency in Statement of Transaction.—A note issued containing a 
statement of the transaction on which it was issued and where the contents 
of the note are dependent on the outcome of a contract referred to therein is 
not a negotiable instrument under the law. (Pope v. Lumber Co., 162 N. C. 
206.) 

TIME OF PAYMENT.— 

§ 23. Determinable future time; what constrtutes.—An instrument is payable at a deter- 
minable future time, within the meaning of this act, which is expressed to be payable: 

1. At a fixed period after date or sight; or 

2. On or before a fixed or determinable future time specified therein; or 

3. On or at a fixed period after the occurrence of a specified event, which is certain 
to happen, though the time of happening be uncertain. 

An instrument payable upon a contingency is not negotiable, and the happening of 

‘the event does not cure the defect. 

Certainty of Time.—There must be a fixed or ascertainable future time 
or a time which can be computed after the occurrence of an event certain to 
happen although the time of happening may be uncertain. 

Fixed Time.—Must be indicated in the instrument. (Citizens Nat. Bank 
vy. Piolett, 126 Pa. St. 194; Akley School District v. Hall, 113 U.S. 135.) 
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Future Time—Events Certain to Happen.—A note payable at death or a 
given number of days or months after death of the maker is a promissory 
note under the statute, because death is certain although the time is uncer- 
tain. (Crider v. Shelby, 95 Fed. 212; Hegeman v. Moon, 131 N. Y. 462.) 

Contingent Time—Marriage, Age, etc.—Notes payable when a person 
marries, becomes of age, or when his ship comes in, are not within the statute, 
as the time depends on a contingency which may never happen. (Husband 
v. Epling, 81 Ill. 172; Sloan v. McCarty, 134 Mass. 245; Rice v. Rice, 43 
App. Div. [N. Y.] 458.) 


ADDITIONAL PROVISIONS IN INSTRUMENT.— 


§ 24. Additional provisions not affecting negotiability—An instrument which contains 
an order or promise to do any act in addition to the payment of money is not negotiable. 
But the negotiable character of an instrument otherwise negotiable is not affected by 
@ provision which: 

1. Authorizes the sale of collateral securities in case the instrument be not paid at 
maturity; or 

2. Authorizes a confession of judgment if the instrument be not paid at maturity; or 

3. Waives the benefit of any law intended for the advantage or protection of the 
obligor; or 

4. Gives the holder an election to require something to be done in lieu of payment 
of money. 


But nothing in this section shall validate any provision or stipulation otherwise illegal. 


Collateral Security.—Negotiability is not affected by a recital in the note 
that collateral security has been deposited for the security of the note which 
is to be sold if the note is not paid at maturity. (Perry v. Bigelow, 128 
Mass. 129.) 


Judgment Notes.—Are in use in some states. In others; as New York, 
they are unknown. Confession of judgment is effective only at maturity. 
Where a note authorizes confession of judgment before maturity, it is not 
a negotiable instrument under the statute. (First Nat. Bank of Elgin v. 
Russell, 124 Tenn. 618.) 


Holders’ Election.— Where the holder has the election the instrument is 
within the law. If, however, the maker has the alternative of paying money 


or something else, the instrument is not negotiable. (Hosstatter v. Wilson, 
36 Barb. [N. Y.] 307.) 


OMISSIONS; SEAL; PARTICULAR MONEY; SPECIAL CONSIDER- 
ATION.— 


§ 25. Omissions; seal; particular money.—The validity and negotiable character of an 
instrument are not affected by the fact that: 


I. It is not dated; or 


2. Does not specify the value given, or that any value has been given therefor; or 


3. Does not specify the place where it is drawn or the place where it is payable; or 
4. Bears a seal; or 


‘ 


5. Designates a particular kind of current money in which payment is to be made. 
But nothing in this section shall alter or repeal any statute requiring in certain cases 
the nature of the consideration to be stated in the instrument. 


Absence of Date.—See § 32 of the law. (Church v. Stevens, 107 N. Y. 
Supp. 310.) 


Value Not Stated.—Value presumed. (See Daniels Neg. Inst., § 108.) 
(McLeod vy. Hunter, 29 Misc. [N. Y.] 558.) 


Seal.—Seal is surplusage. Negotiability not affected. (Chase Nat. Bank 
y. Faurot, 149 N. Y. 532; Weeks v. Esler, 143 N. Y. 374.) 
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Particular Kind of Money.—Negotiability not affected if the instrument is 
to be paid in gold, or bank notes, or other current money. (Chrysler v. Renais, - 
43 N. Y. 209.) 

Nature of Consideration in Certain Cases.—Some states require that 
where an instrument is given for a patent right or a speculative consideration, 
it shall be so stated in the note. (See Neg. Inst. Law, § 330-332.) 


WHEN PAYABLE ON DEMAND.— 


§ 26. When payable on demand.—An instrument is payable on demand: 

1. Where it is expressed to be payable on demand, or at sight, or on presentation; or 

2. In which no time for payment is expressed. 

Where an instrument is issued, accepted or indorsed when overdue, it is, as regards 
the person so issuing, accepting or indorsing it, payable on demand. 

Where No Time Is Expressed.—The words on demand may be added 
without affecting the instrument. (Byles on Bills and Notes, § 210.) 

Overdue Instruments.—A holder of overdue instruments which were 
negotiated before maturity can sue thereon in his own name. (French v. 


Jarvis, 29 Conn. 353.) 
WHEN PAYABLE TO ORDER.— 


§ 27. When payable to order.—The instrument is payable to order where it is drawn 
payable to the order of a specified perscn or to him or his order. It may be drawn 


payable to the order of: 
. A payee who is not maker, drawer or drawee; or 
. The drawer or maker; or 
. The drawee; or 
. Two or more payees jointly; or 
. One or some of several payees; or 
The holder of an office for the time being. 
Where the instrument is payable to order the payee must be named or otherwise 


indicated therein with reasonable certainty. 


Specified Person Only.—An instrument payable to a specified person only 
without the word order is not negotiable. (Byles on Bills and Notes, p. 83.) 
Payable to Maker.—Is not complete without indorsement and delivery. 

Indorsement in the Alternative.—A note payable to either of two persons 
may be indorsed by either. . (Passut v. Heubner, 81 Misc. [N. Y.] 14.) 

Holder of an Office.—A note payable to a holder of an office or his suc- 
cessor is negotiable. (Davis vy. Gorr, 6 N. Y. 124.) 

Payee Indicated.—Need not be by name but may be done in any way 
to indicate his identity. (U.S. v. White, 2 Hill 59.) 


WHEN PAYABLE TO BEARER.— 
§ 28. When payable to bearer.—The instrument is payable to bearer: 


1. When it is expressed to be so payable; or 
2. When it is payable to a person named therein or bearer; ona 
8. When it is payable to the order of a fictitious or non-existing person, and such 


fact was known to the person making it so payable; or 
4, Whe the name of the payee does not purport to be the name of any person; or 


5. When the only or last indorsement is an indorsement in blank. 

Fictitious or Non-existing Persons.— Must be known as such to the maker. 
A fraudulent representation as to the identity of the payee is not a fictitious 
person. (Hartford vy. Greenwich Bank, 215 N. Y. 726. ) If drawn to an exist- 
ing person but the maker did not intend that it should be delivered, or 
indorsed by that person, the instrument is deemed to be payable to a fictitious 
person and therefore to the bearer. (Trust Co. of America v. Hamilton Bank, 


127 App. Div. [N. Y.] 515.) 
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Last Indorsement in Blank.— An indorsement in blank on a non-negotiable 
instrument does not render it negotiable under the law. (Johnson v. Las- 
siter, 155 N. C. 47.) 


LANGUAGE USED.— 


§ 29. Terms when sufficient—The instrument need not follow the language of this 
act, but any terms are sufficient which clearly indicate an intention to conform to the 
requirements hereof. 


Foreign Language.—An instrument, otherwise sufficient, drawn in a foreign 
language is within, the statute. (Debebian v. Gala, 64 Md. 262.) 


DATE.— 


§ 30. Date, presumption as to—Where the instrument or an acceptance or any indorse- 
ment thereon is dated, such date is deemed prima facie to be the true date of the making, 
drawing, acceptance or indorsement, as the case may be. 

§ 31. Ante-dated and post-dated—The instrument is not invalid for the reason only 
that it is ante-dated or post-dated, provided this is not done for an illegal or fraudulent 
purpose. The person to whom an instrument so dated is delivered acquires the title 
thereto as of the date of delivery. 


An instrument postdated or antedated for an illegal purpose is void to 
all persons having knowledge of it, otherwise it is good. (Triphonoff v. 
Sweeney, 65 Oregon 209; Brewster v. McCardle, 8 Wend. [N. Y.] 478.) 


§ 32. When date may be inserted—Where an instrument expressed to be payable at 
a fixed period after date is issued undated, or where the acceptance of an instrument 
payable at a fixed period after sight is undated, any holder may insert therein the true 
date of issue or acceptance, and the instrument shall be payable accordingly. The 
insertion of a wrong date does not avoid the instrument in the hands of a subsequent 
holder in due course; but as to him, the date so inserted is to be regarded as the true 
date. 


Any holder may insert the true date of issue or acceptance of a valid undated 
instrument. The insertion of the wrong date does not avoid the instrument 
but the date so inserted is regarded as the true date to subsequent holders 
in due course. (Redlich v. Doll, 54 N. Y. 238; Bank of Houston v. Day, 
145 Mo. App. 410.) 


PLACE.—A negotiable instrument is presumed to be made at the place 
itis dated. (Mfrs. Commercial Co. v. Blitz, 131 App. Div. [N. Y.] 17.) 


FILLING BLANKS AFTER DELIVERY.— 


§ 33. Blanks; when may be filled—Where the instrument is wanting in any material 
particular, the person in possession thereof has a prima facie authority to complete it 
by filling up the blanks therein. And a signature on a blank paper delivered by the 
person making the signature in order that the paper may be converted into a negotiable 
instrument operates as a prima facie authority to fill it up as such for any amount. In 
order, however, that any such instrument, when completed, may be enforced against 
any person who became a party thereto prior to its completion, it must be filled up 
strictly in accordance with the authority given and ,within a reasonable time. But if 
any such instrument, after completion, is negotiated to a holder in due course, it is 
valid and effectual for all purposes in his hands, and he may enforce it as if it had been 
filled up strictly in accordance with the authority given and within a reasonable time. 


There are two different kinds of omissions or blank spaces in negotiable 
instruments which should be distinguished: 


1. Blank spaces of such a nature that the instrument is incomplete 
until they are filled in. 
. Instruments apparently complete in context but with blank spaces 
which do not fill the paper. 
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The statute applies only to omissions indicated of the first kind. As to the 
second kind the decisions are in conflict. (Nat. Exchange Bank v. Lester, 
194 N. Y. 461; Yocum v. Smith, 63 Dl. 321, contra.) 

What, When and How Insertion Is to be Made.—Blanks must be filled up 
strictly in accordance with authority to complete the instruments in full, 
which must be done within a reasonable time. (Weyerhauser v. Dunn, 100 
N. Y. 150.) As to a holder in due course an instrument is valid for all 
purposes where blanks are filled up but not in cases where there have been 
alterations. (First Nat. Bank of Wilkes Barre v. Barnum, 160 Fed. Rep. 245.) 


INCOMPLETE INSTRUMENT AND UNDELIVERED.— 

§ 34. Incomplete instrument not delivered—Where an incomplete instrument has not 
been delivered it will not, it completed and negotiated, without authority, be a valid 
contract in the hands of any holder, as against any person whose signature was placed 
thereon before delivery. 


Stolen Instruments.—An instrument never actually delivered is not nego- 
tiated and there can be no recovery on it even in the hands of an innocent 
purchaser for value. Where an instrument is stolen before delivery, as 
where a blank check is stolen and then filled out and passed to a holder for 
value, no recovery can be had on it. (Linick v. Nutting, 140 App. Div. 
[N. Y.] 265.) 


DELIVERY.— 


§ 35. Delivery; when effectual; when presumed.—Every contract on a negotiable in- 
strument is incomplete and revocable until delivery of the instrument for the purpose 
of giving effect thereto. As between immediate parties, and as regards a remote party 
other than a holder in due course, the delivery, in order to be effectual, must be made 
either by or under the authority of the party making, drawing, accepting or indorsing, 
as the case may be; andin such case the delivery may be shown to have been conditional, 
or for a special purpose only, and not for the purpose of transferring the property in 
the instrument. But where the instrument is in the hands of a holder in due course, a 
valid delivery thereof by all parties prior to him so as to make them hable to him is 
conclusively presumed. And where the instrument is no longer in the possession of a 
party whose signature appears thereon, a valid and intentional delivery by him is 
presumed until the contrary is proved. 

An instrument has no valid existence until delivered in accordance with 
the intent of the parties and takes effect from the time of delivery only. 
(Grannis v. Stevens, 216 N. Y. 583; Burr v. Beekler, 264 Ill. 230.) 

Conditional Delivery.—Parol evidence between original parties regarding 
conditional delivery of an instrument is admitted and is not considered as an 
attempt to modify a written instrument. (Reynolds v. Robinson, 110 N. Y. 
654; Hill v. Hall, 191 Mass. 253.) 

Holder in Due Course.—In the hands of a holder in due course delivery 
is conclusively presumed. (Hibbs v. Brown, 190 N. Y. 167.) 


AMBIGUOUS CONSTRUCTION.— 

§ 36. Construction where instrument is ambiguous.—Where the language of the instru- 
ment is ambiguous, or there are omissions therein, the following rules of construction 
apply: 

1. Where the sum payable is expressed in words and also in figures and there is a dis- 
crepancy between the two, the sum denoted by the words is the sum payable; but if 
the words are ambiguous or uncertain, references may be had to the figures to fix the 
amount; 

2. Where the instrument provides for the payment of interest, without specifying 
the date from which interest is to run, the interest runs from the date of the instrument. 
and if the instrument is undated, from the issue thereof; 
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3. Where the instrument is not dated, it will be considered to be dated as of the time 
it was issued; 

4. Where there is a conflict between the written and printed provisions of the instru- 
ment, the written provisions prevail; 

5. Where the instrument is so ambiguous that there is doubt whether it is a bill or 
note, the holder may treat it as either at his election; 

6. Where a signature is so placed upon the instrument that it is not clear in what 
capacity the person making the same intended to sign, he is to be deemed an indorser; 

7. Where an instrument containing the words ‘‘I promise to pay”’ is signed by two 
or more persons, they are deemed to be jointly and severally liable thereon. 


Marginal Notes.—On an instrument do not form part of it. (Schreyer v. 
Hawkes, 22 Ohio St. 308.) 

Interest Rate.—An instrument payable with interest and the rate not 
specified, the legal rate is presumed. (Hornstein vy. Cifuno, 86 Neb. 103.) 

Written and Printed Parts.—Any part of the printed matter necessary for 
the construction of the written part so as to arrive at a reasonable construc- 
tion of the instrument as a whole cannot be rejected. (Miller v. Hannibal & 
St. J. R. R. Co., 90 N. Y. 430.) If typewritten and handwritten, the hand- 
written governs. (Acme Coal Co. v. Northrop Nat. Bank, 146 Pac. Rep. 
[Wyo.] 593.) 


SIGNATURE AND LIABILITY.— 

Trade or Assumed Name.— 

§ 37. Liability of person signing in trade or assumed name.—No person is liable on the 
the instrument whose signature does not appear thereon, except as herein otherwise 


expressly provided. But one who signs in a trade or assumed name will be liable to 
the same extent as if he had signed in his own name. 


‘“ A person may become a party to a bill or note by any mark or designation 
he chooses to adopt, provided it be used as a substitute for his name and he 
intends to be bound by it.’”’ (De Witt v. Walton, 9 N. Y. 571.) 

Agent’s Signature.— 

§ 38. Signature by agent; authority; how shown.—The signature of any party may be 
made by a duly authorized agent. No particular form of appointment is necessary 
for this purpose; and the authority of the agent may be established as in other cases of 
agency. 

§ 39. Liability of person signing as agent, etc—Where the instrument contains or a 
person adds to his signature words indicating that he signs for or on behalf of a principal, 
or in a representative capacity, he is not liable on the instrument if he was duly author- 
ized; but the mere addition of words describing him as an agent, or as filling a represen- 
tative character, without disclosing his principal, does not exempt him from personal 
liability. 

A duly authorized agent binds his principal on a negotiable instrument 
and he is not personally liable if he discloses his principal. A failure to 
disclose his principal makes him personally liable. 

Descriptive Term.—A person signing an instrument by merely adding a 
descriptive term such as trustee, agent, etc., does not relieve himself from per- 
sonal liability. (Casco Nat. Bank v. Clarke, 139 N. Y. 307.) 

Corporate Officer.—An officer of a corporation signing a negotiable instru- 
ment of the corporation in his own name without a description of his official 
title or without qualifications is personally liable on the instrument. (Brooklyn 
First Nat. Bank v. Wallis, 150 N. Y. 455.) 

Procuration.— 


§ 40. Signature by procuration; effect of —A signature by ‘‘procuration”’ operates as 
notice that the agent has but a limited authority to sign, and the principal is bound 
only in case the agent in so signing acted within the actual limits of his authority. 
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Such signature is not used much in the United States. 

Indorsement by Infant or Corporation.— 

§ 41. Effect of indorsement by infant or corporation—The indorsement or assignment 
of the instrument by a corporation or by an infant passes the property therein, not- 
withstanding that from want of capacity the corporation or infant may incur no lia- 
bility thereon. 

Forged Signature.— 

§ 42. Forged signature; effect of—Where a signature is forged or made without 
authority of the person whose signature it purports to be, it is wholly inoperative, and 
no right to retain the instrument, or to give a discharge therefor, or to enforce payment 
thereof against any party thereto, can be acquired through or under such signature, 
unless the party against whom it is sought to enforce such right is precluded from set- 
ting up the forgery or want of authority. 

Case under the statute. (Seaboard Nat. Bank v. Bank of America, 193 
N. Y. 26.) 

Consideration.— 

§ 50. Presumption of consideration.—Every negotiable instrument is deemed prima 
facie to have been issued for a valuable consideration; and every person whose signa- 
ture appears thereon to have become a party thereto for value. 


Words value received are surplusage. Their omission does not impair 
negotiability. (McLeod v. Hunter, 29 Misc. [N. Y.] 559.) These words are 
important in non-negotiable instruments as they amount to an admission 
that the instrument was issued for a consideration. (Owen v. Blackburn, 
161 App. Div. [N. Y.] 827.) 

§ 51. Consideration, what constitutes —Value is any consideration sufficient to support 
a simple contract. An antecedent or pre-existing debt constitutes value; and is deemed 
such whether the instrument is payable on demand or at a future time. 

“A valuable consideration may consist of some right, interest, profit or 
benefit accruing to one party, or some forbearance, detriment, loss or respon- 
sibility given, suffered or undertaken by the other.’’ (St. Mark’s Church v. 
Teed, 120 N. Y. 583.) 

Exchange of Notes.—One promissory note constitutes a good consideration 
for the other. (Mehlinger v. Harriman, 185 Mass. 245; State Bank v. Smith, 
155 Nz Yo 185.) 

HOLDER FOR VALUE.— 

§ 52. What constitutes holder for value—Where value has at any time been given for 
the instrument, the holder is deemed a holder for value in respect to all parties who 
became such prior to that time. 

§ 53. When lien on instrument constitutes holder for value——Where the holder has a 
lien on the instrument, arising either from contract or by implication of law, he is deemed 
a holder for value to the extent of his lien. 

§ 54. Effect of want of consideration.—Absence or failure of consideration is matter 
of defense as against any person not a holder in due course; and partial failure of con- 
sideration is a defense pro tanto, whether the failure is an ascertained and liquidated 
amount or otherwise. 

Want of consideration does not affect negotiability. (Dingman v. Amsink, 
77 Pa. St. 1174.) 4 j 

Exchange of Notes.—In an exchange of notes, one note is a consideration 
for the other and neither party is regarded as an accommodation party. 
(State Bank v. Smith, 155 N. Y. 185.) 

LIABILITY OF ACCOMMODATION PARTY.— 


§ 55. Liability of accommodation party.—An accommodation party is one who has signed 
the instrument as maker, drawer, acceptor or indorser, without receiving value therefor, 
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and for the purpose of lending his name to some other person. Such a person is liable 
on the instrument to a holder for value, notwithstanding such holder at the time of 
taking the instrument knew him to be only an accommodation party. 


“A mutual exchange of notes will amount to a sufficient consideration so 
that the notes will not be regarded as accommodation paper.” (Rice v. 
Grange, 131 N. Y. 149.) 

Corporations.—Corporations are without power to become accommodation 
parties. (Nat. Bank of Commerce v. Atkinson, 55 Fed. Rep. 465; Jacobus v. 
Jamestown Mantel Co., 211 N. Y. 154.) 


WHAT CONSTITUTES NEGOTIATION.— 


§ 60. What constitutes negotiation.—An instrument is negotiated when it is transferred 
from one person to another in such manner as to constitute the transferee the holder 
thereof. If payable to bearer it is negotiated by delivery; if payable to order it is nego- 
tiated by the indorsement of the holder completed by delivery. 


Necessity for Delivery.—Indorsement without delivery conveys no title. 
(Middleton v. Griffith, 57 N. J. L. 442.) 


INDORSEMENT.— 


§ 61. Indorsement; how made.—The indorsement must be written on the instrument 
itself or upon a paper attached thereto. The signature of the indorser, without addi- 
tional words, is a sufficient indorsement. 


Place of indorsement is usually on the back of an instrument but may be 
anywhere on it. (Hains v. Dubois, 29 N. J. L. 259; Neg. Ins. Law, N. Y., 
§ 36.) 

Indorsement made by rubber stamp signature, by one having authority 


with intent to indorse the instrument, is a valid indorsement. (Hvans v. 
Freeman, 142 N. C. 61.) 


The holder has the burden of proving the genuineness of each indorsement 


necessary to support his title. (Hathaway v. County of Delaware, 185 N. Y. 
374.) 


§ 62. Indorsement must be of entire instrument.—The indorsement must be an indorse- 
ment of the entire instrument. An indorsement, which purports to transfer to the 
indorsee a part only of the amount payable, or which purports to transfer the instrument 
to two or more indorsees severally, does not operate as a negotiation of the instrument. 
But where the instrument has been paid in part, it may be indorsed as to the residue. 

§ 63. Kinds of indorsement—An indorsement may be either special or in blank; and 
it may also be either restrictive or qualified, or conditional. 

§ 64. Special indorsement; indorsement in blank.—A special indorsement specifies the 
person to whom, or to whose order the instrument is to be payable; and the indorsement 
of such indorsee is necessary to the further negotiation of the instrument. An indorse- 
ment in blank specifies no indorsee, and an instrument so indorsed is payable to bearer, 
and may be negotiated by delivery. 

§ 65. Blank indorsement; how changed to special indorsement.—The holder may convert 
a blank indorsement into a special indorsement by writing over the signature of the 
indorser in blank any contract consistent with the character of the indorsement. 

§ 66. When indorsement restrictive —An indorsement is restrictive, which either: 

1. Prohibits the further negotiation of the instrument; or 

2. Constitutes the indorsee the agent of the indorser; or 

3. Vests the title in the indorsee in trust for or to the use of some other person. 


But the mere absence of words implying power to negotiate does not make an indorse- 
ment restrictive. 


Checks and drafts deposited with banks for collection are generally indorsed 
under § 66-2. 

An illustration of restrictive indorsement under § 66-3 is: ‘‘Pay X for 
account of Y.’” Title passes to X but the indorsement is limited to the 
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extent that it gives notice that the instrument cannot be negotiated by X 
for his own benefit. (Hook v. Pratt, 78 N. Y. 371.) 


§ 67. Effect of restrictive indorsement; rights of indorsee.—A restrictive indorsement 
confers upon the indorsee the right: 

1. To receive payment of the instrument; 

2. To bring any action thereon that the indorser could bring; 

3. To transfer his rights as such indorsee, where the form of the indorsement author- 
izes him to do so. 

But all subsequent indorsees acquire only the title of the first indorsee under the 
restrictive indorsement. 

§ 68. Qualified indorsement.—A qualified indorsement constitutes the indorser a 
mere assignor of the title to the instrument. It may be made by adding to the indorser’s 
signature the words “without recourse”’ or any words of similar import. Such an in- 
dorsement does not impair the negotiable character of the instrument. 


Qualified indorsement may be made by adding to the indorsement “‘without 
recourse” or words of similar import. (Schmidt v. Pegg, 172 Mich. 160.) A 
qualified or restrictive indorsement does not impair the negotiable character 
of the instrument. (Page v. Ford, 65 Ore. 450.) 


§ 69. Conditional indorsement.—Where an indorsement is conditional, a party required 
to pay the instrument may disregard the condition and make payment to the indorsee 
or his transferee, whether the condition has been fulfilled or not. But any person to 
whom an instrument so indorsed is negotiated will hold the same, or the proceeds thereof 
subject to the rights of the person indorsing conditionally. 

§ 70. Indorsement of instrument payable to bearer —-Where an instrument, payable to 
bearer, is indorsed specially, it may nevertheless be further negotiated by delivery; but 
the person indorsing specially is liable as indorser to only such holders as make title 
through his indorsement. 

§ 71. Indorsement where payable to two or more persons.—Where an instrument is pay- 
able to the order of two or more payees or indorsees who are not partners, all must in- 
dorse, unless the one indorsing has authority to indorse for the others. 

(Martz v. State Nat. Bank, 147 App Div. [N. Y.] 250.) 

§ 72. Effect of instrument drawn or indorsed to a person as cashier.—Where an instru- 
ment ig drawn or indorsed to a person as ‘‘cashier’’ or other fiscal officer of a bank or 
corporation, it is deemed prima facie to be payable to the bank or corporation of which 
he is such officer; and may be negotiated by either the indorsement of the bank or 
corporation, or the indorsement of the officer. 

(Quincy Mut. Fire Ins. Co. v. Int. Trust Co., 217 Mass. 370; Johnson v. 
Buffalo Center State Bank, 134 Iowa 731.) 

§ 73. Indorsement where name is misspelled, et cetera—Where the name of a payee 
or indorsee is wrongly designated or misspelled, he may indorse the instrument as therein 
described, adding, if he think fit, his proper signature. 

§ 74. Indorsement in representative capacity. Where any personis under obligation to 
indorse in a representative capacity, he may indorse in such terms as to negative per- 
sonal liability. 

As to executor or administrator, see Smittler v. Simon, 101 N. Y. 554. 
As to others, see Chelsea Exchange Bank v. First U. P. Church, 89 Misc. 
PN Ye 6116: 

§ 75. Time of indorsement; presumption.—Except where an indorsement bears date 
after the maturity of the instrument, every negotiation is deemed prima facie to have 
been effected before the instrument was overdue. 

§ 76. Place of indorsement; presumption.—Except where the contrary appears every 
indorsement is presumed prima facie to have been made at the place where the instru- 
ment is dated. 

The importance of this section is realized when it is recalled that an 
indorsement not alone transfers the instrument but is also a new contract 
embodying the contents of the instrument. As, for instance, a note made in 
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one state and subsequently indorsed in another becomes a contract governed 
by the laws of the latter state. (Chemical Nat. Bank v. Kellogg, 183 N. Y. 
92; Glidden v. Chamberlin, 167 Mass. 486.) 


§ 77. Continuation of negotiable character—An instrument negotiable in its origin 
continues to be negotiable until it has been restrictively indorsed or discharged by pay- 
ment or otherwise. 

§ 78. Striking out indorsement.—The holder may at any time strike out any indorse- 
ment which is not necessary to his title. The indorser whose indorsement is struck 
out, and all indorsers subsequent to him, are thereby relieved from liability on the in- 
strument. 

§ 79. Transfer without indorsement; effect of —Where the holder of an instrument pay- 
able to his order transfers it for value without indorsing it, the transfer vests in the trans- 
feree such title as the transferrer had therein, and the transferee acquires, in addition, 
the right to have the indorsement of the transferrer. But for the purpose of determining 
whether the transferee is a holder in due course, the negotiation takes effect as of the 
time when the indorsement is actually made. 

§ 80. When prior party may negotiate instrument.—Where an instrument is negotiated 
back to a prior party, such party may, subject to the provisions of this act, reissue 
and further negotiate the same. But he is not entitled to enforce payment thereof 
against any intervening party to whom he was personally liable. 


RIGHTS OF HOLDER.— 
To sue.— 


§ 90. Right of holder to sue; payment.—The holder of a negotiable instrument may sue 
thereon in his own name; and payment to him in due course discharges the instrument. 
(Lowell v. Brickford, 201 Mass. 543; Hathaway v. County of Delaware, 185 
N. Y. 374.) 


HOLDER IN DUE COURSE.— 


§ 91. What constitutes a holder in due course.—A holder in due course is a holder who 
has taken the instrument under the following conditions: 

1. That it is complete and regular upon its face; 

2. That he became the holder of it before it was overdue, and without notice that 
it had been previously dishonored, if such were the fact; 

3. That he took it in good faith and for value; 

4. That at the time it was negotiated to him he had no notice of any infirmity in the 
instrument or defect in the title of the person negotiating it. 


As to completeness and regularity see Hunter vy. Allen, 127 App. Div. 
PN eYe O72: 

Negotiable instruments acquired after maturity become subject to the 
same defenses as if non-negotiable. (Cole vy. Stearns, 162 N. Y. 637.) 

A bank discounting paper and merely placing amount to the credit of 
customer does not become a holder in due course. (Citizens State Bank v. 
Cowles, 180 N. Y. 346.) But if the sum so credited is drawn on and checked 
out, the bank becomes a holder in due course. (Merchants Bank v. Santa 
Maria Sugar Co., 162 App. Div. [N. Y.] 248.) 

A gift of a negotiable instrument does not make the donee a holder in due 
course. (Greer v. Orchard, 175 Mo. App. 494.) 

§ 92. When person not deemed holder in due course.—Where an instrument payable on 
demand is negotiated an unreasonable length of time after its issue, the holder is not 
deemed a holder in due course. 

What constitutes a reasonable time depends on the facts in each case. 
(Commercial Nat. Bank v. Zimmermann, 185 N. Y. 310.) 

§ 93. Notice before full amount paid.—Where the transferee receives notice of any 
infirmity in the instrument or defect in the title of the person negotiating the same before 


he has paid the full amount agreed to be paid therefor, he will be deemed a holder in due 
course only to the extent of the amount theretofore paid by him. 
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§ 94. When title defective—The title of a person who negotiates an instrument is 
defective within the meaning of this act when he obtained the instrument, or any signa- 
ture thereto, by fraud, duress, or force and fear, or other unlawful means, or for an 
illegal consideration, or when he negotiates it in breach of faith, or under such circum- 
stances as amount to a fraud. 

§ 95. What constitutes notice of defect—To constitute notice of an infirmity in the 
instrument or defect in the title of the person negotiating the same, the person to whom 
it is negotiated must have had actual knowledge of the infirmity or defect, or knowledge 
of such facts that his action in taking the instrument amounted to bad faith. 

For actual notice, see cases: Swift v. Smith, 102 U. S. 442; Jarvis v. 
Manhattan Beach Co., 148 N. Y. 652; Interboro Brewing Co. v. Doyle, 165 
App. Div. [N. Y.] 646. 

Inquiry.—The transferee is not required to make inquiry. (Cheever vy. 
Pittsburgh etc. R. Co., 150 N. Y. 59.) 

A holder’s knowledge of the poor financial condition of the maker is not 
sufficient to put him on notice of a defect, as he has a right to rely on the 
‘indorsements. (Baruch v. Buckley, 167 App. Div. [N. Y.] 113.) 

A purchase at discount, even though it is large, is not sufhicient to deprive 
the holder of rights of a holder in due course. (Ham v. Merrett, 150 Ky. 11.) 
If the discount is very large and there are other factors, they may be consid- 
ered together to determine if he became a holder for value in good faith. 
(Sabine v. Paine, 166 App. Div. [N. Y.] 10.) 

Negotiable instrument issued by a corporate officer for his personal benefit 
or use is prima facie unlawful and unless authorized the person taking such 
paper does so at his peril. (Wilson v. Metropolitan Ry. Co., 120 N. Y. 145.) 

Negotiable instrument issued under duress is void. (Magoon v. Reber, 
76 Wis. 392.) 


RIGHTS OF HOLDER IN DUE COURSE.— 


§ 96. Rights of holder in due cowrse—A holder in due course holds the instrument 
free from any defect of title of prior parties and free from defenses available to prior 
parties among themselves, and may enforce payment of the instrument for the full 
amount thereof against all parties liable thereon. 


Stolen Securities.—An incomplete instrument stolen before negotiated is 
not valid in the hands of a holder. (Limmick v. Nutting, 140 App. Div. 
{(N. Y.] 265.) Where, however, the instrument has been negotiated, an 
innocent purchaser for value becomes a holder in due course even if his title 
is derived from one who has stolen the instrument after issue. (Mass. Nat. 
Bank v. Snow, 187 Mass. 160.) (See note under § 34.) 

Instruments Issued in Violation of Law.—The decisions of the courts 
interpreting this section are in conflict. The predominating rule seems to 
hold that a negotiable instrument issued in violation of some statute and void 
between original parties is, however, good and enforcible against the maker 
if in the hands of a holder in due course. (Wirt v. Stubblefield, 17 App. Case 
[D. C.] 283.) 

Probably the weight of authority is to construe this section to meet the 
requirements of commerce as expressed by Judge Van: ‘‘The business of 
the country is done so largely by means of commercial paper that the interests 
of commerce require that a promissory note, fair on its face, should be as 
negotiable as a government bond. THEvery restriction upon the circulation 
of negotiable papers is an injury to the state, for it tends to derange trade 
and hinders the transaction of business.” (Chemical Nat. Bank v. Kellogg, 
183 N. Y. 92.) Courts of other states hold that a negotiable instrument 
issued in violation of law is invalid against the maker even in the hands oi 
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innocent purchasers on the ground of public policy. (Alexander v. Hazelrigg 
123 Ky. 677.) 

Instruments Purchased Under Par.—‘‘ We are of opinion that a. purchaser 
of negotiable security before maturity, in cases where he is not personally 
chargeable with fraud, is entitled to recover its full amount against its maker, 
though he may have paid less than par value whatever may have been the 
original infirmity.’’ (Cromwell v. County of Sac., 96 U. S. 51.) 

When Subject to Original Defenses.— 


§ 97. When subject to original defenses.—In the hands of any holder other than a holder 
in due course, a negotiable instrument is subject to the same defenses as if it were non- 
negotiable. But a. holder who derives his title through a holder in due course, and who 
is not himself a party to any fraud or illegality affecting the instrument, has all the 
rights of such former holder in respect of all parties prior to the latter. 

Who is Deemed Holder in Due Course.— 


§ 98. Who deemed holder in due course—Every holder is deemed prima facie to be a 
holder in due course; but when it is shown that the title of any person who has negotiated 
the instrument was defective, the burden is on the holder to prove that he or some person 
under whom he claims acquired the title as a holder in due course. But the last-men- 
tioned rule does not apply in favor of a party who became bound on the instrument 
prior to the acquisition of such defective title. 


Stolen Instruments.—Burden of proof is on the holder that he obtained 
the instrument from a holder in due course. (Lawyers Title etc. Co. v. Jones, 
113 App. Div. [N. Y.] 105.) 

LIABILITY OF MAKER.— 


§ 110. Liability of maker —The maker of a negotiable instrument by making it engages 
that he will pay it according to its tenor; and admits the existence of the payee and his 
then capacity to indorse. 


The maker is primarily liable even if he signed only for accommodation. 
(Richards v. Market Exchange Bank, 81 Ohio State 348.) 

Where an indorser deposited security for the payment of the instrument, 
this is not a defense for the maker. (People’s Nat. Bank v. Rice, 149 App. 
Div. [N. Y.] 18.) 

If an assumed or trade name is used for an existing payee, the maker is 
estopped from setting up that the payee is fictitious. (Jones v. Home Furn. 
Go; 9 App. Div: [IN. Yo] 108%) 

LIABILITY OF DRAWER.— 


§ 111. Liability of drawer.—The drawer by drawing the instrument admits the exis- 
tence of the payee and his then capacity to indorse; and engages that on due presentment 
the instrument will be accepted and paid, or both, according to its tenor, and that if it 
be dishonored and the necessary proceedings on dishonor be duly taken, he will pay 
the amount thereof to the holder, or to any subsequent indorser who may be compelled 
to pay it. But the drawer may insert in the instrument an express stipulation nega- 
tiving or limiting his own liability to the holder. 


LIABILITY OF ACCEPTOR.— : 


§ 112. Liability of acceptor— The acceptor by accepting the instrument engages that 
he will pay it according to the tenor of his acceptance; and admits: 


1. The existence of the drawer, the genuineness of his signature, and his capacity 
and authority to draw the instrument; and 


2. The existence of the payee and his then capacity to indorse. 


The acceptor is estopped from setting up incapacity of drawer where the 
instrument is drawn by an infant, married woman, or a corporation without 


eh as (Cowton v. Wickersham, 54 Pa. St. 302: Jones vy. Darch, 4 Price 
300. 
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) 


Drawee cannot hold the drawer where acceptance was for accommodation 
until he (the drawee) has paid the instrument. (Christian v. Keen, 80 Va. 
369.) 


WHO IS DEEMED INDORSER? — 


§ 113. When person deemed indorser—A person placing his signature upon an instru- 
ment otherwise than as maker, drawer or acceptor is deemed to be an indorser, unless 
he clearly indicates by appropriate words his intention to be bound in some other 
capacity. 

Intention to be bound otherwise must be clear and distinct by appropriate 
language and cannot be inferred by equivocal language or conduct. (Me- 
Donald v. Luckenbach, 170 Fed. Rep. 434.) 

Individual liability is not incurred by an officer indorsing as an officer of 
the corporation. (McDonald v. Luckenbach, 170 Fed. Rep. 434.) 

The rule is that a partner indorsing in his individual capacity, different 
than or in addition to his partnership indorsement, incurs a double liability 
from the two separate and distinct indorsements made by him. (Fourth 
Nat. Bank v. Mead, 216 Mass. 521.) 


IRREGULAR INDORSER.— 
§ 114. Liability of irregular indorser—Where a person, not otherwise a party to an 
instrument, places thereon his signature in blank before delivery, he is liable as indorser 


in accordance with the following rules: 
1. If the instrument is payable to the order of a third person, he is liable to the payee 


and to all subseguent parties. 

2. If the instrument is payable to the order of the maker or drawer, or is payable to 
bearer, he is liable to all parties subsequent to the maker or drawer. 

3. If he signs for the accommodation of the payee he is liable to all parties subsequent 


to the payee. 
WARRANTY WHERE NEGOTIATION BY DELIVERY.— 


§ 115. Warranty where negotiation by delivery, et cetera.—Eivery person negotiating an 
instrument by delivery or by a qualified indorsement, warrants: 

1. That the instrument is genuine and in all respects what it purports to be; 

2. That he has a good title to it; 

3. That all prior parties had capacity to contract; 

4. That he has no knowledge of any fact which would impair the validity of the 


instrument or render it valueless. 

But when the negotiation is by delivery only, the warranty extends in favor of no 
holder other than the immediate transferee. The provisions of subdivision three of 
this section do not apply to persons negotiating public or corporate securities, other 
than bills and notes. 

Implied and Express Warranties.—‘‘It has long been the settled law of 
this State, and now been made law by statute, that every person negotiating 
a negotiable instrument by delivery or by qualified indorsement, warrants 
that the instrument is genuine and in all respects what it purports to be.”’ 
(Gaboy v. Doane, 66 App. Div. [N. Y.] 507.) The warranties referred to in 
the statute are implied warranties. The parties may draw such express 
warranties as they may choose. (Bell v. Dagg, 60 N. Y. 528.) 

Knowledge of Defect.—If an indorser knows an instrument is void he will 
be liable to the purchaser. (Littauer v. Goldman, 72 N. Y. 506.) 


GENERAL INDORSER.— 


§ 116. Liability of general indorser—Every indorser who indorses without qualification, 


warrants to all subsequent holders in due course: ; 
1. The matter and things mentioned in subdivisions one, two and three of the next 


preceding section; and 
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2. That the instrument is at the time of his indorsement valid and subsisting. 

And, in addition, he engages that on due presentment, it shall be accepted or paid, or 
both, as the case may be, according to its tenor, and that if it be dishonored, and the 
necessary proceedings on dishonor be duly taken, he will pay the amount thereof to 
the holder, or to any subsequent indorser who may be compelled to pay it. 

The warranties are in favor of subsequent holders only. 

Indorsement guaranteed on back of an instrument guarantees the entire 
instrument and all indorsements except the signature of the drawer. (N. Y. 
Produce Ex. Bank v. Twelfth Ward Bank, 135 App. Div. 52.) 

It is beyond the power of an executor to bind the estate of which he is exec- 
utor by a contract of indorsement. (Schmittler v. Simon, 101 N. Y. 554.) 


LIABILITY OF INDORSERS.— 


§ 117. Liability of indorser where paper negotiable by delivery Where a person places 
his indorsement on an instrument negotiable by delivery he incurs all the liabilities 
of an indorser. 


§ 118. Order in which indorsers are liable-——As respects one another, indorsers are 
liable prima facie in the order in which they indorse; but evidence is admissible to show 
that as between or among themselves they have agreed otherwise. Joint payees or joint 
indorsees who indorse are deemed to indorse jointly and severally. 

The rule applies to accommodation indorsers as well as others. 

LIABILITY OF AGENT.— 

§ 119. Liability of agent or broker.—Where a broker or other agent negotiates an instru- 
ment without indorsement, he incurs all the liabilities prescribed by section one hundred 
and fifteen of this act, unless he discloses the name of his principal, and the fact that he 
is acting only as agent. 

PRESENTMENT FOR PAYMENT.— 

§ 130. Effect of want of demand on principal debtor.—Presentment for payment is not 
necessary in order to charge the person primarily liable on the instrument; but if the 
instrument is, by its terms, payable at a special place, and he is able and willing to pay 
it there at maturity and has funds there available for that purpose, such ability and 
willingness are equivalent to a tender of payment upon his part. But except as herein 
otherwise provided, presentment for payment is necessary in order to charge the drawer 
and indorsers. 

The rule in the United States is that although the instrument is payable 
at a particular place, it is not necessary, to recover from the maker, to prove 
presentment or demand for payment at such a place. However, failure to 
present at that place relieves the party primarily liable from costs or damages 
if he was ready, able, and willing to make payment at that place. 

PRESENTMENT WHERE NOT PAYABLE ON DEMAND.— 

§ 131. Presentment where instrument is not payable on demand.—Where the instrument 
is not payable on demand, presentment must be made on the day it falls due. Where it 
is payable on demand, presentment must be made within a reasonable time after its 
issue, except that in case of a bill of exchange, presentment for payment will be sufficient 
if made within a reasonable time after the last negotiation thereof. 

Reasonable time depends on circumstances:im each case. No definite rule 
laid down by the courts. Usage of trade seems to govern. As banks gener- 
ally make paper payable within 4 months, this is deemed a reasonable time to 
present paper payable on demand. (Frazee v. Phoenix Nat. Bank. 161 Ky. 
175.) In Massachusetts, in the absence of usage of trade a reasonable time 
to present demand instruments in order to hold indorsers is 60 days. (Merritt 
v. Jackson, 181 Mass. 67.) 


WHAT CONSTITUTES SUFFICIENT PRESENTMENT.— 


§ 132. What constitutes a sufficient presentment—Presentment for payment, to be 
sufficient, must be made: 


i 


{ 
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1. By the holder, or by some person authorized to receive payment on his behalf; 

2. At a reasonable hour on a business day; 

3. At a proper place as herein defined; 

4. To the person primarily liable on the instrument, or if he is absent or inaccessible, 
to any person found at the place where'the presentment is made. 

Time of Day.—Instruments payable at a bank must be presented within 
banking hours; at a place of business within usual business hours; at a resi- 
dence before the usual hours of rest, as late as 9 p.m. having been held a 
reasonable hour. (Farnsworth v. Allen, 4 Gray 453.) 


PLACE OF PRESENTMENT.— 


§ 133. Place of presentment—Presentment for payment is made at the proper place: 


i. Where a place of payment is specified in the instrument and it is there presented; 

2. Where no place of payment is specified, but the address of the person to make pay- 
ment is given in the instrument and it is there presented; 

3. Where no place of payment is specified and no address is given and the instrument 
is presented at the usual place of business or residence of the person to make payment. 

4. In any other case if presented to the person to make payment wherever he can be 
found, or if presented at his last known place of business or residence. 

Where No Place Specified.—The maker’s usual place of business is suffi- 
cient even if no one is there to answer, as the maker is bound to have a 
person there to answer and pay his note if presented. (Baumgardner v. 
Rieves, 35 Pa. St. 250.) 

INSTRUMENT TO BE EXHIBITED.— 

§ 134. Instrument must be exhibited —The instrument must be exhibited to the person 
from whom payment is demanded, and when it is paid must be delivered up to the party 
paying it. x 

Demand over telephone is not sufficient as it does not comply with the 
statute. (Gilpin v. Savage, 201 N. Y. 167.) 

Request for payment in an informal manner not intended, as presentment 
is insufficient. (State of N. Y. Nat. Bank v. Kennedy, 145 App. Div. [N. Y.] 
669.) 


PRESENTMENT WHEN PAYABLE AT BANK.— 


§ 135. Presentment where instrument payable at bank.—Where the instrument is pay- 
able at a bank, presentment for payment must be made during banking hours, unless 
the person to make payment has no funds there to meet it at any time during the day, 
in which case presentment at any hour before the bank is closed on that day is sufficient. 

Where bank is closed and in hands of receiver, demand on receiver person- 
ally is not necessary. Instruments, however, may be presented at the bank 
(Schlesinger v. Schultz, 110 App. Div. [N. Y.] 356) or as set forth in §133. 


PRESENTMENT WHERE PRINCIPAL DEBTOR IS DEAD.— 


§ 136. Presentment where principal debtor is dead.—Where the person primarily liable 
on the instrument is dead, and no place of payment is specified, presentment for pay- 
ment must be made to his personal representative, if such there be, and if with the 
exercise of reasonable diligence, he can be found. 


As to reasonable diligence see Reed vy. Spear, 107 App. Div. [N. Y.] 144. 

Although the holder is relieved from making presentment under this 
section, it does not relieve him from giving notice of dishonor to the indorsers 
to hold them. (Reed v. Spear, 107 App. Div. [N. Y.] 144.) 


PRESENTMENT TO PARTNERS OR JOINT DEBTORS.— 


§ 137. Presentment to persons liable as partners—Where the persons primarily liable 
on the instrument are liable as partners, and no place of payment is specified, present- 
ment for payment may be made to any one of them, even though there has been a dis- 
solution of the firm. 
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§ 138. Presentment to joint debtors——Where there are several persons not partners, 
primarily liable on the instrument, and no place of payment is specified, presentment 
must be made to them all. 


WHEN PRESENTMENT NOT REQUIRED TO CHARGE DRAWER.— 


§ 139. When presentment not required to charge the drawer.—Presentment for payment 
is not required in order to charge the drawer where he has no right to expect or require 
that the drawee or acceptor will pay the instrument. 


Although the drawer has no funds in the hands of the drawee, presentment 
is not dispensed with. ‘(Life Ins. Co. v. Pendleton, 112 U. 8. 708.) 


WHEN PRESENTMENT NOT REQUIRED TO CHARGE INDORSER.— 


§ 140. When presentment not required to charge the indorser.—Presentment for payment 
is not required in order to charge an indorser where the instrument was made or ac- 
cepted for his accommodation, and he has no reason to expect that the instrument will 
be paid if presented. 


DELAY IN PRESENTMENT.— 


§ 141. When delay in making presentment is excused.—Delay in making presentment 
for payment is excused when the delay is caused by circumstances beyond the control 
of the holder and not imputable to his default, misconduct or negligence. When the 
cause of delay ceases to operate, presentment must be made with reasonable diligence. 


Sickness is not an excuse for failure to present a note for payment at the 
proper time, unless the illness is so severe that the holder cannot direct 
another to present it. In that case presentment must be made as soon as 
the disability is removed. (Wilson vy. Senier, 14 Wis. 380.) 


WHEN PRESENTMENT IS DISPENSED WITH.— 


§ 142. When presentment may be dispensed with—Presentment for payment is dis- 
pensed with: 

1. Where, after the exercise of reasonable diligence presentment as required by this 
act cannot be made; 

2. Where the drawee is a fictitious person; 

3. By waiver of presentment express or implied. 


Insolvency of maker or acceptor does not dispense with the necessity for 
presentment. (J. W. O’Bannan Co. vy. Curran, 129 App. Div. [N. Y.] 90.) 


DISHONOR BY NON-PAYMENT.— 


§ 143. When instrument dishonored by non-payment.—The instrument is dishonored by 
non-payment when: 

1. It is duly presented for payment and payment is refused or cannot be obtained; or 

2. Presentment is excused and the instrument is overdue and unpaid. 

§ 144. Liability of person secondarily liable, when instrument dishonored.—Subject to 
the provisions of this act, when the instrument is dishonored by non-payment, an imme- 
diate right of recourse to all parties secondarily liable thereon, accrues to the holder. 


TIME OF MATURITY.— ; 


§ 145. Time of maturity~—Every negotiable instrument is payable at the time fixed 
therein without grace. When the day of maturity falls upon Sunday or a holiday, the 
instrument is payable on the next succeeding business day. Instruments falling due 
or becoming payable on Saturday are to be presented for payment on the next succeed- 
ing business day, except that instruments payable on demand may, at the option of the 
holder, be presented for payment before twelve o’clock noon on Saturday when that 
entire day is not a holiday. 

§ 146. Time; how computedWhere the instrument is payable at a fixed period after 
date, after sight, or after the happening of a specified event, the time of payment is 
determined by excluding the day from which the time is to begin to run, and by includ~ 
ing the date of payment, 


Sec. 1] LAW OF NEGOTIABLE INSTRUMENTS 51 


PAYABLE AT BANK.— 


§ 147. Rule where instrument payable at bank.—Where the instrument is made payable 
at a bank it is equivalent to an order to the bank to pay the same for the account of the 
principal debtor thereon. 

PAYABLE IN DUE COURSE.— 

; § 148. What constitutes payment in due course.—Payment is made in due course when 
it.is made at or after the maturity of the instrument to the holder thereof in good faith 
and without notice that his title is defective. 

Possession of the instrument is prima facie authority to demand payment. 
The maker or drawer has a duty to demand the production of the instrument 
before paying it. (Loizeaux v. Fremder, 123 Wis. 193.) 


NOTICE OF DISHONOR.— 


§ 160. To whom notice of dishonor must be given —Except as herein otherwise provided, 
when a negotiable instrument has been dishonored by non-acceptance or non-payment, 
notice of dishonor must be given to the drawer and to each indorser, and any drawer 
or indorser to whom such notice is not given is discharged. 

To hold an accommodation indorser he must be given notice of dishonor 
the same as any other indorser. (Perry v. Taylor, 148 N. C. 362.) 

Where a note given to a bank for collection is dishonored, it is the duty of 
the bank to give notice to its customer. (Shea v. Vahey, 215 Mass. 80.) 

Guarantors do not come under the rule requiring notice. (Brown v. 
Curtiss, 2.N..Y. 225.) 

§ 161. By whom given.—The notice may be given by or on behalf of the holder, or by 
or on behalf of any party to the instrument who might be compelled to pay it to the 
holder, and who, upon taking it up, would have a right to reimbursement from the party 
¢o whom the notice is given. 

“A notice by a stranger to the instrument is not sufficient.’”’ (Lawrence 
v. Miller, 16 N. Y. 235.) 

§ 162. Notice given by agent.—Notice of dishonor may be given by an agent either in 
his own name or in the name of any party entitled to give notice, whether that party be 
his principal or not. 

Banks having instruments for collection act as agents and have authority 
to receive and give notice on behalf of the holders of the instruments. (Kelly 
v. Theiss, 78 N. Y. S. 1050; West River Bank v. Taylor, 34 N. Y. 128.) 

A notary who is an agent for the owner of a negotiable instrument may 
give notice even though acting in his official capacity. (Lawrence v. Miller, 
1G Nes Yao.) 

§ 163. Effect of notice given on behalf of holder.—Where notice is given by or on behalf 
of the holder, it enures for the benefit of all subsequent holders and all prior parties who 
have a right of recourse against the party to whorn it is given. 

A holder need not give notice to anyone but his immediate indorser. 
(West River Bank v. Taylor, 34 N. Y. 128.) 

§ 164. Effect where notice is given by party entitled thereto.—Where notice is given by or 
on behalf of a party entitled to give notice, it enures for the benefit of the holder and alk 
parties subsequent to the party to whom notice is given. 

§ 165. When agent may give notice—Where the instrument has been dishonored in 
the hands of an agent, he may either himself give notice to the parties liable thereon, or 
he may give notice to his principal. If he give notice to his principal, he must do so 
within the same time as if he were the holder, and the principal, upon the receipt of 
such notice, has himself the same time for giving notice as if the agent had been an 
independent holder. 

Undue delay by an agent in giving notice to his principal discharges prior 
indorsers. (Rosson v, Carroll, 90 Tenn. 90.) 
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A bank receiving an instrument for collection fulfils its duty to the depositor 
by giving proper notice of dishonor in time to enable its customer to give 
notice to prior indorsers. (Brill v. Jefferson Bank, 159 App. Div. [N. Y.] 
461.) 


§ 166. When notice sufficient—A written notice need not be signed, and an insufficient 
written notice may be supplemented and validated by verbal communication. A mis- 
description of the instrument does not vitiate the notice unless the party tc whom the 
notice is given is in fact misled thereby. 

§ 167. Form of notice.—The notice may be in writing or merely oral, and may be given 
in any terms which sufficiently identify the instrument, and indicate that it has been 
dishonored by non-acceptance or non-payment. It may in all cases be given by deliver- 
ing it personally or through the mails. 


Sufficient description generally is name of maker, date, amount, when and 
where payable. 


Notice over telephone is sufficient. (Am. Nat. Bank v. Nat. Fertilizer Co., 
125 Tenn. 328.) 


§ 168. To whom notice may be given.—Notice of dishonor may be given either to the 
party himself or to his agent in that behalf. 

§ 169. Notice where party is dead.—When any party is dead, and his death is known to 
the party giving notice, the notice must be given to a personal representative, if there 
be one, and if with reasonable diligence he can be found. If there be no personal repre- 
sentative, notice may be sent to the last residence or last place of business of the deceased. 

§ 170. Notice to partners——Where the parties to be notified are partners, notice to 
any one partner is notice to the firm, even though there has been a dissolution. 

§ 171. Notice to persons jointly liable-—Notice to joint parties who are not partners 
must be given to each of them, unless one of them has authority to receive such notice 
for the others. 

§ 172. Notice to bankrupt.—Where a party has been adjudged a bankrupt or an insol- 
vent, or has made an assignment for the benefit of creditors, notice may be given either 
to the party himself or to his trustee or assignee. 

§ 173. Time within which notice must be given—Notice may be given as soon as the 
instrument is dishonored; and unless delay is excused as hereinafter provided, must be 
given within the times fixed by this act. 

§ 174. Where parties reside in same place.—Where the person giving and the person 
to receive notice reside in the same place, notice must be given within the following 
times: i 


1. If given at the place of business of the person to receive notice, it must be given 
before the close of business hours on the day following; 


2. If given at his residence, it must be given before the usual hours of rest on the day 
following; 


3. If sent by mail, it must be deposited in the post-office in time to reach him in 
usual course on the day following. 

§ 175. Where parties reside in different places——Where the person giving and the 
person to receive notice reside in different places, the notice must be given within 
the following times: 

DLE sent by mail, it must be deposited in the post-office in time to go by mail the 
day following the day of dishonor, or if there be no mail at a convenient hour on that 
day, by the next maij thereafter. 

2. If given otherwise than through the post-office, then within the time that notice 
would have been received in due course of mail, if it had been deposited in the post- 
office within the time specified in the last subdivision. 


Notice is not good where there is delay due to insufficient postage. (Fi 
Nat. Bank v. Miller, 139 Wis. 126.) postage. (First 


§ 176. When sender deemed to have given due notice——Where notice of dishonor is 
duly addressed and deposited in the post-office, the sender is deemed to have giver 
notice, notwithstanding any miscarriage in the mails. 


§177. Deposit in post-office; what constitutes —Notice is deemed to have been deposited 


due 
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in the post-office when deposited in any branch post-office or in any letter-box under the 
control of the Post-Office Department. 

§ 178. Notice to subsequent party; time of —Where a party receives notice of dishonor, 
he has, after the receipt of such notice, the same time for giving notice to antecedent 
parties that the holder has after the dishonor. 

§ 179. Where notice must be sent—Where a party has added an address to his signa- 
ture, notice of dishonor must be sent to that address; but if he has not given such address, 
then the notice must be sent as follows: 

1. Either to the post-office nearest to his place of residence, or to the post-office where 
he is accustomed to receive his letters; or 

2. If he live in one place, and have his place of business in another, notice may be 
sent to either place; or 

3. If he is sojourning in another place, notice may be sent to the place where he is 
so sojourning. 

But where the notice is actually received by the party within the time specified in 
this act, it will be sufficient, though not sent in accordance with the requirements of 
this section. 

§ 180. Waiver of notice.—Notice of dishonor may be waived, either before the time 
of giving notice has arrived or after the omission to give due notice, and the waiver 
may be express or implied. 

§ 181. Whom affected by waiver—Where the waiver is embodied in the instrument 
itself, it is binding upon all parties; but where it is written above the signature of an 
indorser, it binds him only. 

§ 182. Waiver of protest—A waiver of protest, whether in the case of a foreign bill 
of exchange or other negotiable instrument, is deemed to be a waiver not only of a for- 
mal protest, but also of presentment and notice of dishonor. 

§ 183. When notice is dispensed with—Notice of dishonor is dispensed with when, 
after the exercise of reasonable diligence, it cannot be given to or does not reach the 
parties sought to be charged. 


Reasonable diligence is all that is required under the law, which does not 
demand unusual effort to give notice of dishonor. (Bank of Port Jefferson v. 
Darling, 91 Hun 236.) Reliance on directory only is not sufficient to con- 
stitute due diligence. (Bacon v. Harms, 137 N. Y. 379.) Where a holder 
does not know or cannot find the address of the maker, it is his duty to inquire 
of the other parties to an instrument. (University Press v. Williams, 48 
App. Div. [N. Y.] 190.) 


§ 184. Delay in giving notice; how excused.—Delay in giving notice of dishonor is 
excused when the delay is caused by circumstances beyond the control of the holder 
and not imputable to his default, misconduct or negligence. When the cause of delay 
ceases to operate, notice must be given with reasonable diligence. 

§ 185. When notice need not be given to drawer.—Notice of dishonor is not required 
to be given to the drawer in either of the following cases: 

1. Where the drawer and drawee are the same person; 

2. Where the drawee is a fictitious person or a person not having capacity to contract; 

3. Where the drawer is the person to whom the instrument is presented for payment; 

4. Where the drawer has no right to expect or require that the drawee or acceptor 
will honor the instrument; 

5. Where the drawer has countermanded payment. 

§ 186. When notice need not be given to indorser.—Notice of dishonor is not required 
to be given to an indorser in either of the following cases: 

1. Where the drawee is a fictitious person or a person not having capacity to contract, 
and the indorser was aware of the fact at the time he indorsed the instrument; 

2. Where the indorser is the person to whom the instrument is presented for payment; 

3. Where the instrument was made or accepted for his accommodation. 

§ 187. Notice of non-payment where acceptance refused.— Where due notice of dishonor 
by non-acceptance has been given, notice of a subsequent dishonor by non-payment is 
not necessary, unless in the meantime the instrument has been accepted. 

§ 188. Effect of omission to give notice of non-acceptance.—An omission to give notice 
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of dishonor by non-acceptance does not prejudice the rights of a holder in due course 
subsequent to the omission. ; 

§ 189. When protest need not be made; when must be made.—Where any negotiable 
instrument has been dishonored it may be protested for non-acceptance or non-payment, 
as the case may be; but protest is not required, except in the case of foreign bills of 
exchange. 


DISCHARGE.— 


§ 200. Instrument; how discharged.—A negotiable instrument is discharged: 

1. By payment in due course by or on behalf of the principal debtor; ; 

2. By payment in due course by the party accommodated, where the instrument is 
made or accepted for accommodation; 

3. By the intentional cancellation thereof by the holder; 

4. By any other act which will discharge a simple contract for the payment of money; 

5. When the principal debtor becomes the holder of the instrument at or after matur- 
ity in his own right. 

§ 201. When persons secondarily liable on, discharged.—A person secondarily liable on 
the instrument is discharged: 

1. By any act which discharges the instrument; 

2. By the intentional cancellation of his signature by the holder; 

3. By the discharge of a prior party; 

4. By a valid tender of payment made by a prior party; 

5. By a release of the principal debtor, unless the holder’s right of recourse against 
the party secondarily liable is expressly reserved; 

6. By any agreement binding upon the holder to extend the time of payment or to 
postpone the holder’s right to enforce the instrument, unless the right of recourse against 
such party is expressly reserved. 

§ 202. Right of party who discharges instrument.—Where the instrument is paid by a 
party secondarily liable thereon, it is not discharged; but the party so paying it is re- 
mitted to his former rights as regards all prior parties, and he may strike out his own 
and all subsequent indorsements, and again negotiate the instrument, except: 

1. Where it is payable to the order of a third person, and has been paid by the drawer; 
and 

2. Where it was made or accepted for accommodation, and has been paid by the party 
accommodated. 

§ 203. Renunciation by holder.—The holder may expressly renounce his rights against 
any party to the instrument, before, at or after its maturity. An absolute and uncon- 
ditional renunciation of his rights against the principal debtor made at or after the 
maturity of the instrument, discharges the instrument. But a renunciation does not 
affect the rights of a holder in due course without notice. A renunciation must be in 
writing, unless the instrument is delivered up to the person primarily liable thereon. 

§ 204. Cancellation; unintentional; burden of proof—A cancellation made uninten- 
tionally, or under a mistake, or without the authority of the holder, is inoperative; 
but where an instrument or any signature thereon appears to have been canceled the 
burden of proof les on the party who alleges that the cancellation was made uninten- 
tionally, or under a mistake or without authority. 

§ 205. Alteration of instrument; effect of —Where a negotiable instrument is materially 
altered without the assent of all parties liable thereon, it is avoided, except as against 
a party who has himself made, authorized or assented to the alteration and subsequent 
indorsers. But when an instrument has been materially altered and is in the hands of 
a holder in due course, not a party to the alteration, he may enforce payment thereo: 
according to its original tenor. 

§ 206. What constitutes a material alteration.—Any alteration which changes: 

. The date; 

The sum payable, either for principal or interest; 

. The time or place of payment; 

. The number or the relations of the parties; 

. The medium or currency in which payment is to be made; 

Or which adds a place of payment where no place of payment is specified, or any 
other change or addition which alters the effect of the instrument in any respect, is 
a material alteration. 


OPW Ne 


Sec. 1] LAW OF NEGOTIABLE INSTRUMENTS 55 


BILLS OF EXCHANGE.— 


§ 210. Bill of exchange defined.—A bill of exchange is an unconditional order in 
writing addressed by one person to another, signed by the person giving it, requiring 
the person to whont it is addressed to pay on demand or at a fixed or determinable future 
time a sum certain in money to order or to bearer. 

§ 211. Bill not an assignment of funds in hands of drawee..—A bill of itself does not 
operate as an assignment of the funds in the hands of the drawee available for the pay- 
ment thereof, and the drawee is not liable on the bill unless and until he accepts the same. 

§ 212. Bill addressed to more than one drawee.—A bill may be addressed to two or 
more drawees jointly, whether they are partners or not; but not to two or more drawees 
in the alternative or in succession. 

§ 213. Inland aid foreign bills of exchange.—An inland bill of exchange is a bill which 
is, or on its face purports to be, both drawn and payable within the State. Any other 
bill is a foreign bill. Unless the contrary appears on the face of the bill, the holder 
may treat it as an inland bill. 

§ 214. When bill may be treated as promissory note—Where in a bill the drawer and 
drawee are the same person, or where the drawee is a fictitious person, or a person not 
haying capacity to contract, the holder may treat the instrument, at his option, either 
as a bill of exchange or a promissory note. 

§ 215. Referee in case of need—The drawer of a bill and any indorser may insert 
thereon the name of a person to whom the holder may resort in case of need, that is to 
say, in case fhe bill is dishonored by non-acceptance or non-payment. Such person is 
called the referee in case of need. It is in the option of the holder to resort to the referee 
in case of need or not, as he may see fit. 


ACCEPTANCE.— 


§ 220. Acceptance; how made, et cetera.—The acceptance of a bill is the signification 
by the drawee of his assent to the order of the drawer. The acceptance must be in 
writing and signed by the drawee. It must not express that the drawee will perform 
his promise by any other means than the payment of money. 

§ 221. Holder entitled to acceptance on face of bill—The holder of a bill presenting the 
same for acceptance may require that the acceptance be written on the bill, and if sucb 
request is refused, may treat the bill as dishonored. 

§ 222. Acceptance by separate instrument.— Where an acceptance is written on a paper 
other than the bill itself, it does not bind the acceptor, except in favor of a person to 
whom it was shown and who, on the faith thereof, receives the bill for value. 

§ 223. Promise to accept; when equivalent to acceptance.—An unconditional promise in 
writing to accept a bill before it is drawn is deemed an actual acceptance in favor of 
every person who, upon the faith thereof, receives the bill for value. 

§ 224. Time allowed drawee to accept.—The drawee is allowed twenty-four hours after 
presentment in which to decide whether or not he will accept the bill; but the acceptance 
if given dates as of the day of presentation. 

§ 225. Liability of drawee retaining or destroying bill—Where a drawee to whom a bill 
is delivered for acceptance destroys the same, or refuses within twenty-four hours after 
such delivery, or within such other period as the holder may allow, to return the bill 
accepted or non-accepted to the holder, he will be deemed to have accepted the same. 

§ 226. Acceptance of incomplete biil.—A bill may be accepted before it has been signed 
by the drawer, or while otherwise incomplete, or when it is overdue, or after it hag 
been dishonored by a previous refusal to accept, or by non-payment. But when a bill 
payable after sight is dishonored by non-acceptance and the drawee subsequently 
accepts it, the holder, in the absence of any different agreement, is entitled to have the 
bill accepted as of the date of the first presentment. 

§ 227. Kinds of acceptances.—An acceptance is either general or qualified. A general 
acceptance assents without qualification to the order of the drawer. A qualified accep- 
tance in express terms varies the effect of the bill as drawn. 

§ 228. What constitutes a general acceptancy.—An acceptance to pay at a particular 
place is a general acceptance unless it expressly states that the bill is to be paid there 
only and not elsewhere. 

§ 229. Qualified acceptance.—An acceptance is qualified which is: 

1. Conditional, that is to say, which makes payment by the acceptor dependent on 


the fulfillment of a condition therein stated; 
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2. Partial, that is to say, an acceptance to pay part only of the amount for which 
the bill is drawn; 

3. Local, that is to say, an acceptance to pay only at a particular place; 

4. Qualified as to time; 

5. The acceptance of some one or more of the drawees, but not of all. 

§ 230. Rights of parties as to qualified acceptance-—The holder may refuse to take 4 
qualified acceptance, and if he does not obtain an unqualified acceptance, he may treat 
the bill as dishonored by non-acceptance. Where a qualified acceptance is taken, the 
drawer and indorsers are discharged from liability on the bill, unless they have expressly 
or impliedly authorized the holder to take a qualified acceptance, or subsequently assent 
thereto. When the drawer or an indorser receives notice of a qualified acceptance, he 
must within a reasonable time express his dissent to the holder, or he will be deemed to 
have assented thereto. 


PRESENTMENT FOR ACCEPTANCE.— 


§ 240. When presentment for acceptance must be made.—Presentment for acceptance 
must be made: 

1. Where the bill is payable after sight or in any other case where presentment for 
acceptance is necessary in order to fix the maturity of the instrument; or 

2. Where the bill expressly stipulates that it shall be presented for acceptance; or 

3. Where the bill is drawn payable elsewhere than at the residence or place of business 
of the drawee. x 

In no other case is presentment for acceptance necessary in order to render any party 
to the bill liable. 

§ 241. When failure to present releases drawer and indorser.—Except as herein other- 
wise provided, the holder of a bill which is required by the next preceding section to be 
presented for acceptance must either present it for acceptance or negotiate it within a 
reasonable time. If he fails to do so, the drawer and all indorsers are discharged. 

§ 242. Presentment; how made.—Presentment for acceptance must be made by or on 
behalf of the holder at a reasonable hour, on a business day, and before the bill is over- 
due, to the drawee or some person authorized to accept or refuse acceptance on his 
behalf; and 

1. Where a bill is addressed to two or more drawees who are not partners, presentment 
must be made to them all, unless one has authority to accept or refuse acceptance for 
all, in which case presentment may be made to him only; 

2. Where the drawee is dead, presentment may be made to his personal representative; 

3. Where the drawee has been adjudged a bankrupt or an insolvent, or has made an 
assignment for the benefit of creditors, presentment may be made to him or to his trustee 
or assignee. 

§ 243. On what days presentment may be made.—A bill may be presented for acceptance 
on any day on which negotiable instruments may be presented for payment under the 
provisions of sections one hundred and thirty-two and one hundred and forty-five of 
this act. When Saturday is not otherwise a holiday, presentment for acceptance may 
be made before twelve o’clock noon on that day. 

§ 244. Presentment when time is insufficient—Where the holder of a bill drawn payable 
elsewhere than at the place of business or the residence of the drawee has not time with 
the exercise of reasonable diligence to present the bill for acceptance before presenting 
it for payment on the day that it falls due, the delay caused by presenting the bill for 
acceptance before presenting it for payment is excused and does not discharge the 
drawers and indorsers. 

§ 245. Where presentment is excused.—Presentment for acceptance is excused and a 
bill may be treated as dishonored by non-acceptance in either of the following cases: 

1, Where the drawee is dead or has absconded, or is a fictitious person or a person 
not having capacity to contract by bill; 

2. Where after the exercise of reasonable diligence, presentment cannot be made; 


3. Where, although presentment has been irregular, acceptance has been refused on 
some other ground. 


WHEN DISCHARGED BY NON-ACCEPTANCE.— 


§ 246. When discharged by non-acceptance.—A bill is dishonored by non-acceptance: 
1. When it is duly presented for acceptance, and such an acceptance as is prescribed. 
by this act is refused or cannot be obtained; or 
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2. When presentment for acceptance is excused and the bill is not accepted. 

§ 247. Duty of holder where bill not accepted —Where a bill is duly presented for accep- 
tance and is not accepted within the prescribed time, the person presenting it mtus 
treat the bill as dishonored by non-acceptance or he loses the right of recourse against 
the drawer and indorsers. 

§ 248. Rights of holder where bill not accepted—When a bill is dishonored by non- 
acceptance, an immediate right of recourse against the drawers and indorsers accrues 
to the holder, and no presentment for payment is necessary. 


PROTEST.— 


§ 260. In what cases protest necessary.—Where a foreign bill appearing on its face 
to be such is dishonored by non-acceptance, it must be duly protested for non-acceptance, 
and where such a bill which has not previously been dishonored by non-acceptance is 
dishonored by non-payment, it must be duly protested for non-payment. If it is not 
so protested, the drawer and indorsers are discharged. Where a bill does not appear 
on its face to be a foreign bill, protest thereof in case of dishonor is unnecessary. 

§ 261. Protest; how made.—The protest must be annexed to the bill, or must contain 
a copy thereof, and must be under the hand and seal of the notary making it, and 
must specify: 

1. The time and place of presentment; 

2. The fact that presentment was made and the manner thereof; 

3. The cause or reason for protesting the bill; 

4. The demand made and the answer given, if any, or the fact that the drawee or 
acceptor could not be found. 

§ 262. Protest; by whom made.—Protest may be made by: 

1. A notary public; or 

2. By any respectable resident of the place where the bill is dishonored, in the pres- 
ence of two or more creditable witnesses. 

§ 263. Protest; when to be made.—When a bill is protested, such protest must be made 
on the day of its dishonor, unless delay is excused as herein provided. When a bill 
has been duly noted, the protest may be subsequently extended as of the date of the 
noting. 

§ 264. Protest; where made.—A bill must be protested at the place where it is dishon- 
ored, except that when a bill drawn payable at the place of business or residence of some 
person other than the drawee, has been dishonored by non-acceptance, it must be pro- 
tested for non-payment at the place where it is expressed to be payable, and no further 
presentment for payment to, or demand on, the drawee is necessary. 

§ 265. Protest both for non-acceptance and non-payment.—A bill which has been pro- 
tested for non-acceptance may be subsequently protested for non-payment. 

§ 266. Protest before maturity where acceptor insolvent—Where the acceptor has been 
adjudged a bankrupt or an insolvent, or has made an assignment for the benefit of 
creditors, before the bill matures, the holder may cause the bill to be protested for better 
security against the drawer and indorsers. 

§ 267. When protest dispensed with.—Protest is dispensed with by any circumstances 
which would dispense with notice of dishonor. Delay in noting or protesting is excused 
when delay is caused by circumstances beyond the control of the holder and not im- 
putable to his default, misconduct, or negligence. When the cause of delay ceases to 
operate, the bill must be noted or protested with reasonable diligence. 

§ 268. Protest where bill zs lost, et cetera. — Where a bill is lost or destroyed, or is wrongly 
detained from the person entitled to hold it, protest may be made on a copy or written 
particulars thereof. 


ACCEPTANCE FOR HONOR.— 


§ 280. When bill may be accepted for honor—Where a bill of exchange has been pro- 
tested for dishonor by non-acceptance or protested for better security and is not over- 
due, any person not being a party already liable thereon may, with the consent of the 
holder, intervene and accept the bill supra protest for the honor of any party liable 
thereon or for the honor of the person for whose account the bill is drawn. The accep- 
tance for honor may be for part only of the sum for which the bill is drawn; and where 
there has been an acceptance for honor for one party, there may be a further acceptance 
by a different person for the honor of another party. 
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§ 281. Acceptance for honor; how made.—An acceptance for honor supra protest must 
be in writing and indicate that it is an acceptance for honor, and must be signed by the 
acceptor for honor. 

§ 282. When deemed to be an acceptance for honor of the drawer —Where an acceptance 
for honor does not expressly state for whose honor it is made, it is deemed to be an 
acceptance for the honor of the drawer. 

§ 283. Liability of acceptor for honor —The acceptor for honor is liable to the holder 
and to all parties to the bill subsequent to the party for whose honor he has accepted. 

§ 284. Agreement of acceptor for honor.—The acceptor for honor by such acceptance 
engages that he will on due presentment pay the bill according to the terms of his 
acceptance, provided it shall not have been paid by the drawee, and provided also that 
it shall have been duly presented for payment and protested for non-payment and 
notice of dishonor given to him. 

§ 285. Maturity of bill payable after sight; accepted for honor—Where a bill payable 
ufter sight is accepted for honor, its maturity is calculated from the date of the noting 
for non-acceptance and not from the date of the acceptance for honor. 

§ 286. Protest of bill accepted for honor, et cetera.—Where a dishonored bill has been 
accepted for honor supra protest or contains a reference in case of need, it must be pro- 
tested for non-payment before it is presented for payment to the acceptor for honor or 
referee in case of need. 

§ 287. Presentment for payment to acceptor for honor; how made.—Presentment for 
payment to the acceptor for honor must be made as follows: 

1. If it is to be presented in the place where the protest for non-payment was made, 
it must be presented not later than the day following its maturity; 

2. If it is to be presented in some other place than the place where it was protested, 
then it must be forwarded within the time specified in section one hundred and seventy- 
five. 

§ 288. When delay in making presentment is excused.—The provisions of section one 


hundred and forty-one apply where there is delay in making presentment to the acceptor 
for honor or referee in case of need. 


PAYMENT FOR HONOR.— 


§ 300. Who may make payment for honor.—Where a bill has been protested for non- 
payment, any person may intervene and pay its supra protest for the honor of any 
person liable thereon or for the honor of the person for whose account it was drawn. 

§ 301. Payment for honor; how made.—The payment for honor supra protest in order 
to operate as such and not as a mere voluntary payment must be attested by a notarial 
act of honor, which may be appended to the protest or form an extension to it. 

§ 302. Declaration before payment for honer.—The notarial act of honor must be 
founded on a declaration made by the payer for honor, or by his agent in that behalf 
declaring his intention to pay the bill for honor and for whose honor he pays. 

§ 303. Preference of parties offering to pay for honor—Where two or more persons offer 
to pay a bil! for the honor of different parties, the person whose payment will discharge 
most parties to the bill is to be given the preference. 

§ 304. Effect on subsequent parties where bill is paid for honor —Where a bill has been 
paid for honor all parties subsequent to the party for whose honor it is paid are dis- 
charged, but the payer for honor is subrogated for, and succeeds to, both the rights and 
duties of the holder as regards the party for whose honor he pays and all parties liable 
to the latter. 

§ 305. Where holder refuses to receive payment supra protest—Where the holder of a 
bill refuses to receive payment supra protest, he loses his right of recourse against any 
party who would have been discharged by such payment. 

§ 306. Rights of payer for honor.—The payer for honor, on paying to the holder the 
amount of the bill and the notarial expenses incidental to its dishonor, is entitled to 
receive both the bill itself and the protest. 


BILLS IN A SET.— 


§ 310. Bulls in sets constitute one bill—Where a bill is drawn in a set, each part of the 
set being numbered and containing a reference to the other parts, the whole of the 
parts constitute one bill. 


§ 311, Rights of holders where different parts are negotiated—Where two or more parts 
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of a set are negotiated to different holders in due course, the holder whose title first 
accrues is as between such holders the true owner of the bill. But nothing in this 
section affects the rights of a person who in due course accepts or pays the part first 
presented to him. 

§ 312. Liability of holder who indorses two or more parts of a set to different persons.— 
Where the holder of a set indorses two or more parts to different persons he is liable on 
every such part, and every indorser subsequent to him is liable on the part he has him- 
self indorsed, as if such parts were separate bills. 

§ 313. Acceptance of bills drawn in sets—The acceptance may be written on any part, 
and it must be written on one part only. If the drawee accepts more than one part, 
and such accepted parts are negotiated to different holders in due course, he is liable 
on every such part as if it were a separate bill. 

§ 314. Payment by acceptor of bills drawn in sets.—When the acceptor of a bill drawn 
in a set pays it without requiring the part bearing his acceptance to be delivered up to 
him, and that part at maturity is outstanding in the hands of a holder in due course, 
he is liable to the holder thereon. 

§ 315. Hffect of discharging one of a set—Except as herein otherwise provided, where 
any one part of a bill drawn in a set is discharged by payment or otherwise the whole 
bill is discharged. 


PROMISSORY NOTES AND CHECKS.— 


§ 320. Promissory note defined —A negotiable promissory note within the meaning of 
this act is an unconditional promise in writing made by one person to another, signed 
by the maker, engaging to pay on demand or at a fixed or determinable future time a 
sum certain in money to order or to bearer. Where a note is drawn to the maker’s 
own order, it is not complete until indorsed by him. 

§ 321. Check defined.—A check is a bill of exchange drawn on a bank, payable on 
demand. Except as herein otherwise provided, the provisions of this act applicable to 
a bill of exchange payable on demand apply to a check. 

§ 322. Within what time a check must be presented—A check must be presented for 
payment within a reasonable time after its issue or the drawer will be discharged from 
liability thereon to the extent of the loss caused by the delay. 

323. Certification of check; effect of —-Where a check is certified by the bank on which 
it is drawn the certification is equivalent to an acceptance. 

§ 324. Effect where the holder of check procures it to be certified —Where the holder of 
a check procures it to be accepted or certified the drawer and all indorsers are discharged 
from liability thereon. 

§ 325. When check operates as an assignment.—A check of itself does not operate as 
an assignment of any part of the funds to the credit of the drawer with the bank, and 
the bank is not liable to the holder, unless and until it accepts or certifies the check. 

§ 326. Recovery of forged check.—No bank shall be liable to a depositor for the pay- 
ment by it of a forged or raised check, unless within one year after the return to the 
depositor of the voucher of such payment, such depositor shall notify the bank that the 
check so paid was forged or raised. 

§ 330. Negotiable instruments given for patent rights—A promissory note or other 
negotiable instrument, the consideration of which consists wholly or partly of the right 
to make, use or sell any invention claimed or represented by the vendor at the time of 
Sale to be patented, must contain the words “given for a patent right” prominently 
and legibly written or printed on the face of such note or instrument above the signa- 
ture thereto; and such note or instrument in the hands of any purchaser or holder is 
subject to the same defenses as in the hands of the original holder; but this section does 
not apply to a negotiable instrument given solely for the purchase price or the use of 
a patented article. 

§ 331. Negotiable instruments for a speculative consideration.—lf the consideration of 
a promissory note or other negotiable instrument consists in whole or in part of the 

purchase price of any farm product, at a price greater by at least four times than the 
fair market value of the same product at the time, in the locality, or of the membership 
and rights in an association, company or combination to produce or sell any farm 
product at a fictitious rate, or of a contract or bond to purchase or sell any farm product 
at a price greater by four times than the market value of the same prcduct at the 
time in the locality, the words, ‘given for a speculative consideration,’ or other words 
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clearly showing the nature of the consideration, must be prominently and legibly written 
or printed on the face of such note or instrument above the signature thereof; and 
such note orinstrument, in the hands of any purchaser or holder, is subject to the same 
defenses as in the hands of the original owner or holder. 

§ 332. How negotiable bonds are made non-negotiable-—The owner or holder of any 
corporate or municipal bond or obligation (except such as are designated to circulate 
as money, payable to bearer), heretofore or hereafter issued in and payable in this 
State, but not registered in pursuance of any State law, may make such bond or obli- 
gation, or the interest coupon accompanying the same, non-negotiable, by subscribing 
his name to a statement indorsed thereon that such bond, obligation or coupon is his 
property; and thereon the principal sum therein mentioned is payable only to such owner 
or holder, or his legal representatives or assigns, unless such bond, obligation or coupon 
be transferred by indorsement in blank, or payable to bearer, or to order, with the addi- 
tion of the assignor’s place of residence, 


Law of Partnerships 


DEFINITION.—‘‘A contract of partnership is one by which two or more 
persons agree to carry on a business for their common benefit, each contribut- 
ing property or services, and having a community of interest in the profits. 
It is in effect a contract of mutual agency, each partner acting as a principal 
in his own behalf and as agent for his copartner.’’ (Karrick v. Hannaman, 
168 U. S. 328.) 


FORMATION AND ELEMENTS.— 

By Contract.—A partnership is the result of a contract which at common 
law may be oral or written. ‘‘There is no such thing as a partnership by 
implication of law. The relation inter se is founded in voluntary contract, 
and cannot exist independent of it.’’ (Wilson’s Ezrs. v. Cobb’s Ezrs., 28 
N. J. Eq. 177.) The contract must be enforcible and contain all elements 
necessary to support a simple contract in so far as it relates to capacity of 
parties, consideration and purpose. 

Purpose.—A partnership may be formed for any purpose agreed to by the 
parties which does not contravene the law. (Sampson v. Shaw, 101 Mass. 
* 145.) A partnership formed for illegal purposes or carrying on a legal business 
in an illegal manner is not recognized by the courts and no assistance will 
be given to enforce its claims, compel members to account, or contribute 
for losses. (McMullen v. Hoffman, 174 U. 8S. 639.) 

Community of Interest.—‘‘In every partnership there is a community of 
interest, but every community of interest does not create a partnership. 
There must be a joint ownership of the partnership funds, as a joint right 
of control over them and also an agreement to share the profits and losses 
arising therefrom.” (Sodiker vy. Applegate, 24 W. Va. 411.) ‘‘Partnership 
involves community of interest in some lawful commerce or business for the 
conduct of which the parties are mutually agents for each other—but with 
general powers within the scope of the business; which powers they can 
restrict by agreement to the extent. of making one the sole agent of the rest 
of the business.” (Brotherton vy. Gilchrist, 144 Mich. 274.) 

Sharing Profits.—Sharing profits of a business raises a presumption that 
there is a partnership, which, however, is not conclusive. ‘‘The tendency 
of the modern authorities is toward the doctrine that the sharing of profits 
is evidence that he who shares them is a partner, but not conclusive evidence, 
the true test being whether there is such a participation in or sharing of the 
profits as to constitute the relation of principal and agent between the person 
taking the profits and those actually carrying on the business. The inten- 
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tion of the {parties must control. The relation of partners is formed by 
contract, or by the acts of the parties which amount toa contract. If there 
is no partnership inter se,. there can be none as to third parties, unless a 
party by his acts has put himself in such a position that he is estopped from 
denying that he is a partner.’”’ (Johnson v. Rothschild, 63 Ark. 518.) 

Business in Common.—To have a partnership there must be merged into 
a common business the individual property, interests, rights, and powers of 
the associates so that they are coprincipals in the business. (Bendell v. 
Hettrick, 35 N. Y. Sup. Ct. 45; Meserve v. Andrews, 104 Mass. 360.) 

Single Ventures.—Although a partnership can and may be formed for a 
single venture, in the absence of express agreement it is necessary to make 
inquiries to determine if a partnership exists, or whether there is not some 
other relation, as joint tenancy or tenancy in common. If the partners have 
contributed to a common fund from which purchases were made for the 
venture, a partnership will be inferred; otherwise not. (Guibert v. Saunders, 
10 N. Y. St. 43; Clark v. Sidway, 142 U. 8. 682.) 

Farming on Shares.—‘‘An agreement between two parties that one shall 
furnish a farm with a certain amount of teams and labor and the other shall 
manage the farm and give certain labor, the crops to be divided, does not 
constitute a partnership.” (Blue vy. Leathers, 15 Ill. 32.) 

Share of Profits as Compensation.—In and of itself a share of the profits 
given as compensation does not create the relation of partnership in the 
absence of other elements, as a community of interest and rights as a partner. 
(Grapel v. Hodges, 112 N. Y. 419; Gentry v. Singleton, 128 Fed. 679.) 

Sharing Profits and Losses.—‘‘A mere agreement to share profits and 
losses does not constitute persons partners inter se.”’ (McDonald v. Matney, 
82 Mo. 358.) The other elements heretofore mentioned are necessary, 

Formation by Estoppel.—The doctrine of estoppel is not applied very often 
in establishing the relation of partnership among the members themselves. 
It is, however, applicable in such cases where one has availed himself of the 
benefits of an apparent partnership and who then denies being a partner to 
to the injury of his copartner. (Pierce v. Whitley, 39 Ala. 172; McStea v. 
Matthews, 50 N. Y. 166.) 


PARTNERSHIP RELATIONS.— 

As to Outside Parties.—Persons who as a result of contract become partners 
among themselves are considered and held as partners as to third parties. 
““A partnership, as to third persons, can only arise either by contract between 
the parties themselves, by implication of law arising from a contract which 
does not make them partners as to each other but does make them partners 
as to third persons, or by some act or declaration of the partners by which 
third persons are reasonably led to suppose that the partnership exists.” 
(Ernstein v. Gourdin, Fed. Case No. 4320.) 

By Estoppel.—A person although not a partner in fact will be held liable 
as one where he held himself out as a partner so that others were led to deal 
with him. ‘‘The theory upon which such a liability arises is that persons 
who hold themselves out to the world as aaa ee dealing in such a manner 
as to create the appearance of partnership to the injury of innocent third 
parties, are estopped from denying that their actual relation is not what 
their acts would seem to indicate it to be.’”’ (Clark v. Rumsey, 59 N. Y. 
App. Div. 435.) | 

Dormant Partner.—A dormant partner is one whose connection with the | 
firm is unknown to the general public and who takes no active interest in the 
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management. The relation is the result of contract and on retirement he 
need not give notice to trade creditors or the public to escape liability. 

Partnership Property.—All property contributed by partners or subse- 
quently acquired becomes firm property, as well as all profits accrued during 
the operation of the business. (Wilson v. Cobb, 29 N. J. Eq. 361.) 

Real Estate.—Real estate contributed by one of the partners becomes 
partnership property. Where such property is purchased with partnership 
funds it is firm property even if title is taken in the name of one partner 
only, who then holds it as a constructive trustee. ‘Real estate purchased 
with partnership funds for partnership uses, though the title be taken in the 
name of one partner, is in equity treated as personal property, so far as is 
necessary to pay the debts of the partnership and adjust the equities of the 
partners.”’ (Shanks v. Klein, 104 U. S. 18.) 

RIGHTS AND LIABILITIES—1. AS TO PARTNERS.— 

Trust Relations.—The partnership relation is one requiring utmost good 
faith in the dealings of the partners among themselves during the continuance 
of the partnership. This trust relation extends from the very first negotia- 
tion leading to the formation of the partnership to the time for dissolution. 
(Butler v. Prentice, 158 N. Y. 49.) 

Capital of the Firm.—The capital of the firm consists of what is contributed 
by the members, which becomes firm property, and any profits earned less 
the liabilities due creditors. 

Advances and Loans.—In the absence of agreement the sums contributed 
by partners beyond their capital investment are treated as loans and advances 
ee they are entitled to be reimbursed. (Topping v. Paddock, 92 Ill. 
92. 

Interest.—Interest does not accrue to partners on their balances until after 
the balance is struck and thenfonly by agreement. A partner’s capital does 
not bear interest unless expressly agreed on by the partners. 

Interest on Advances.—The modern rule on this subject is that a partner 
who has made a cash loan to his firm over and above his capital requirement 
is entitled to interest at the legal rate without an express agreement with his 
copartners. (Rodgers vy. Clement, 162 N. Y. 422; Winchester v. Glazier, 
152 Mass. 316.) 

Management.—In the absence of agreement, every partner is entitled to a 
share in the management of the business and in case of disagreement the 
majority governs. (Livingston v. Lynch, 4 Johns Ch. 573.) 

Books of Account.—The partnership books of account should be kept at 
the firm’s place of business, accessible to each partner, and entries made by 
anyone will be construed as conclusive as to him. Where all partners have 
access to the books they will be deemed accurate. The correctness of books 
kept by one partner can be questioned by another. Any of these presump- 
tions may be rebutted by the parties. (Tallmadge vy. Penoyer, 35 Barb. 
Ne ys) 120.) 

Statement of Accounts.—‘‘Statements of account, whether taking the 
form of periodical balances on the firm’s books or of formal documents 
interchanged among the partners, are generally conclusive upon the partners, 
unless impeachable because of fraud or mutual mistake. It is the duty of 
each partner to examine such accountings and complain promptly of any 
mistakes therein. Failure to do this and consequent acquiescence in the 


correctness of the statements operate ordinarily as a bar to any subsequent 
claim inconsistent with them.” (30 Cyc. 448.) 
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Reimbursement for Expense.—A partner is entitled to reimbursement 
for expenditures made by him on behalf of the firm. 

Salary and Services.— Unless agreed to by the partners the members are not 
entitled to salary, and where no agreement exists to the contrary they pe 
devote their entire time and effort to partnership affairs. 

Sharing Profits.—In the absence of agreement the partners share profits 
equally regardless of the inequality of capital and services contributed by 
them. (Hvans v. Warner, 20 N. Y. App. Div. 230; Kimberly v. Arms, 129 
U. S. 512.) 

Conflict of Interests—Partner Dealing with Outsiders.—By reason of the 
relation of partnership requiring a partner to devote himself personally to 
the purposes of the firm, the courts scrutinize carefully the transactions of a 
partner in his individual capacity with outside parties and will compel the 
partner to account to the firm for all profit arising from such transactions if 
the partner’s personal interest and those of the firm are in conflict. (Bloom v. 
Lofgren, 64 Minn. 1.) 

Transactions Prohibited.—A partner cannot use partnership funds to pay 
personal debts, gain secret profits from the firm, or use firm property for 
individual benefit unless specifically authorized by the other partners. 

Legal Action Between Partners.—One partner cannot sue another at law 
in regard to partnership matters until the partnership has been dissolved and 
there has been an accounting. (Mitchell vy. Tonkin, 109 App. Div. [N. Y.] 165.) 


2. AS TO OUTSIDE PARTIES.— 

Partners’ Status.—Each member of a partnership is an agent for all the 
others in the firm business (Andrews v. Congar, 131 U. 8. 26) and ‘“‘a partner 
is bound by the act of his copartner within the scope of the business of the 
firm, even if that act be fraudulent as between the partners.’’ (Capelle v. 
Hall, Fed. Case No. 2391.) 

Firm Name.—Where a partnership has adopted a firm name it will be 
bound only by transactions made and running in that name, unless they 
consent and ratify to the use of some other name. (Palmer v. Stephens, 
1 Den. [N. Y.] 471.) 

Buying and Selling.—Each partner has implied authority to bind the firm 
through contract for the purchase and sale of property usually dealt with in 
the course of the partnership business. 

Sale of Real Estate.— Without express authority from the other members 
a partner has no authority to sell and convey real estate belonging to the 
firm (Calder vy. Creditors, 47 La. Ann. 346), unless the real estate by agreement 
or by reason of the nature of the business is regarded as personalty (Rooelsky v. 
Brown, 92 Ala. 522). 

Disposing of Entire Property.—“‘ A transfer, by only one of several partners, 
of all the firm property, not made for partnership purposes, nor in payment 
of a creditor, nor as an assignment of firm property in the due course of 
business, nor as security for an antecedent debt, is void.’’ (Freemen v. 
Abramson, 30 Misc. [N. Y.] 101.) 

Releases and Settlements.—A partner has authority to release claims of 
the partnership and make settlement of transactions within the scope of the 
partnership business. 

Negotiable Paper.— Within the scope of the firm’s business a partner has 
authority to negotiate commercial paper for the partnership business. (Sil- 
vermann v, Chase, 90 Ill. 37; Rumsey v. Briggs, 1389 N. Y. 323.) He has, 
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however, no authority to bind the firm by accommodation indorsement 
without their consent. (Beach v. State Bank, 2 Ind. 488.) 

““The theory upon which one partner may bind his copartners by the use 
of the partnership name upon commercial paper, or other parol contracts, 
is that a confidence is reposed which amounts to a power or authority to 
each partner to bind the firm by contracts in matters relating to the business 
of the partnership. But this power is circumscribed and limited to contracts 
within the scope of the partnership business.’’ (Elliott v. Dudley, 19 Barb. 
[Newyelis26)) 

Suretyship and Guaranty.—One partner cannot bind the firm as guarantor 
or surety for a third person, without the assent or ratification of the other 
partners. (Avery v. Rowall, 59 Wis. 82.) 

Arbitration.—A partner cannot bind his copartners by submission of part- 
nership matters to arbitration. (Karthaus v. Yllasy Ferrer, 26 U. S. 222.) 

Torts.—General rule: ‘‘A defendant cannot be held liable for the tortious 
act of another on the ground that they were partners, except upon proof that 
the partnership in fact existed at the time, and that the act was done in rela- 
tion to the partnership business, with the knowledge and approval or ratifi- 
cation of such defendant, or that it was plainly for the benefit of the firm, 
and was committed in the usual and ordinary prosecution of the business 
which the partner committing it was accustomed to transact.’”’ (Shapard v. 
Hynes, 104 Fed. 45.) 


RIGHTS AND REMEDIES OF CREDITORS.— 

Marshaling of Assets.—This refers to the application of assets to the 
liquidation of debts of the firm and the individual members thereof, and 
applies where firm assets and individual assets of its members are before a 
court of equity for distribution, as in the case of insolvency of the firm and 
of its members individually. (United States v. Lewis, 92 U. S. 618.) The 
rule then is that firm debts must be paid out of firm property, and private 
debts out of private property; and no resort can be had by the one class of 
creditors to the fund belonging to the other until their own fund has been 
first exhausted. (Pahlman vy. Graves, 26 Ill. 405.) 

Creditors of a partnership can look only to the surplus of the separate 
estate of the members of the firm after the payment of the separate debts, 
and separate creditors can seek indemnity only from the surplus of the joint 
fund after the satisfaction of joint creditors. (McCulloh v. Dashiells Adm., 
1 Har. & G. 96.) 

Real Estate.—Real estate of the firm even though in the name of but one 
or more partners is treated as a firm asset available for liquidation of firm 
debts in preference to the claims of the individual partners. (Standish v. 
Babcock, 52 N. J. Eq. 628.) 

Creditors of Individual Partners.—A creditor of an individual partner in 
seeking to satisfy his claim from partnership property is confined to the share 
of the partner in the firm assets after all firm liabilities are met. It is not 
any particular piece of property but an interest in the firm assets after the 
settlement of firm accounts, which is applicable to a partner’s separate debts. 
(Atwood v. Meredith, 37 Miss. 635.) 


DISSOLUTION.— 

Retirement or Admission of Partner.—Under the common law the retire- 
ment or admission of a partner resulted in the creation of a new firm and 
a dissolution of the old one unless the partners agree in their partnership 
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contract that the admission or retirement of members shall not work a disso- 
lution. (Rand vy. Wright, 141 Ind. 226.) 

Use of Firm Name.—The continuance of the use of a firm name after 
dissolution may be acquired by the remaining partners by purchase or agree- 
ment. It is, however, not an inherent right and in the absence of such 
agreement it is held that the continuing partners have no right to continue 
to use the firm name. (Morgan v. Schuyler, 79 N. Y. 490.) 

Good-Will.—The good-will of a business is property capable of being sold. 
Generally it passes with a business and in the sale or retirement of a partner 
the good-will continues with the remaining members conducting the business 
and passes to them under the agreement of sale or continuance of the business 
even though no specific mention is made of the intangible asset. (Steinfeld 
v. National Shirt Waist Co., in re good-will, see 20 Cyc. 1278.) 

Liability of Retiring Partner.—A retiring partner remains liable for debts 
contracted before his retirement even though his copartners have agreed to 
Se the liabilities and discharge the obligations. (Penn v. Fogler, 182 
Ill. 76. 

Notice by Retiring Partner.—A retiring partner is liable not only for debts 
contracted by the firm before his retirement but also for subsequent debts 
unless he has given notice of his retirement. That notice must be actual 
notice in the case of former creditors and constructive notice to the trade in 
general, which is done as a rule by sending letters or announcements to the 
former creditors and newspaper announcements to the trade in general. 

Novation.—Novation is established and the retiring partner discharged 
of liability for debts of the firm where creditors, with knowledge of the con- 
tinuing partner’s agreement to assume the debts, enter into a totally new 
agreement with him entirely changing the nature of the debt. (Harris v. 
Lindsay, Fed. Case No. 6123; Regester v. Dodge, 61 How. Prac. 107.) 

Death of Partner.—In the absence of agreement, death terminates the part- 
nership and the surviving partner has the exclusive right to liquidate the 
affairs of the firm, but not the right to subject the estate of the deceased 
partner to any new obligations. 

Rights of Widow and Heirs.—The interest of a deceased partner in part- 
nership real estate descends to his heirs at law, subject to the debts of the 
partnership and the equities of the remaining partners, in accordance with 
real estate law, unless the partnership agreement treats the real estate as 
personal property by equitable conversion, in which case distribution follows 
the law of personalty. 

Accounting and Settlement.—The surviving partner must account to the 
estate of the deceased partner for his interest in the S4rm at a fair valuation, 
and if he fails, he can be compelled to present such an accounting by the 
proper probate courts. (Clausen v. Privogel, 114 App. Div. [N. Y.] 455; 
Leland v. Newton, 102 Mass. 350.) 

TERMINATION OF PARTNERSHIP.— 

Partnership at Will.—A partnership at will is one in which no definite 
time or term is fixed and which may be terminated by a member at any 
time by giving notice to all the other partners. 

Fixed Term.—A partnership is terminated by efflux of time where a fixed 
time is agreed upon by the partners. This may, however, be changed sub- 
sequently by mutual consent. 

Death, Insanity, or Bankruptcy of Partner.—Dissolves partnership ipso 


facto. 
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Accounting.—On dissolution each partner is entitled to an accounting from 
each one of his other partners on all matters relating to partnership transac- 
tions. (Lorch v. Hull, 178 N. Y. 9; Mellor v. Smither, 114 Fed. 116.) In 
the absence of fraud or mistake an accounting and settlement between 
partners at the time of dissolution is binding on the partners and is a good 
defense in an action by any one to require further settlement. (Wells v. 
Erstein, 24 La. Ann. 317.) 

THE UNIFORM PARTNERSHIP ACT.—The desirability of having 
uniform laws throughout the country, particularly in so far as they relate 
to business, is generally recognized. Many states have adopted a number 
of the uniform laws devised by the commissioners appointed for that purpose; 
the most generally known are the Uniform Negotiable Instruments Law and 
the Uniform Sales Act. 


States and territories which have adopted the Uniform Partnership Act are 
as follows: 


Alaska Michigan ‘Tennessee 
Idaho Minnesota Utah 
Illinois New Jersey Virginia 
Maryland New York Wisconsin 
Massachusetts Pennsylvania Wyoming 


Law of Agency 


DEFINITION.—Briefly, an agent may be defined as ‘“‘one who acts for, 
or in place of, another denominated the principal, in virtue of power or 
authority conferred by the latter, to whom an account must be rendered.’’ 
(Rowe v. Rand, 111 Ind. 206.) 

The relationship of agency is comprehensively defined by Mechem as: 
“A legal relation, founded upon the express or implied contract of the parties 
or created by law, by virtue of which one party, the agent, is employed and 
authorized to represent and act for the other, the principal, in business 
dealings with third persons.”’ 

An agent may be known as such or may be known under a distinctive title, 
as attorney, consignee, clerk, factor, etc. 

OTHER SIMILAR RELATIONS.—Since the law differs as to agency, 
master and servant, independent contractor, licensee, and trustee, the dis- 
tinctive features of each will be discussed. 

Servant.—'' The words ‘agent and servant’ are not wholly synonymous; 
both, however, relate to voluntary action under employment, and each 
expresses the idea of s.~7ice. The service performed by a servant for his 
employer may not be inferior in degree to work done by an agent for his 
principal. A servant is a worker for another under an express or implied 
employment, so also is an agent, only he works, not only for, but in the place 
of, his principal.” (Reo v. Treadwell, 69 Cal. 226.) The California Civil 
Code defines an agent as one who represents another in dealings with third 
persons and in No. 2295 defines a servant as one employed to render personal 
service entirely under the direction and control of the employer. While the 
relationship is similar and the cases not in harmony to produce a rule of 
universal application to differentiate between agent and servant, the dis- 
tinction made by the California Civil Code is probably the best test. This 
may be summarized: An agent is employed to establish contractual relations 
between his principal and third persons, whereas a servant is not. 
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Independent Contractor.—A principal is liable for the acts of his agent 
while acting within the scope of his authority, whereas the acts of an inde- 
pendent contractor are his own for which he alone is responsible. The 
distinguishing feature lies in the retention and control of the means of carrying 
out the object of the relationship. If the employer retains the right of 
general control and management of the work, he makes the employee his 
agent, but if the employer leaves the choice of means and methods, he makes 
him an independent contractor. (Lawrence v. Shipman, 36 Conn. 586.) 

Licensee.—A licensee is one receiving permission to do a certain thing for 
which the one granting the permission is not responsible. Murphy v. 
Emigration Com. (28 N. Y. 134) holds: ‘‘In some cases permission is granted 
by one person to another which under the conditions may amount to a mere 
license to do some act or acts on his own responsibility.” 

Trusteeship.— While an agent and a trustee are similar in that they hold 
a fiduciary relation to their principal and cestui que trust, respectively, the 
essential difference lies in the title to property. In a {sasteeshiD the ath 
lies in the trustee but in agency the title remains in the principal. 

WHO MAY BE A PRINCIPAL.—‘‘Any person capable of transacting his 
own business may appoint an agent to act in his behalf in all ordinary affairs 
of life.’ (Caley v. Morgan, 114 Ind. 350.) <A person must be swi juris, ie., 
capable of entering into an enforcible contract before he can become a prin- 
cipal. There are certain personal affairs which cannot be delegated to an 
agent, such as contracting a marriage or making a will. Citizens of nations 
at war with one another cannot become principal or agent of one another. 

WHO MAY BE AN AGENT.—The general rule is that anyone may act 
as an agent except an insane person incapable of following instructions or of 
exercising discretion, or an infant of tender years. A person having interests 
incompatible with those of the principal is disqualified under the law to take 
the agency. 

METHOD OF CREATING AGENCY.—Agency may be created by 
contract, express or implied, estoppel, operation of law and necessity, and 
ratification. 

Creation by Express Contract.—To establish the relation of agency by 
contract, all the elements necessary to support a simple executory contract 
are necessary, which are as follows: 

Mutual assent—must be contract of employment, express or implied. 

Consideration is required in executory contract to act as agent. 

Intention—implied or express. 

Notification—agent must be notified before appointment becomes 
effective. 

In general, no particular form or words are necessary so long as the context 

fulfils the above requirements. 

In certain instances the statute law requires certain formalities, as in 
writing or under seal. The purpose of the agency governs in such cases and 
rests on the principle that an agent’s authority must be of the same degree 
as the acts he is called on to do. If he is to execute sealed instruments his 
authority must be under seal, likewise if the law (Statute of Frauds, for 
instance) requires him to execute contracts in writing, his authority or 
appointment must be in writing. 

Creation by Implied Contract.—Probably the most common method of 
creating agencies is where the relationship is implied from the surrounding 
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facts and circumstances, as where, for instance, from the course or previous 
dealings, habits, or actions of the principal it is implied that another is his 
agent. An agent under an implied contract is a real agent with all the rights 
and liabilities of an agent in his relations with his principal and outside parties. 

Creation by Estoppel.—An agency created under the doctrine of estoppel 
is one implied under the law for the protection of outside parties wherein the 
principal is held responsible for the acts of the apparent agent. The agent 
in fact is no agent at all and as to the principal he has no rights. The ele- 
ments necessary to establish an agency by estoppel are: 


1. A false holding out by a person that he is the principal. 

2. Reliance by third parties on such holding out. 

3. Parting with value by the third party as a result of the actions 
indicated in (1) and (2). 

The false holding out may be done by words, acts, past dealings, particular 
circumstances, or any combination of them which would lead a reasonably 
prudent person to believe that the facts were true. Parting with value means 
giving up any legal right whereby his position is changed. The rule is that, 
‘“where one has reasonably and in good faith been led to believe from the 
appearance of authority which a principal permits his agent to have and 
because of such belief has in good faith dealt with the agent, the principal 
will not be allowed to deny the agency, to the prejudice of one so dealing.” 
(Columbia Mills Co. v. Nat. Bank of Commerce, 52 Minn. 224.) 

Creation by Operation of Law.—During the continuance of certain legal 
relations between parties the courts imply that an agency exists. Such 
relations are in: . 


1. Partnership, where each partner is an agent for the firm and can 
bind the firm within the sphere of activities usually found in such a 
business. In a trading firm a partner may bind the firm to contracts 
of the busines3, and issue commercial paper in the firm name. However, 
in a non-trading firm, such as a partnership of professional men, account- 
ants, lawyers, etc., a partner’s agency for the firm is more restricted. 
For instance, he never has authority, unless expressly given to him by 
the other parties, to issue commercial paper. 

2. Husband and wife, where the law implies that the wife is the agent 
of the husband to purchase necessities of life for herself and children. 
These necessities are such food, clothing, and articles as are reasonably 
required for the health and comfort of persons in the station of life of 
the husband and wife. 


Creation by Ratification—An unauthorized act of a person in behalf of 
another may be ratified by such other, thereby constituting the person an 
agent from the beginning. It is ‘‘the voluntary‘assumption, on full informa- 
tion, of an unauthorized act or agreement by the party in whose behalf it 
was done or made.”’ (St. Lowis Gunning Adv. Co. v. Wanamaker, 115 Mo. 
App. 270.) Such ratification is equivalent to original authority of the agent 
and confirms this act but does not change or make a new contract. 

In ratification there must be some authority which the agent has exceeded. 
The act must have been done in the name of a known or ascertainable prin- 
cipal who exists. The principal must have been competent as such when 
the act was done and must have full knowledge of all material elements of 
the act before ratification is effective. The act or transaction must be 
ratified in its entirety and cannot be accepted in part and rejected in part 
without the consent of the party with whom the contract was made. 
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To make ratification effective it must be communrcated and must follow 
the general rule required to give the agent his original authority. ‘‘ The 
ratification of a contract requires the same observance of the same formalities 
as the making of a valid contract.” (Acuna v. Ilailo, 2 Philippine 217.) 

Ratification does not equal authority in the following. Third parties are 
not bound by the act of the agent in such cases until the act is ratified by the 
principal. After an unauthorized contract is made by an agent, exceeding 
his authority, and outside parties have acquired an interest in the subject 
matter, they are protected in their interest provided it was obtained without 
knowledge on their part of the unauthorized contract, and before ratification. 

Creation by Adoption.—An act by an ostensible agent may be adopted by 
a principal as his act, thereby obtaining the rights and incurring the liabilities 
of the relationship of principal and agent. 

Distinction Between Ratification and Adoption.—‘‘In their primary sig- 
nificance, there is a manifest distinction between ‘adoption’ and ‘ratification.’ 
The one signifies to take and receive as one’s own that with reference to 
which there existed no prior relation either colorable or otherwise; while the 
other is a confirmation, approval or sanctioning of a previous act, or an act 
done in the name or on behalf of the party ratifying, without sufficient or 
legal authority, that is to say, the confirmation of a voidable act.’’ (Schreyer 
v. Turner Flouring Mills Co., 29 Or. 1.) 


REPUDIATION.—A principal must have full knowledge before he can be 
deemed to ratify the acts of his agent. If he wishes to repudiate the acts of 
an agent who has exceeded his authority, he must do it with reasonable 
promptness. ‘‘The cases abound in such remarks as that a principal must 
disavow the conduct of an agent done in excess of authority, in a reasonable 
time after getting notice of it, on pain of being deemed to have assented to 
the conduct.”’ (St. Lowis Gunning Adv. Co. v. Wanamaker, 115 Mo. App. 270.) 
In case the act is that of a person having no authority at all as an agent, 
repudiation is not called for. ‘‘A failure to disavow the act of a mere volunteer 
who meddlingly assumes to act without authority, as the agent of another, 
will not constitute a ratification.”’ (Robbins v. Blanding,” 87 Minn. 246.) 


KINDS OF AGENTS.— 

General Agent.—One appointed or held out as such by his principal to 
conduct all of his business or all of a particular business. His authority is 
general and the principal is bound to outsiders by all the acts of such an 
agent within the scope of his authority, even though it is beyond the specific 
instructions of the agent. 

Special Agent.—One appointed for a single act or specific purpose, limited 
by the restrictions imposed by the principal, who is bound only by acts of 
the agent expressly authorized by him. All persons dealing with a special 
agent must ascertain the extent of his authority and failure to do so is at 
their peril. 

Public Agent.—Those who act for government, state, city, or other political 
subdivision of a nation. 

Ostensible Agent.—‘‘One whom the principal, either intentionally or by 
want of ordinary care, induces third persons to believe to be his agent, 
although he has not, either expressly or by implication conferred authority 
on him.” (Farmers etc. Bank v. Butchers etc. Bank, 16 N. Y. 125.) 

Joint Agents.—Two or more persons authorized to act together for another 
are joint agents. To bind the principal they must act together. The acts 
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of less than all are not binding on the principal unless specifically authorized 
by the principal. 

Subagents.—A fundamental proposition in law is that a delegated authority 
cannot itself be delegated. For instance, a director of a corporation elected 
by stockholders cannot delegate his duties as director to another. Likewise, 
any other agent cannot delegate his authority to a subagent, unless specifically 
authorized, on the ground that agency is a personal trust calling for the 
exercise of skill and discretion on which the principal relies. 


TERMINATION OF THE AGENCY.—The relation of agency may be 
terminated: (1) by acts of the parties, or (2) by operation of law. 
1. Acts of the Parties.— 


(a) At will—where no time limit or definite object is set forth. 

(b) Agreement—the principal and agent may contract that the agency 
shall cease. 

(c) Expiration of the time in the original contract of agency or the time 
of its subsequent extension. 

(d) Completion of the objects of the agency as originally agreed upon. 

(e) Revocation of authority by the principal, who may terminate the 
agency except where the agency is irrevocable. 

(f) Renunciation of the agency by the agent. 


In revocation and renunciation the principal and agent, respectively, are 
liable for damages for a breach of contract except where the other party 
contributes cause. In renunciation such cause would be the failure of the 
principal to furnish the place, tools, or the facilities, or in revocation would be 
where the agent became incapacitated or refused to do his duties. 

2. Operation of Law.—The relation of agency may be terminated by opera- 
tion of law by any one of the following acts: 


(a) Death of principal or agent. The estate of neither party can be 
held for completion of performance or for subsequent earnings. 

(b) Insanity of principal or agent. 

(c) Bankruptcy of either party will terminate an agency relating to 
property of the one adjudicated bankrupt. 

(d) War between nations terminates, with few exceptions, the relation 
of agency between the citizens of the respective countries at war. 

(e) Destruction or loss of control of the subject matter of the agency; 
change of legal status of principal or agent brought about by oper- 
ation of the civil or criminal law, as arrest, imprisonment of one 
of the parties, dissolution of corporation or partnership; or where 
the agent’s interest becomes adverse to the principal. 

(f) Changes in the law making the agency illegal, as where enactment 
of the prohibition law terminated agencies for the sale of wines, 
liquors, ete. 

IRREVOCABLE AGENCY.— 

Agency Coupled with an Interest.—When an agent has an interest of his 
own in the subject matter of the agency, the agency is irrevocable and he is 
said to have an agency coupled with an interest. ‘‘These are irrevocable 
by the act of the principal for they are founded upon sufficient consideration 
and created to subserve purposes in which another has an interest.’’ (Bonney 
y. Smith, 17 Ill. 531.) 

Change of Position of Agent.—Where an agent within the scope of his 
authority enters into contractual relations as agent with outside parties 
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whereby he would be personally liable, the agency is irrevocable, as for 
instance, if he personally warrants on proper authority goods sold for his 
principal who agreed to meet claims under such a warranty. 


RELATION OF PRINCIPAL AND AGENT—1. DUTIES OF AGENT.— 

Instructions.—‘‘It is a well-established rule of law that an agent is bound 
to execute the orders of his principal whenever for a valuable consideration 
he has undertaken to perform them, whether reasonable or not, unless pre- 
vented by some unavoidable accident without default on his part, or unless 
the instructions require him to do an illegal or immoral act.’’ (Rectsherd v. 
St. Louis Accom. Bank, 47 Mo. 181.) 

Loyalty.—As the agency relation is of a fiduciary nature, utmost good faith 
is required of the agent, whose interest cannot become antagonistic to those 
of his principal, nor can he act for two parties of opposing interests without 
the consent of both parties. ‘‘ The law is now well settled that the relation- 
ship of principal and agent is one involving confidence, and it is the duty of 
every agent to act with the most perfect good faith towards his principal, 


and not in any way to abuse the confidence reposed in him.’’ (Pommerende 
v. Bate, 3 Sask. L. 51.) 
Render Proper Accounts.—“‘It is elementary law that all profit made or 


advantage gained by an agent in the execution of his agency belongs to the 
principal and it is immaterial whether that advantage is the result of the 
performance or violation of the agent’s duty.”’ (Wells v. Cochran, 84 Nebr. 
278.) ‘‘As to the duty of an agent, while acting for and on behalf of his 
principal, there can be no doubt. When the character and nature of the 
business in which he is employed requires it, he should keep full, accurate 
and regular accounts of all his transactions, of his payments and disburse- 
ments, and should render, at all proper times, an account thereof to his 
principal, without suppression, concealment or overcharge. This duty is 
incident to the relation, and arises from the nature of his employment.” 
(Gallup v. Merrill, 40 Vt. 133.) 

Keep Principal’s Property Separate from His Own.—It is an important 
duty of an agent to keep separate and distinct from his own the property 
of his principal. If he fails to do so and loss of intermingled funds or property, 
his own and his principal’s, results he is personally liable for such loss. 

Skill and Diligence.—Competent skill as well as fidelity may be legally 
demanded of an agent, and for a deficiency in either he is responsible. (Red- 
field v. Davis, 6 Conn. 439.) 


2. DUTIES OF THE PRINCIPAL.— 

To Provide Facilities —The primary duty of the principal is to provide 
proper facilities to carry out the purposes of the agency. 

Reimbursement for Expenditures.—The principal is liable for reasonable 
disbursements or expenses incurred by the agent in good faith in carrying out 
the purpose of the agency. The agent has a particular lien for such expenses 
as well as for commissions on property of the principal coming into possession 
of the agent in the course of his employment. 

Compensation.—The agent is entitled to the compensation agreed upon, 
or if no amount is stipulated the reasonable value of the service, or the usual 
compensation for such service as determined by custom or usage of the trade. 
This compensation may be salary, wages, or commissions. As a general 
rule, where the compensation is by way of salary or wages, the principal is 
liable whether he accepts the result of the labor or not. On the other hand, 
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the rights of the agent to commissions are not completed until the purpose of 
the agency is performed. 


RELATION OF AGENT AND OUTSIDE PARTIES—1. DUTY OF 
AGENT.— 3 

Implied Warranty of Authority.—A person who holds himself out as an 
agent impliedly warrants that he is such an agent. If anyone deals with him 
in good faith and finds that he has no such authority, the agent may be held 
personally as a principal. 

Undisclosed Principal.—lIt is the duty of an agent to disclose his principal} 
if he fails to do so he will be held as a principal. (Hamlin v. Abell, 120 Mo. 
188.) ‘‘It is a well recognized rule of law that where an agent conceals the 
fact of his agency and enters into a contract in his own name, he may be 
treated as a principal by the party with whom he deals and may be held 
liable on the contract to the same extent as if he were in fact a principal in 
interest.”” (Whitney v. Woodmansee, 15 Idaho 735.) 

The outside party may elect to hold either the principal or the agent. The 
principal cannot be held where: 


1. The outside party has conclusively decided to hold the agent only. 

2. Where the contract is part of a negotiable instrument. 

3. Where the contract is signed and sealed in the name of the third 
party and the agent only. 


The rule of the law in these instances is that only the parties whose names 
are signed to the contract are bound. 


2. PUBLIC AGENTS.—Public officers, i.e., officers of the nation, state, or 
any political subdivision, have only such authority as is vested in them by 
statute. If they exceed that authority they are personally liable. They are 
also personally liable for torts, omissions of duty, negligence, and wrongful 
acts even though done in the discharge of their duties. ; 

RELATION OF PRINCIPAL TO THIRD PARTIES.—The acts of an 
agent within the scope of his authority are binding upon the principal if such 
principal is made known. ‘‘The maxim of respondeat swperior is founded on 
the principle that he who expects to derive advantage from an act which is 
done by another for him must answer for any injury which another may 
sustain from it.’ (Barker v. Chicago etc. R. Co., 243 Ill. 482.) This doctrine 
is not confined to the contractual relations entered into by the agent on 
behalf of his principal. It includes frauds of the agent, his negligence and 
torts committed while executing the purposes of the agency. The principal 
is not liable for torts committed by an agent outside the scope of his duties 
or authority. 

Knowledge coming to the agent is notice to the principal. The knowledge 
or notice must apply to the purpose of the agency to be binding on the 
principal. Admissions made by an agent on matters pertaining to the 
agency may be proved against the principal as his own admissions. 

Crimes committed by an agent are not chargeable against the principal 
even though committed by the agent while transacting the purpose of the 
agency, unless the principal directed or knowingly permitted the agent to 
commit the crimes. 

DUTIES OF THIRD PARTIES.—Persons dealing with agents should 
inquire into the authority of the agent; failure to do so is at their peril. 
“Where the nature of the transactions with an agent shows that his power 
must necessarily be contained in a written document, persons dealing with 
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him are charged with the duty of inquiring as to the extent of his authority 
and can recover for no loss, resulting from their failure to discharge this 
duty.” (2 C. J. Agency, citing Thomas Gibson Co. v. Carlisle, 3 Ohio S. 
ma. P:2'7.) 


AUTHORITY OF AN AGENT.—Acts of a person acting as an agent but 
without authority are not binding on the presumed principal. The agent 
alone can be held liable. 

The express authority of an agent is that set forth specifically, written or 
oral, when the agency is created. 

The implied authority is that which is necessary and usual to carry out the 
agency. ‘‘The implied powers and authority of an agent depend largely 
upon the circumstances in each case, and upon what is necessary or reasonable 
to enable him to effect the purpose of his agency.’’ (Nat. Bank of Republic v. 
Baltimore Old Town Bank, 112 Fed. 726.) 

“Direct authority will carry with it by implication of law such powers as 
are suitable and reasonably necessary to accomplish the intended purposes, 
although no secondary or incidental powers were mentioned between the 
principal and agent.’’ (Hacket vy. Van Frank, 105 Mo. App. 384.) 


AUTHORITY OF AGENTS FOR SPECIAL PURPOSES.—The general 
rule is that an agent’s authority must be of equal tenor as the acts he is 
required to do to carry out the purposes of the agency. Where the Statute 
of Frauds requires an agent’s act to be in writing, his authority must be in 
writing. When the law requires the acts of the agent to be under seal, his 
authority must be under seal. Such cases are powers of attorney, execution 
of deeds, bonds, etc. In other cases oral authority is sufficient. 

To Sell Real Estate.—Authority to sell real estate must be clear and spe- 
cific and cannot be inferred. To convey title the agent must have authority 
under seal. 

Negotiable Instruments.—‘‘ Authority to execute notes and bills of exchange 
must ve express and special.’’ (Lafourche Transp. Co. v. Pugh, 52 La. Ann. 
1517. 

To Manage Business.—An agent appointed to manage his principal’s 
business has implied powers necessary to carry on the business. Such an 
agent may make financial statements of the business, waive claims, com- 
promise actions, modify contracts, rent or lease property, and hire employees. 
The limitations are that he must confine himself to conducting the business and 
cannot dispose of it nor can he make permanent improvements or alterations. 


REQUISITES OF AGENT’S CONTRACTS— 

Under Seal.—To be binding on his principal a sealed contract executed 
by an agent must clearly set forth that the contract and acts enumerated 
therein are those of the principal and not the agent and that the seal is the 
seal of the principal; otherwise the covenants will be construed as those of 
the agent. The instrument should be signed with the principal’s name, 
followed preferably immediately by the signature of the agent setting forth 
the fact of agency as 

John Jones, 
By John Doe, his agent. 

Simple Contract.—The care or precision required in sealed instruments 
does not apply with the same strictness to written contracts not requiring 
seals. Written contracts, however, should be in the name of the principal 
and signed by the agent in his representative capacity by signing his prin< 
cipal’s name and his own as agent. (Mears v. Morrison, 1 Ill. 223.) 
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Law of Bailments 


DEFINITION.—A bailment is ‘‘a contract by which goods are delivered 
by one person to another for a certain purpose, upon an express or implied 
promise by the bailee to return them to the bailor, or to deliver them to some 
one designated by him, after the purpose has been fulfilled. (State v. Chew 
Muck You, 20 Or. 215.) 


NATURE AND ELEMENTS.—Bailment is a contractual relation in which 
there must be delivery and acceptance, i.e., lawful possession of some kind of 
personal property in existence which is to be returned in the same or some 
altered form. 

Delivery of the property may be actual or constructive. (Van Wagoner v. 
Buckley, 148 App. Div. [N. Y.] 808; Ex parte Fitz, 9 Fed. Cases No. 4837.) 

Acceptance.—Responsibilities of a bailee cannot be thrust upon a person 
without his consent. (Van Wagoner v. Buckley, 148 App. Div. [N. Y.] 
808.) ‘‘The person who is sought to be charged must accept the property, 
because the relation is founded upon contract, and the duty and liability 
springing therefrom cannot be thrust upon one without his knowledge or 
consent.’”’ (Bertig v. Norman, 101 Ark. 75.) 

Return of Property.—‘‘ The power to require the restoration of the subject 
of the agreement is an indelible incident of a contract of bailment.” (In re 
Columbus Buggy Co., 143 Fed. 859.) 


BAILMENTS DISTINGUISHED FROM OTHER CONTRACTS.— 

From Sales.—In sales title passes, whereas in bailment title remains in 
bailor. (Sturm v. Baker, 150 U. 8S. 312.) “If the identical thing delivered 
is to be returned, it is a bailment, and there is no transfer of title; but if the 
one to whom it is delivered may return another thing of the same kind, or an 
equivalent in the form of money, or otherwise, it will ordinarily constitute a 
sale and effect a change of title.’ (Scott Min. etc. Co. v. Shultz, 67 Kan. 605.) 

If articles are delivered, work done on them, and the same articles are to 
be returned, it is a bailment. ‘‘Thus, where logs are delivered to be sawed 
into boards, or leather to be made into shoes, rags into paper, olives into oil, 
grapes into wine, wheat into flour, if the product of the identical articles 
delivered is to be returned to the original owner in a new form, it is said to 
be a bailment, and the title never vests in the manufacturer. If, on the other 
hand, the manufacturer is not bound to return the same wheat or flour or 
paper, but may deliver any other of equal value, it is said to be a sale or a 
loan, and the title to the thing delivered vests in the manufacturer.”’ (Laflin 
etc. Powder Co. v. Burkhardt, 97 U. 8S. 110.) 

From Conditional Sales.—‘‘The most approved test lies in ascertaining 

whether there was a promise to pay for the goods. If so, as a general rule, 
the transaction will be declared a conditional sale rather then a bailment.”’ 
(Norton vy. Fisher, 113 Iowa 595.) Rental and instalment contracts of sale 
are regarded as conditional sales and not bailments. (In re Caldwell Mach. 
Co., 215 Fed. 428.) (Smith v. Aldrich, 180 Mass. 367; Central Union Gas 
Co. v. Browning, 210 N. Y. 10.). 
' Consignments Are Bailments.—‘' Where there is no attempt at evasion, 
but the contract is one of pure agency, providing for a consignment of goods 
to be paid for at a fixed price out of the proceeds of the goods when sold, this 
is a bailment for sale not a sale with reservation of title, and the title remains 
in the consignor, until the goods are sold to a bona fide purchaser for value.”’ 
(Barnes Safe etc. Co. v, Block Bros, Tobacco Co,, 38 W. Va. 158.) 
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From Goods on Memorandum.—“' Where goods are delivered on memoran- 
dum to be paid for when sold it is a sale and not a bailment.”” (MacArthur v. 
Wilder, 3 Barb. [N. Y-].) 

From Mortgage.—‘‘A radical distinction between 9 bailment and a mort- 
gage is that by a mortgage the general title is transterred to the mortgagee 
subject to being revested by the performance of the condition, but in case of a 
bailment the bailor retains the general title in himself and parts with the 
possession for a special purpose.” (Walker v. Staples, 5 Allen [Mass.] 34; 
also White v. Phelps, 14 Minn. 27.) 

CLASSIFICATION OF BAILMENTS.—Bailments may be variously 
classified, but for this purpose may be classified as bailments for: (1) mutual 
‘benefit; (2) benefit of bailor, and (3) benefit of bailee. 

Mutual Benefit.—Such bailments include pledge, hire for use of a thing, hire 
for services, and work on a thing delivered. (Young v. Leary, 135 N. Y. 569; 
Spafford v. Dodge, 14 Mass. 66.) A loan from which the lender gains a benefit 
as well as the borrower is a bailment of this class. 

Sole Benefit of Bailor.—A bailment for the sole benefit of the bailor is where 
personal property is kept for the depositor without reward. There are two 
kinds of such bailments: deposits and mandates. (Lyons First Nat. Bank v. 
Ocean Nat. Bank, 60 N. Y. 278.) ‘Another distinction is said to be the fact 
that in a deposit the principal object is the custody of the thing and the 
service and labor are merely accessory, but that in a mandate the service 
and labor are the principal object and the thing merely accessory.” 

Sole Benefit of Bailee.—‘‘ To constitute a bailment of this kind there must 
be a thing lent, it must be lent gratuitously; it must be lent primarily for the 
use of the bailee, and the specific article must be returned at the termination 
of the bailment.’’ (Story on Bailments, pp. 223-228.) 

RIGHTS AND LIABILITIES OF PARTIES.—The rights and liabilities 
of the parties are determined from the contract, express or implied, between 
them. 

DUTIES OF PARTIES IN BAILMENTS.— 

For Mutual Benefit.—Reasonable care is required of the bailee in the use 
of the thing, and in case of hiring it is impliedly warranted by the bailor that 
the thing hired is fit for the purpose for which it is hired. In the absence of 
the contract the bailee is held to the exercise of ordinary care in relation to 
the subject matter and is responsible only for ordinary negligence. (N. Y. 
Central R. Co. vy. Lockwood, 17 Wall. 357; Mayer v. Brensinger, 180 Ill. 110; 
Ouderkirk v. Central Nat. Bank, 119 N. Y. 263.) 

For Sole Benefit of Bailor.—The bailee is bound to exercise only slight 
eare and is responsible only for gross neglect or bad faith. (Carlisle First 
Nat. Bank v. Graham, 100 U. S. 699; Gray v. Merriam, 148 Ill. 179.) The 
bailee may not use the property for his own purpose nor derive any benefit 
from it. (Boston etc. Smelting Co. v. Reed, 23 Colo. 523.) 

For Sole Benefit of Bailee.—The bailee is held to exercise great care and 
extraordinary diligence in relation to the subject matter and is responsible 
for slight neglect. (Hagebush v. Ragland, 78 Ill. 40; Scranton v. Bactor, 
5 N. Y. Sup. 5.) He is not responsible for reasonable wear and tear or for 
the utter loss of the subject matter without neglect attributable to him, pro- 
vided it was used in the manner anticipated by the bailor. But an unauthor- 
zed use of the thing bailed renders the bailee liable for loss even though it is 
rom some inevitable casualty. (Ross v. Southern Cotton Oil Co., 41 Fed. 
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The rule of law is that ‘‘if the thing borrowed is used in a different manner, 
or for a different purpose, or for a longer time, than was agreed by the parties, 
the borrower is guilty of conversion and is answerable for all damage, and 
even for a loss which due care could not have prevented.’ (Raynor v. 
Shefler, 79 N. J. L. 340.) 

The bailor is not responsible to the bailee for any unknown defect in the 
article or for injury caused thereby. It is implied in a bailment for the 
benefit of the bailee that he takes care of the thing and keeps it in good 
order. (Booth v. Terrel, 16 Ga. 20.) 


TITLE OF PROPERTY.—The title remains in the bailor and is not affected 
by unauthorized acts of the bailee. (Austin v. Dye, 46 N. Y. 500; Benner v. 
Puffer, 114 Mass. 376.) The bailor may assert his title not alone against - 
the bailee but also against creditors of or those claiming through the bailee. 
““Where property is taken by due process of law, the bailee may deny the 
title of the bailor.”” (The M. M. Chase, 37 Fed. 708; French v. Star Union 
Transfer Co., 134 Mass. 288.) 

Sale or Transfer.—A bailee cannot, in the absence of statute, sell or transfer 
the property so as to give title even to one acting without the knowledge of 
the bailee’s status. 


INSURANCE.—Hither party may insure the subject matter. Where a 
bailee has undertaken to insure the property by either express or implied 
contract or by usage of’trade, he is presumptively required to insure it for 
its full value. (Broussand v. South Texas Rice Co., 103 Tex. 535.) 


COMPENSATION.—The bailee of a contract of bailment for mutual 
benefit is entitled to compensation. ‘‘If service is to be rendered the subject 
matter of the bailment, there must be compensation for the service unless the 
bailment be a mandate.’’ (Union Stockyards Co. v. Western Land etc. Co., 
59 Fed. 49.) 


BAILEE’S LIEN.—‘This right is a right to retain the property in his 
possession until the charges for the work and expenses upon the identical 
property are paid. Itisa right to retain only, not an interest in the property, 
and therefore depends upon the actual possession. This possession is said 
to be the essence of the right. If this be once voluntarily given up, the lien 
is lost.” (Moulton v. Greene, 10 R. I. 330.) 

General Balance.—A bailee is not entitled to a lien on property in his 
possession for a general balance of account. (Honig v. Knipe, 25 Mo. App. 
574.) 

SHOPKEEPER’S LIABILITY FOR CUSTOMERS’ CLOTHES.—A shop- 
keeper is liable as an ordinary bailee for hire for any loss resulting from ordi- 
nary negligence. ‘‘Whatever garment or article the customer is obliged 
to lay aside for the purposes of the trading is, in contemplation of law, given 
into the hands of the shopkeeper and so remains until the transaction is 
completed.” (McAllister v. Simon, 27 Misc. [N. Y.] 214.) 

REDELIVERY.—“‘ The obligation to redeliver or deliver over the property 
at the termination of the bailment on demand is an essential part of every 
bailment contract. If the bailee fails to do so, he is liable, unless he can show 
that his inability arises without fault on his part.’’ (Hanes v. Shapiro, 168 
N. C. 24.) <A refusal to redeliver where no lien exists will amount to con- 
version. (Alton v. Taxicab Co., 66 Misc. [N. Y.] 191.) 

Excuses for Non-Delivery.—A bailee is excused from making delivery 
where: 
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1. The subject mAtter is lost or destroyed without his fault. (Young 
v. Leary, 1385 N. Y. 569.) 
2. Property is tendered to bailor in accordance with the terms of the 
contract. 
3. Property was delivered to third parties at the direction of the bailor. 
4. Goods are taken from the bailee by due process of law, in which 
case he must notify the bailor. (Bliiven v. Hudson River R. Co., 36 N. Y. 403.) 
TERMINATION OF BAILMENT.—Bailments may be terminated by 
agreement, lapse of time, fulfilment of the object, act of bailee inconsistent 
with his duties (Atlantic Bldg. Supply Co. v. Vulcanite Cement Co., 203 
N. Y. 133; Ross v. Southern Cotton Oil Co., 41 Fed. 152), or by destruction 
of subject matter. 


Law of {nsurance 


| DEFINITION.—“‘A contract of insurance is an agreement by which one 
_ party for a consideration, which is usually paid in money and called the 
_ premium, promises to make certain payments of money upon the destruction 
or injury of something in which the other party has an interest.” (U.S. 
Credit System Co. v. Claflin, 165 Mass. 501.) ‘‘The contract of insurance, 
as all know, is a contract of indemnity, upon the terms and conditions specified 
in the policy of insurance. It is a peculiar contract and one of hazard purely. 
The insurer undertakes, for a comparatively small premium, to guarantee 
the insured against loss or damage, upon the exact terms and conditions 
agreed on, and upon no other.’”’ (Glendale Woolen Co. v. Protection Ins. Co., 
21 Conn. 19.) 


NECESSARY ELEMENTS.—That a contract of insurance may be com- 
plete, the following five elements must be present: 


Subject matter insured 

A risk to be insured against 

The amount of indemnity 

The duration of the risk 

The premium of insurance (Tyler v. New Amsterdam F. Ins. Co., 
A RODs Neel dotl)) 


CONTRACT OF INDEMNITY.—Indemnity is an essential element and 
\the primary purpose of insurance. A contract that does not possess this 
element is not one of insurance. (Vredenburgh v. Physicians’ Defense Co., 
) 126 Ill. App. 509.) 
| INSURABLE INTEREST.— Unless a person has an interest in the property, 
he cannot insure it, so as to recover in the event of a loss. (Sweeney v. 
\ Franklin Fire Ins. Com 208Pay oom) 

( What Constitutes Insurable Interest.—‘‘It would seem, therefore, that 
| whenever there is a real interest to protect and a person is so situated with 
| respect to the subject of insurance that its destruction would or might 
. reasonably be expected to impair the value of that interest, an insurance on 
such interest would not be a wager within the statute, whether the interest 
j was an ownership in, or a right to the possession of the property, or simply 
an advantage of a pecuniary character having a legal basis, but dependent 
upon the continued existence of the subject. It is well settled that a mere 
hope or expectation, which may be frustrated by the happening of some 
‘event, is not an insurable interest.’’ (Riggs v. Commercial Mutual Ins. Co., 
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125 N. Y. 7.) An insurable interest may be legal or equitable, vested or 
contingent. 

“The test of insurable interest is whether an injury to the property or 
its destruction by the peril insured against would involve the assured in 
pecuniary loss.” (Berry v. American Cent. Ins. Co., 182 N. Y. 49.) 

Time of Insurable Interest.—In fire and marine insurance the insurable 
interest must exist in the insured at the time the risk is placed as well as at 
the time of the loss. In life insurance it must exist at the time the contract 
is made but may cease at any time thereafter. 

THE CONTRACT.— 

Form of Contract.—A contract of insurance need not be in writing, in the 
absence of legislative requirement. (International Ferry Co. v. American 
Fidelity Co., 207 N. Y. 350.) In many states a form of fire insurance contract 
is prescribed by statute approaching more or less the form outlined in the 
Insurance Laws of New York. 

Nature of Contract.—A contract of insurance on property is personal with 
the insured and does not pass with the property upon transfer to new owners. 
(Lett v. Guard Fire Ins. Co., 125 N. Y. 82.) 

Assignability of Contract.—Fire insurance contracts cannot be assigned 
without consent of insurer. Marine policies, however, are assignable at any 
time without consent of insurer. Life insurance policies payable to the 
estate of the insured may be assigned by him at any time, though very often 
such assignment is ineffectual until the insurance company is notified. In 
life insurance policies where a third party is designated as the beneficiary, 
he will have a vested right in the policy and it cannot be assigned without 
his consent. 

What Law Governs.—The U. S. Supreme Court says: ‘Contracts are to 
be governed as to their nature, their validity and their interpretation, by 
the law of the place where they were made unless the contracting parties 
clearly appear to have had some other law in view.’’ (Liverpool etc. S. Co. v- 
Phoenix Ins. Co., 129 U. 8. 397.) 


RELATION OF INSURER AND INSURED.—The relation existing 
between insurer and insured is one of debtor and creditor. The policyholder 
is a creditor and cannot compel the company to disclose to him internal 
company affairs. 

CONCEALMENT.—A contract of insurance is one requiring good faith 
between insurer and insured. Fraudulent dealings are fatal to the rights of 
the party responsibie for it. In marine insurance concealment of a material 
fact whether innocent or fraudulent avoids the contract. (Howe Machine 
Co. v. Farrington, 82 N. Y. 126.) In life and fire insurance concealment 
must be intentional to avoid the contract when not made the subject of 
special inquiry by the insurers. (Washingten Mills Mfg. Co. v. Weymouth 
Ins. Co., 135 Mass. 503.) 

REPRESENTATION.—A representation is a statement of facts made at 
the time of, or before, entering on the contract regarding the subject matter 
to be insured, upon which basis the contract of insurance is made. A 
material misrepresentation avoids the contract. Substantial compliance with 
the representations must be made. (Smith v. Aetna Ins. Co., 49 N. Y. 211.) 

Opinion.—A mere expression of opinion, although erroneous, or a hope 
or exaggerated expectation, unless made in bad faith, does not affect the 


contract and cannot be construed as a misrepresentation of facts. (Nat. 
Bank v. Ins. Co.. 95 U. S. 673.) 
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WARRANTY.—A warranty is a statement of fact or promise regarding 
the subject matter of insurance which becomes part of the contract either 
by insertion in the policy itself or by being made a part of it by reference. 
Warranties must be true, and strictly complied with; otherwise a policy will 
be avoided. (Cushman v. U. 8. Life Ins. Co., N. Y. 404.) 


Distinctions—Representation and Warranty.—‘‘The crucial distinction 
between a representation and a warranty is that the one is not, and the other 
is, a part of the contract between the parties.’ (Miller v. Commercial 


Union Assur. Co., 69 Wash. 529.) “A representation is collateral to the 
contract and to be effective must be material to the risk; but a warranty, 
whether material or not, being part of the contract, has the force of a condition 
precedent, and unless it is true the insurer is not bound by his promise.’ 
(Donley v. Glen Falls Ins. Co., 184 N. Y. 107.) 

Breach of Warranty.—A breach of warranty, misrepresentations, or inten- 
tional concealment of a material fact, even though not the cause of loss, 
voids the policy because the risk of insurance becomes a different one from 
the one the insurer undertook to carry. (Bank of Balston Spa v. Ins. Co., 
50 N. Y. 45; Clements v. Connecticut Indemnity Co., 29 App. Div. [N. Y.] 
131.) 

WAIVER AND ESTOPPEL.—An act by the insurer recognizing the policy 
as valid after knowledge of a breach will estop the company from taking 
advantage of the forfeiture. The rule laid down by the U. S. Supreme 
Court is: ‘‘Any agreement, declaration, or course of action on the part of 
an insurance company which leads a party insured honestly to believe that 
by conforming thereto a forfeiture of his policy will not be incurred, followed 
by due conformity on his part, will and ought to estop the company from 
insisting upon the forfeiture, though it might be claimed under the express 
letter of the contract.” (Ins. Co. v. Eggleston, 96 U.S. 572.) 

MARINE INSURANCE—IMPLIED WARRANTIES.—Ii marine insur- 
ance there are three implied warranties which are as important and of equal 
weight as if they were written into the policy itself. These are: seaworthiness, 
deviation, and legality of the adventure. 

That a ship is seaworthy means ‘‘that she shall be in a fit state as to 
repairs, equipment, and crew, and in all other respects, to encounter the 


ordinary perils of the voyage insured at the time of sailing uponit.’’ (Dixon 
vy. Sadler, 5 M. & W. [England] 405; also Thebaud v. Great West. Ins. Co. 155 
N.Y. 516.) 


Deviation.—That there shall be no voluntary departure from the course 
followed in ordinary mercantile usage and no unreasonable delay in prose- 
cuting the voyage. (Burgess v. Equitable Marine Ins. Co. 126 Mass. 70.) 

Legality.— The voyage must be for a legal purpose and conducted in a legal 
manner. (Redmond v. Smith, 7 M. & G. [England] 457.) 

GENERAL AVERAGE.—“ General average is a contribution by the sev- 
eral interests engaged in a maritime venture to make good the loss of one 
of them for voluntary sacrifice of a part of the ship or cargo to save the residue 
of the property and the lives of those on board from an impending peril or 
for extraordinary expenses necessarily incurred for the common benefit and 
safety of all.”’ (California Canneries Co. v. Canton Ins. Co., 25 Cal. App. 303.) 

PARTICULAR AVERAGE.—Particular average is a loss occurring to the 
ship or cargo which is not to be shared by contribution among all those inter- 
ested but must be borne by the owner of the ship or part of cargo to which 
the loss or injury occurs. (Bargett v. Insurance Co., 5 Bosw. [N. Y.] 395.) 
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COINSURANCE.—In marine insurance in the event of a loss the insured 
can only recover the proportion of the loss that the face of the policy bears 
to the entire value of the property. This limits the recovery unless the prop- 
erty is fully insured or there is a total loss, and in effect makes the insured 
a coinsurer. 

In fire insurance the insured recovers the amount of the loss up to the face 
of the policy, except in those cases where the policy is issued with a coinsur- 
ance clause. The usual custom is to issue policies at a reduced premium with 
an 80% coinsurance clause. This means that the insured must carry insur- 
ance on his property up to 80% of its value and if he fails to carry that amount 
he will become a coinsurer and bear a proportion of the loss in case of fire. 

Formula for determining the amount of loss to be paid by the insurance 
company on policies issued with an 80% coinsurance clause: 

Let x = amount to be recovered. 
V = value of property. 
P = amount of policy. 


L = the loss. 
Formula 
mE, 
aur SOU: 


PROOF OF LOSS.—Fire insurance policies generally require that the 
insured shall give the company immediate notice in case of fire and furnish 
proof of loss within 60 days after fire. The insured must use reasonable 
diligence to fulfil these requirements to protect his rights under the policy. 


SUBROGATION.—“In fire insurance, as in marine insurance, the insurer, 
upon paying the assured the amount of the loss of the property insured, 
is doubtless subrogated in a corresponding amount to the assured’s right of 
action against any other person responsible for the loss. But the rights of 
the insurer against such other person does not rest upon any relation of con- 
tract or of privity between them. It arises out of the nature of the contract 
of insurance as a contract of indemnity, and is derived from the assured alone; 
and can be enforced in his right only. By the strict rules of the common law, 
it must be asserted in the name of the assured. In a court of equity of or 
admiralty, or under some state codes, it may be asserted by the insurer in his 
own name, but in any form of remedy the insurer can take nothing by sub- 
rogation, but the rights of the assured, and if the assured has no right of action, 


none passes to the insurer.” (St. Lowis, I. M. & S. Ry. Co. v. Commercial 


Union Ins. Co., 1389 U. S. 235.) 


Law of Sales 


DEFINITIONS, ETC.—A sale is ‘‘an exchange of goods or property for 


money paid or to be paid.” (Hatfield v. State, 94nd. App. 296.) ‘‘A transfer, | 


in pursuance of a valid agreement, from one party, called the seller, to | 
another, called the buyer, of the general or absolute title to a specific chattel, | 


for a price, or a consideration estimated in money.’’ (Mechem Sales, § 1.) 
Elements of a Sale.—The essence of a sale is transfer of property from the 
seller to the buyer for a price in money. 
Requisites.—These are existence of the subject matter, either actual or 
potential, an agreed price in money, parties (buyer and seller) capable of 
contracting, and mutual assent. 
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Contract to Sell.—A contract to sell, often called an executory sale, is a 
contract whereby the seller agrees to transfer the title to personal property 
to the buyer at an agreed price. The elements required for a sale are neces- 
sary in a contract to sell except that the goods need not be in existence, 
ascertained, or in possession of the seller at the time the contract is made. 

A sale is a completed transaction, title to the subject matter vesting in the 
buyer on delivery, actual or constructive. A contract to sell is an agreement 
to consummate a sale on the completion of further acts by the parties. Title 
remains in the seller until the happening of some event or something further 
is'done by the parties. 

FORM OF CONTRACT.—Contracts of sale may be oral or written except 
in cases where the statutes require enforcible contracts to be in writing and 
signed by the parties to be charged. See ‘‘Statute of Frauds’’ mentioned 
herein. 

CONTRACT LAW GOVERNS.—Contracts of sale are governed by general 
rules and laws of contracts as to competency of parties, consideration, subject 
matter, and mutuality. 

Law of the Place of Sale Governs.—A sale is made at the place where it ~ 
is executed by transfer of property to buyer. Where an order is placed by 
mail or telegraph and accepted at a distant place and goods are delivered 
to a common carrier for shipment to buyer, sale is governed by law of the 
place of shipment. (Betz v. McMorrow, 173 Mass. 8.) Where, however, it 
is the intention of the parties that title shall not pass until delivery by carrier 
to buyer, the law of the place of destination governs. (Theo. Hamm Brewing 
Co. v. Young, 76 Minn. 246.) 

SUBJECT MATTER.—In a sale the subject matter must be in existence, 
either actual or potential. Potential existence is something which will come 
into actual existence by efflux of time, such as wool from sheep in possession of 
the seller or crops sown on seller’s land. 

Existence of Thing Sold.—Mutual mistake as to existence of the goods to 
be sold in a contract to sell renders the contract void. 

Emblements or Fructus Industriales.—Cultivated products of the soil 
while growing and attached to the soil are considered part of the land and 
their sale can be consummated only in conformity with the law. On sever- 
ance from the soil they are treated as personalty and may be the subject of 
an oral sale. 

Annual crops.—The sale of annual crops is treated as a sale of goods and 
is not an interest in lands. (Whitmarsh v. Walker, 1 Met. [Mass.] 313.) 

Natural Products of the Soil—The natural products of the soil, such as 
trees and their fruit before severance, are treated as part of the real property. 

Emblements, Crops, and Products of Soil Under the Uniform Sales Act.— 
The term goods includes ‘“‘emblements, industrial growing crops, and things 
attached to or forming part of the land which are agreed to be severed before 
sale or under the contract of sale.’”’ (Uniform Sales Act, Sec. 76.) 

SALE OF NECESSITIES.—Parties not competent to contract cannot be 
held on their purchase of necessities at the contract price. But under the 
Uniform Sales Act they may be held liable for their actual requirements at 
time of delivery at a reasonable price, not necessarily the sale price. (Uni- 
form Sales Act, Sec. 2.) 

PRICE.—- The price is what is agreed to between the parties. But where 
goods are sold and delivered without a price being agreed on, there is an 
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implied agreement to pay a reasonable or market price for such goods. 
(Rezus v. Moran, 9 N. Y. S. 927.) 


PLACE.—Where no place of delivery is specified under an executory 
contract of sale, the seller’s place of business is construed as such. (Gross v. 
Ajello, 116 N. Y. S. 380.) 


STATUTE OF FRAUDS.—At common law, sales of chattels could be 
made orally, but most of the states have passed statutes requiring certain 
sales to comply with specified requirements. The Statute of Frauds, adopted 
in nearly every state where Anglo-Saxon jurisprudence is the foundation of 
the laws, requires in substance that a sale of goods, wares, or merchandise 
for a price ranging from $30 to $2,500 in various states shall be unenforcible, 
unless: 


1. The buyer accepts part of the goods so sold; 

2. Gives something in part payment; or 

3. Some note or memorandum is signed by the party to be charged. 
Under the Uniform Sales Act the amount is $500 and upward. 

Written Memorandum.—The written memorandum required under the 
statute may be formal, as a bill of sale, or informal, made up of several notes 
or letters. The essentials required are a recital of the agreement, subject 
matter, terms, and names of the parties. Most important is that the memo- 
randum shall be signed by the person to be charged or held thereon. 

Where Statute Does Not Apply.—Contract for work, labor, and services.— 
“Tt is now the settled rule that when goods contracted for exist in solido and 
are capable of delivery at the time, it is within the statute; but where they are 
to be made, or something is to be done to put them in a condition to be 
delivered, according to the terms of,the contract, it is not within the statute.” 
(Gadston v. Lance, McMullan, 8. C. Eq. 87.) 

Special Order.—A contract for goods to be manufactured for the purchaser 
on special order and not for the general market is a contract for work, labor 
and services, and not a sale. (Goddard v. Binney, 115 Mass. 450.) 


PASSING OF TITLE.—In a sale title passes on delivery, which may be 
actual or constructive—for instance, transferring warehouse receipts or 
merely separating the goods. The intention of the parties governs. (Ober v. 
Carsos, 62 Mo. 214.) If the subject matter is in a deliverable state, the title 
passes on payment of the price even though the article is to be delivered 
subsequently. Where the goods are not in a deliverable state and require 
something further to be done, as weighing, measuring, or separation from a 
larger mass, title does not pass until this is done. 

What Constitutes Delivery—Where goods are segregated from a larger 
mass, set aside and in shape to be delivered, title passes to the buyer. But 
if something further is to be done so as to make it ready for delivery, title 
does not pass to the buyer until thatis done. To constitute delivery the goods 
sie be placed under the control of the buyer. © (Gross v. Ajello, 116 N. Y.S. 
380. 

Place of Delivery.—The place of delivery is where the goods are at time of 
sale. This, however, is governed by the intention of the parties and usage 
of trade. 

Delivery to a Common Carrier.—If there is a trade custom that the seller 
must ship the goods, delivery is complete and title passes to the buyer by 
delivery to the common carrier. Any loss thereafter falls on the buyer. 
(Dannermiller vy. Kirkpatrick, 201 Pa. St. 218.) 
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F. o. b.—In sales made, f. 0. b. at a given point means, ‘‘Free on board’’ 
railroad or ship at that place. The seller is under obligation to deliver the 
goods at his expense and title does not pass until the goods are so delivered. 
The carrier is the agent of the buyer. 

Goods Ordered at Distant Places.— Where goods are ordered from a seller 
at a distant place the intention of the parties controls. Generally title passes 
on delivery of the goods to the common carrier. But if the seller takes the 
bill of lading in his own name, title is retained until the bill of lading is indorsed 
to the buyer. 

C. o. d. Sales.—In sales, cash on delivery, most courts hold that title 
passes to the buyer when the subject matter is delivered to the common carrier 
but that the buyer is not entitled to possession until the price is paid. 

Sales Subject to Approval.—In sales subject to approval title does not 
pass until the conditions precedent, which are examination and approval, 
are completed. 

Goods to be Manufactured.—In a contract of sale of goods to be manufac- 
tured, title does not pass until after the goods are in a deliverable state. 

Sale by Sample or Description.— Where goods are sold by description or 
sample, title passes when they are applied to the contract and put in a 
deliverable condition. 

Stolen Goods.—A thief cannot convey title to goods and a person buying 
goods from one having larcenous possession not alone gets no title but is 
also liable for their conversion if he has disposed of them. (Reichard v. 
Hutton, 142 N. Y. 8. 935.) 

Goods Obtained by Fraud.—Where a seller has voluntarily parted with 
the title to goods to the buyer as a result of fraud on the part of the buyer, 
an innocent second purchaser obtains a good title and will be protected. 
(Phelps v. McQuade, 158 App. Div. 528.) 

EXPRESS WARRANTY.—An express warranty is a statement of fact 
made by the seller as to the quality, quantity, durability, or other char- 
acteristic of the thing sold. To hold the seller on his warranty the buyer 
must have relied on the statements in making his purchase. (Heath Dry 
Gas Co. v. Hurd, 124 App. Div. 68; Naylor v. McSwegan, 21 N. Y. 8. 330.) 

Opinion and ‘“‘ Dealers Talk.’’—An expression of opinion, hope, or expecta- 
tion is not a statement of fact and does not amount to a warranty. Likewise, 
commendatory statements as to the character of the articles and mere state- 
ments of opinion, although unfounded, are not sufficient to constitute war- 
ranties. (Arnold v. Norfolk etc. Hosiery Co., 148 N. Y. 392.) 

IMPLIED WARRANTIES.— 

Title-—The seller impliedly warrants the title to the goods sold. Where 
a, vendor has goods for sale and in his possession it is prima facie evidence that 
he has title to the goods. A seller of goods impliedly warrants: 

1. That he has good title; 
2. The buyer will not be disturbed by adverse claims of title; and 
3. The goods are free from claims, charges, and incumbrances at the 
time of sale. (Smith v. Ruggles, 3 N. Y. S. 329.) 
Where, however, goods are in the hands of third parties, there is no implied 
warranty that the title to the goods is in the seller. 

Quality—Fit For Use.—If the purchaser makes known the purpose he 
intends to use the goods for and the seller offers articles for sale for that 
purpose, he impliedly warrants that they are fit for that purpose. (McKlige 
v. Carroll, 105 N. Y. S. 342.) 


84 BUSINESS LAW [Sec. 1 


Quality—Manufacturer.—A manufacturer impliedly warrants the goods 
made by him to be free from latent defects of manufacture. (Carleton v. 
Lombard Ayres & Co., 149 N. Y. S. 137.) Where, however, the seller is a 
dealer and not a manufacturer and the buyer knows it, there is no implied 
warranty against a latent defect of manufacture. (Whitman v. Jacobson, 
119 N. Y. S. 246.) 

Quality—Foodstuff.—In most jurisdictions the courts hold that a seller 
impliedly warrants foodstuffs sold to the consumer to be fit and wholesome 
for human consumption. In a few states this implied warranty extends to 
the wholesaler. (Leahy v. Essex Co., 164 App. Div. 903; Race v. Krum, 
147 N. Y. S. 818.) 

Quality—Samples.—Goods sold by sample or description are impliedly 
warranted to correspond with the sample or description as to character and 
quality and that the goods are merchantable. (H. T. Burrowes Co. v. Rapid 
Safety Filter Co., 97 N. Y. S. 1048; Bloom v. Reisina, 1385 N. Y. S. 547; 
Plumb v. J. W. Hallower & Sons Co., 130 N. Y. S. 147.) 


DOCTRINE OF CAVEAT EMPTOR.—In sales the doctrine of caveat 


emptor applies in every state except Louisiana. Under this doctrine, which — 
means, “‘let the buyer beware,’’ it is not incumbent on the seller to disclose | 


facts which a buyer can ascertain by examining the articles. In order to 


charge a seller with fraud there must be a false representation or an active | 


suppression of facts so as to convey a false impression. (Wolf v. Michael, 
46 N. Y. S. 991.) 


ESTOPPEL AND WAIVER OF DEFECTS.—A buyer who has knowledge | 


of a fraud or defect of an article purchased and retains the articles without 
objection, cannot at a later date set up fraud to have the sale set aside. 
(Wellauer v. Fellows, 48 Wis. 105.) 

BUYER’S STATEMENTS OF FINANCIAL STANDING.—A merchant 
who gives false statements to a commercial credit-reporting agency is liable 


for an action for rescission and for damages to one who extended credit | 


on the basis of the statements received by and given out by such agency, 
even though the representations were not made to the creditor personally 
and there was no specific intent on the part of the merchant to defraud his 
creditors by the false statements made by him. (Mills v. Brill, 105 N. Y. 
App. Div. 389; Goldsmith v. Stern, 84 N. Y. 869.) Mere undisclosed insolv- 
ency of a buyer does not impute fraud; intent not to pay for goods when 
buying is essential. (Hirsch Lumber Co. v. Hubbell, 128 N. Y. S. 85.) 


REMEDIES OF BUYERS FOR BREACH OF EXPRESS WARRANTY. 


—In most jurisdictions the courts hold that where title has passed the sale | 


cannot be rescinded for breach of express warranty. The buyer’s remedy 
lies in an action for damages. 


When title has not passed the goods may be rejected and the sale peccindes | 


on discovery of the breach of warranty. ‘ 


—In case of breach of implied warranty the buyer has a choice of remedies. 


REMEDIES OF BUYERS FOR BREACH OF IMPLIED ra tag 


First, he may accept the goods and sue for damages for the breach. Second, 
rescind the sale and recover the purchase price. On the latter case he must 
act promptly. (Henry Kupfer & Co. v. Pellman, 121 N. Y. S. 1081.) 

REMEDIES OF SELLER—RESCISSION.—Insolvency of a buyer at the! 
ae of sale is ground for rescission by the seller. (In re Lewis, 125 Fed.) 
143. 


Sec. 1] LAW OF GUARANTY AND SURETYSHIP 85 


UNPAID VENDOR.— 

Lien.— When title has passed to the purchaser but the goods are in posses- 
sion of the seller, he has a lien on the goods sold for the unpaid purchase 
price if the sale was for cash. If the sale was on credit and the terms of 
eredit have expired or the buyer has become insolvent, the seller has the 
same remedy. (Cragin v. O’Connell, 169 N. Y. 573.) 

Stoppage in Transitu.—This is a right of a seller of goods on credit to 
retake them from a common carrier on discovery of insolvency of the buyer 
and before the goods have come into possession of the vendee or third parties 
have obtained bona fide rights in them. The right continues as long as the 
goods are in possession of the common carrier. (Jones v. Earl, 37 Cal. 630; 
Gass v. Southern Pacific Co., 152 App. Div. 412.) 

Vendor’s Rights.—A vendor who has exercised his rights to stoppage in 
transitu or has a lien, may resell the goods as agent for the vendee and sue 
for the difference or rescind the sale and recover title to the goods. Notice 
to the buyer of intention of the seller of the resale is required in some juris- 
dictions. 

UNIFORM SALES ACT.—The Uniform Sales Act, as drafted by the 
eommissioners appointed to work out uniform laws governing commercial 
transactions, combines the best features of the existing laws of the various 
states. The Uniform Sales Act has been adopted in the following states 
and territories: 


Alaskan, (30254... so L913 NeweYorkee.-eeet 1911 
PAWGIZ OMA Aaya clews ose. oxetens 1913 North Dakota...... 1917 
@onnecticat.(ia. «c.1- 1907 ODIO Ne Aa nla 1915 
Mn Os ezess A eeeses eles 1915 Pennsylvania....... 1915 
Miarylandis. 2% wis 1910 Rhode Island....... 1908 
Massachusetts...... 1908 Tennessee. .....5... 1919 
Michigans. cia cictos, = 1913 Wtahteies.mk cee oe 1917 
Minnesota......... 1917 WAS COMBIN Aaron 1911 
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Law of Guaranty and Suretyship 


GUARANTY.— 

Definition.—A contract of guaranty is ‘‘an undertaking by one person that 
another shall perform bis contract or fulfil his obligation, or that if he does 
not, the guarantor will do it for him.”’ (Gridley v. Capen, 72 Ill. 11.) 

Elements of Guaranty.—A contract of guaranty, although a separate and 
distinct contract from that of the original debtor, is a collateral undertaking 
to that other contract to which it relates. It is a secondary and not a primary 
obligation and can only be called upon to fulfil its terms upon the failure of 
the primary obligation. 


Test—Guaranty and Suretyship.—‘‘ Where the question involved is whether 
the promise is original or collateral, the test is whether the credit is given to 
the person sought to be charged or someone else.” (Jones etc. Steel Co. v. 


Graham, 194 Ill. App. 571.) 

Requisites.—All the elements necessary to support a simple contract are 
required to establish a contract of guaranty. (Davis Sewing Mach. Co. v. 
Richards, 115 U. 8. 524, a leading case on the subject.) 
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SURETYSHIP.— 

Definition—A contract of suretyship is ‘“‘a contract by one person to be 
answerable for the payment of some debt, or the performance of some act 
or duty, in case of the failure of another person who is himself primarily 
responsible for the payment of such debt or the performance of the act or 
duty.” (Roberts v. Hawkins, 70 Mich. 566.) It is ‘‘a direct contract to pay 
for the debt of another.’’ ‘‘A contract whereby one person engages to be 
answerable for the debt, default or miscarriage of another.’’ (State v. 
Parker, 72 Ala. 181.) 

Elements of Suretyship.—Elements required to support a contract are 
necessary for a contract of suretyship. In addition there must be a real 
principal who is liable, and if there is no principal, the promisor is a principal 
and not a surety. The principal’s obligation must be valid in order to bind 
the surety. If the principal is not bound on the obligation by reason of a 
defect, such as fraud or duress or other illegality practiced on him, the surety 
is not bound. 

Validity of Surety’s Obligation.—A surety is only liable on a valid enforcible 
contract against his principal. Utmost good faith is required in negotiations 
leading to the establishing of a contract of suretyship. False or fraudulent 
statements made or concealments of material facts will relieve the surety 
from his obligation, although the contract may be binding on the principal. 
To enable a surety to avoid his obligation for such reasons, it is necessary to 
connect the creditor with the false statements. (Gardner v. McGowan, 27 
Tex. 487.) 


DISTINCTIONS BETWEEN GUARANTY AND SURETYSHIP.—“ The 
surety is liable as much as his principal as soon as default is made, without any 
demand upon the principal or notice of his default. The guarantor’s lia- 
bility is less stringent. Unless demand is made within a reasonable time, and 
notice given in case of default, he is discharged to the extent he may be 
damaged by delay.’’ (Hall v. Farmers Bank, 23 Ky. L. 1450.) “A surety 
undertakes to pay if the principal does not, while a guarantor undertakes to 
pay if the principal cannot.” (McIntosh-Huntington Co. v. Reed, 89 Fed. 
464.) ‘A guarantor is one who undertakes by a separate and independent 
agreement that another person shall perform a duty which he owes to a third 
person. A surety is one who joins with another person in agreeing that such 
other person shall perform the duty he undertakes.’ (Ricketson v. Lizotte, 
98 Vt. 386.) 

““A guaranty is, perhaps, always understood, in its strict legal and com- 
mercial sense, as a collateral warranty, and often as a conditional one, against 
some default or event in future. The term warranty, on the other hand, is 
generally understood as an absolute undertaking in present, as well as in 
future, against the defect, or for the quantity or quality contemplated by the 
parties in the subject matter of the contract.” _ (Sturges v. Circleville Bank, 
TMPOhASt. 153.) , 

“The term ‘warranty’ is an engagement or understanding forming a part 
of the transaction. It is an absolute understanding or liability on the part 
of the warrantor, and the contract is void unless it is strictly and literally 
performed. A guaranty, on the other hand, is a collateral promise to answer 
for the debt, default or miscarriage of another.’’ (Masons Union L. Ins. 
Assoc. v. Brockman, 20 Ind. A. 206.) 


FORM OF CONTRACT.—Under the Statute of Frauds, contracts of 
suretyship and guaranty must be in writing to be enforcible. 
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NOTICE OF DEFAULT.—The general rule is that a contract of guaranty 
being collateral, it is necessary for the creditor to notify the guarantor of any 
default by the debtor. A surety, however, need not be notified, as his 
obligation is absolute. 

LIABILITIES OF GUARANTORS AND SURETIES.—The liabilities of 
sureties and guarantors are strictissimi juris and should not be extended by 
construction. The liability is confined to the precise terms of the contract. 
(First National Bank of Pontiac v. Valentine, 139 N. Y. 1037; Hamilton Trust 
Co. v. Shevlin, 141 N. Y. S. 232.) Ordinarily a guaranty refers to future 
debts and will be so construed in the absence of a clear intention to include 
accrued debts. (Manhattan Rolling Mills v. Dellon, 113 N. Y. S. 571.) 


RIGHTS OF GUARANTORS AND SURETIES.—A surety or guarantor 
who has discharged an obligation on default of the debtor is subrogated to 
the position of the creditor and has a right of indemnity against the debtor. 
This right is limited to indemnity only and if the guarantor settles with the 
creditors for less than the face value of their claims, he can only recover from 
the debtor the amount of settlement and costs and expenses. If there are 
cosureties or coguarantors, he has a right to contribution of a proportionate 
share from each one. 


DISCHARGE OF SURETIES AND GUARANTORS.—tThe following 
are some of the acts which will discharge a surety or guarantor from his 
liability. ; 

1. Payment of the debt or extinguishment of the obligation by the 

debtor. 

2. By an alteration or change in the contract without the consent of 

the surety or guarantor. (Weiss vy. Leichter, 113 N. Y. 8. 999.) 

3. By extension of time by the creditor beyond the original contract 

without the consent of the sureties. 

4. By substitution of principals or cosureties. 

5. A release of one of several persons Jointly bound as principals. 

6. Release of the debtor by the creditor without the consent of the 

surety. 

7. Release of one of the cosureties by the creditor releases the other 

sureties. 

8. By an act of the creditor whereby the surety is deprived of rights 

against the debtor. 

9. By compromise and settlement between the debtor and creditor. 
10. By allowing the statute of limitations to run against the principal. 
11. A guarantor is discharged if the creditor unreasonably delays 

bringing action against the debtor. 
12. A guarantor of a note is released by a renewal of the note at 
maturity. (Barnett v. Wing, 16 N. Y. S. 567.) 
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MATHEMATICS 


Logarithms 


DEFINITION.—“ The logarithm of a number to a given base is the exponent 
which indicates the power to which the base must be raised to produce the 
given number.’’! rik: 

“A set of logarithms z, of all numbers y, corresponding to a given base a, 
is a system of logarithms. Two systems are in use, the common, or Briggsian, 
system, which is used in practical computations, and the hyperbolic, or Naperian, 
system, which is always used in analytical work. The base of the common 
system is 10, while the base of the Naperian system is the number e = 2.71827.’’2 

USE OF LOGARITHMS.—Logarithms are usually employed to reduce the 
work involved in the multiplication and division of numbers, and in computing 
powers and extracting roots. Interest computations extending over long periods 
are facilitated by use of logarithms. Thus the amount of $1 at compound 
interest for 30 periods at 6% is found by raising 1.06 to the 30th power. To 
perform this operation by ordinary multiplication requires a prolonged computa- 
tion. This and similar processes can be much simplified by use of logarithms. 


PRINCIPLE OF LOGARITHMS.—It is possible to raise any number to any 
desired power by multiplying the number by itself the required number of times. 
Thus, 23 means 2 x 2 X 2, or 8; 34 means 3 X3 X83 X38, or 81; 44 means 
4x4x4>4, or 256; and soon. Or again, 


3 to 1st power is 3 
Se ed a ee 9 
SP amrord a S Pat 
SoU Atha Ml Bes 81 
Sieeerobal ae ke 243 
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3. erthiay Se aes 18% 
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and so on. ‘The numbers in the second column are the indices, indicating the 
power to which 3 is raised to secure the number in the third column. 
Illustration—Suppose 243 is to be multiplied by 81. By ordinary multipli- 
cation, 243 x 81 = 19,683. From the foregoing table it is seen that 243 = 3°, 
and 81 = 34. By a principle of mathematics known as the law of indices, 
35 x 34 = 35t4 = 39 That is, 3° is multiplied by 34 by adding the indices. 
The table shows that 39 = 19,683, as has also been found by multiplication. 


1B. B. Skinner, Mathematical Theory of Investment, p. 30. 
2 Ibid. 
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Conversely, 243 + 81 = 35 + 34 = 35-4 = 3; for 3 raised to the 5th power is 
243, which divided by 3‘, or 81, = 3. Thus addition and subtraction are 
substituted in performing multiplication and division. 

Suppose it is desired to extract the square root of 59,049. In the table 
above it is seen that this is 3 raised to the 10th power, or 3 The square root 
of 59,049 is, therefore, the same as the square root of 3 According to the law 
of indices, dividing the index of a number by 2 is equivalent to extracting the 
square root. Therefore, 3!°/?, or 35, is the square root of 3%. According to the 
table 35 = 243. That this is the square root of 59,049 is seen by multiplying 243 
by 243. By reversing the procedure a number may be raised to any power by 
simply multiplying its index by that power. Thus 243, or 35, may be squared 
by multiplying 5, the index of 3, by 2; thus 2432 = 3° = 310 = 59,049. Like- 
wise, 273 = 338%3 = 39 = 19,683. 

THE LOGARITHM.—In the above table, the numbers in the second column 
are the logarithms of the numbers in the third column to the base 3 in the first 
column. In other words, the logarithm of a number is the power to which its 
base must be raised to produce that number. Thus, 8 is the logarithm of 6,561 
to the base 3, and 2 is the logarithm of 9 to the base 3. 

In the above table, 3 has been selected as the base. Any number may be so 
employed, but 10 is the base usually taken. It forms the basis of the common 
system of logarithms. Common logarithms of numbers are, therefore, indices 
showing the power to which 10 must be raised to equal those numbers, just as in 
the table above the logarithms are indices of 3. 

As most numbers are not integral powers of 10, the logarithms in the common 
system are integers only in the rare cases when the numbers are even powers 
of 10. Thus, 102 = 100; therefore, 2 is the logarithm of 100 to the base 10. 
Similarly, 3 is the logarithm of 1,000 to the base 10, and 4 is the logarithm of 
10,000 to the base 10. But the logarithm of 500 must be something more than 2 
and less than 3; that is, it is 2 plus a decimal. 


A five-place logarithm table gives this decimal part of 


PhelogariehmMO.O (OMts tase. cevsvacie taeraeneeee . 69897 
A. six-place table gives it as... 0... ccc cece sence . 698970 
A thirteen-place table gives it as.................. . 6989700043360 
A twenty-place table gives it as................... .69897000443601880479 


Usually the last digit is not exactly correct, being approximated or rounded 
off, just as $18.217 is rounded off to $18.22. 

THE CHARACTERISTIC.—The integral part of a logarithm is the ‘‘char- 
acteristic.’””’ The logarithm of 500 to the fifth place is 2.69897, and therefore 
the characteristic of the logarithm of 500 is 2. Similarly, the characteristic of 
the logarithm of all numbers from 100 to 999, inclusive, is 2; for the logarithm 
of 100 is 2, the logarithm of 999 is 2.99957, and the logarithms of all numbers 
between 100 and 999 lie between 2 and 2.99957. The logarithm of 1,000 is 3, 
for 103 = 1,000. The logarithm of 9,999 is 3.99996. Therefore, the charac- 
teristic of the logarithms of all numbers from 1,000 to 9,999 is 3. 

The characteristic of a logarithm is determined by the position of the decimal 
point in its number, being independent of the digits of the number. Thus, 
the characteristic of the logarithm of 7, which has one unit figure, is zero; of 
the logarithm of 77.77, which has one figure to the left of the unit place, is 1; 
of the logarithm of 9.3, with one unit figure, is 0; of the logarithm of 3,742.17, 
with three figures to the left of the unit place, is 3; of the logarithm of 56,689.778, 
with five figures to the left of the unit place, is 4; and so on. Hence to find 
the characteristic of the logarithm of a number, the rule is: 
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Rule.—To find the characteristic of the logarithm of a number, find how 
many places the first significant figure (figure other than 0) is removed from 
unit place. It is positive or negative (plus or minus) according as the first 
significant figure is to the left or right of unit place. Thus: 


Characteristic of the logarithm of 1.0 isO- 


“ Gy 1H 6 “eb 0. ot oe 1 (minus 1) 
“ SG st - 22.0 al 
(fie $6 66 ‘“ 73 ANPP Pe WED? (minus 2) 
“ ek ss ce 27520 ss 2 
“ ce 56 we .0004 ‘4 (minus 4) 


“ +e +e 6“ GG 1,785 .27968 ih 3 


THE MANTISSA.—The mantissa of the logarithm of a number is the 
decimal portion. It does not depend upon the location of the decimal point, 
but upon the significant digits of which the number is composed. Thus, while 
the characteristics of the logarithms of 999, 99.9, and 9.99, are 2, 1, 0, respec- 
tively, the mantissa is the same for all, viz., .99957. Again, the characteristic 
of the logarithm of 327, 729, and 211, is 2 in each case, but the mantissas are 
-51455, .86273, and .32428. While the characteristic is positive or negative, 
depending upon the position of the decimal point, the mantissa is always posi- 
tive. The mantissa is found by the use of a table of logarithms. 


FINDING THE LOGARITHM OF A NUMBER.—The logarithm of a 
number is determined by first finding the characteristic by the rule given above: 
The mantissa is found from a table of logarithms, as follows: 

Rule 1. When the number is composed of not more than four figures: In 
the first column of the table of logarithms, find the first two or three or four 
figures of the number (according to the table used), then follow across on the 
same line until the column is reached headed by the same figure as the last 
digit in the number whose logarithm is to be found. The decimal so found is 
the mantissa. To avoid repetition in the table, the first two (sometimes three 
or four) figures of the mantissa may be printed at intervals only, in the second 
column. 

Find log 37.53 (the logarithm of 37.53). By the rule, the characteristic is 1. 
In the first column of the table of logarithms, find 375, and on the same line 
in the column headed by last digit 3, is found the mantissa, .57438. As the 
characteristic is 1, the logarithm of 37.53 is 1.57438. Similarly: 

log 727.4 is 2.86177 
So DO LOLmOROLeOS 
CONT 2h As Olen 1 SOLidd 

Rule 2. When the number is composed of more than four figures: By 
glancing at the table of logarithms it will be seen that, within certain limitations, 
the numbers are proportional to their logarithms, and vice versa. Thus: 


NOW A pO hmoksnecel skauainenerdll: 3.63246 
difference is .00010 
LOTT 18 O01 acl ABS 6 DION 3.63256 
i “00010 
Ooi he AAD Als iO eee CAC 3.63266 
- ** .00010 
G28 ONO rei BB or5 G Cocke 3.63276 


8 A five-place table is employed in the computations which follow. 


94 MATHEMATICS [Sec. 2 


While the difference between two successive numbers is constantly 1, the 
difference between their logarithms is also constant. These differences are 
the tabular differences. Logarithms are, therefore, approximately propor- 
tional to their corresponding numbers, and may be assumed to be exactly 
proportional for practical purposes. Consequently, if any one of the numbers 
be increased by 0.1, its corresponding logarithm is also increased by 0.1 of the 
tabular difference between the logarithm of that number and the logarithm 
of the next higher number. Thus, to take numbers lying between 4,290 and 
4,291, the difference between whose logarithms is 10, as shown above: 


log 4,290.1 = 3.63247 (or 3.63246 + .1 of 10) 
“4,290.2 = 3.63248 (or 3.63246 + .2 of 10) 
“ “4,290.9 = 3.63255 (or 3.63246 + .9 of 10) 


Finding logarithms of numbers lying between two numbers in the table is 
interpolation. To lessen the work of interpolation, in some tables the tabular 
differences are inserted in a separate column, and at the bottom of the page is 
sometimes given the proportional part of the last figure. Thus, if the tabular 
difference is 102, the additions to be made for .1, .2, .3, .4, and so on, are 10, 
20, 31, 41, and so on. Had the number whose logarithm was to be found been 
42,901 instead of 4,290.1, the mantissa would have been the same, but the 
characteristic would have been 4 instead of 3. 

If the number is composed of six figures, as 429,015, and a six-place table is 
used, the correction for the last two figures is found by interpolation. The 
correction for the fifth figure is .1 of 102, or 10, and the correction for the sixth 
figure is .05 of 102, or 5; hence 15 must be added to 3.632457, the logarithm 
of 4,290, which gives 5.632472 for the logarithm of 429,015. 


FINDING NUMBER CORRESPONDING TO LOGARITHM.—Given the 
logarithm of a number, the number is found by use of the same table of loga- 
rithms. First, from the characteristic of the logarithm the position of the 
decimal point is determined, the operation being the reverse of that employed 
in finding the characteristic. If the characteristic is always the same as the 
number of places the first significant figure is removed from unit place, it follows 
that in the number corresponding to a given logarithm, the number of places 
the first significant figure is removed from unit place will depend upon the 
characteristic, being to the left or right of unit place according as the character- 
istic is positive or negative. 

If the mantissa appears in the table of logarithms, the corresponding number 
is found immediately. Thus, the number whose logarithm is 2.79106, which is 
found in the table, is 618.1, position of the decimal being determined as noted 
above. But if the table shows no mantissa in exact agreement with mantissa 
of the number sought, the first identical portions of the mantissa are taken; 
then by the principle of proportional parts, additional figures are added. 

Illustration.—Thus, the mantissa of the logarithm of 1.32522 lies between 
-32510 and .32531 as given in the table. To find corresponding number, proceed 
as follows: 

Mantissa of log of 2,115 = .32531 
us eS PON es Sea (0) 


Differences 1 20 
Mantissa of log of required number = .32522 
66 “ee “ac “ec “cc 2,114 = .32510 


vi 12 
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By the principle of proportional parts: 
(i) asia tee es TDi 20) 
or (?) = 2 = 6 


Annexing this figure of 6 to 2,114, gives the number whose logarithm is 1.32522 
The required number is 21.146, the decimal point being determined by the 
characteristic, which is 1. Beyond the first two additional figures obtained by 
interpolation, the accuracy of the process cannot be depended upon, so that the 
sixth place is the last one to be retained. Instead of using the phrase, ‘‘number 
whose logarithm is 1.32522,” the briefer expression, ‘‘log} 1.32522,” is com- 
monly employed. Thus: 


loge 2a p0a ly = Ov Onom! 
log+ .00352 = 1.00814 
FINDING POWERS AND ROOTS OF NUMBERS.—Compound interest 
problems frequently require the finding of high powers of numbers. Thus 
the amount of $1 at compound interest in 30 years, interest compounded yearly 
at 6%, is 1.06%. 
Log 1.06 .02531 
-02531 x 30 . 1593 
log? .7593 =5.744 


tod 


The answer is $5.74. 

Any desired root of a number may be found by dividing the logarithm of 
that number by the number indicating the root to be found, and then finding 
in the table the number whose logarithm is the quotient. 

Find the 30th root of 5.74354. 

log 5.74354 = .75918 

.75918 + 30 = .02531 

log? .02531 = 1.06 

which is the 30th root of 5.74354. 


TABLE OF LOGARITHMS.—Following is a five-place table of common 
logarithms. 
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17 696 | 17 725 || 17 754 
17 984 | 18 013 || 18 041 
18 270 | 18 298 || 18 327 
18 554 | 18 583 | 18 611 
18 837 | 18 865 || 18 893 


13 258 
13 577 
13 893 
14 208 
14 520 


14 829 
15 137 
15 442 
15 746 
16 047 


16 346 
16 643 
16 938 
17 231 
17 522 


17 811 
18 099 
18 384 
18 667 
18 949 
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16°406 
16 702 
16 997 
17 289 
17 580 


17 869 
18 156 
18 441 
18 724 
19 005 
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19 089 
19 368 
19 645 
19 921 
20 194 


20 466 
20 737 
21 005 
21 272 
21 537 


21 801 
22 063 
22 324 
22 583 
22 840 


23 096 
23 350 
23 603 
23 855 
24 105 


24 353 
24 601 
24 846 
25 091 
25 334 


25 575 
25 816 
26 055 
26 293 
26 529 


26 764 
26 998 
27 231 
27 462 
27 692 


27 921 
28 149 
28 375 
28 601 
28 825 


29 048 
29 270 
29 491 
29 710 
29 929 


30 146 
30 363 
30 578 
30 792 
31 006 


31 218 
31 429 
31 639 
31 848 
32 056 
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19 285 
19 562 
19 838 
20 112 
20 385 


20 656 
20 925 
21 192 
21 458 
21 722 


217985 
22 246 
22 505 
22 763 
23 019° 


23 274 
23 528 
23.779 
24 030 
24 279 


24 527 
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32 222 
32 428 
32 634 
32 838 
33 041 


33 244 
33 445 
33 646 
33 846 
34 044 


34 242 


34 439 
34 635 
34 830 
35 025 


35 218 
35 411 
35 603 
35 793 
35 984 


36 173 
36 361 
36 549 
36 736 
36 922 


37 107 
37 291 
37 475 
37 658 
37 840 


38 021 
38 202 
38 382 
38 561 
38 739 


38 917 
39 094 
39 270 
39 445 
39 620 


39 794 
39 967 
40 140 
40 312 
40 483 


40 654 
40 824 
40 993 
41 162 
41 330 


41 497 
41 664 
41 830 
41 996 
42 160 


32 243 
32 449 
32 654 
32 858 
33 062 


33 264 
33 465 
33 666 
33 866 
34 064 


34 262 
34 459 
34 655 
34 850 
35 044 


35 238 
35 430 
35 622 
35 813 
36 003 


36 192 
36 380 
36 568 
36 754 
36 940 


37 125 
37 310 
37 493 
37 676 
37 858 


38 039 
38 220 
38 399 
38 578 
38 757 


38 934 
39-111 
39 287 
39 463 
39 637 


39 811 
39 985 
40 157 
40 329 
40 500 


40 671 
40 841 
41 010 
41 179 
41 347 


41 514 
41 681 
41 847 
42 012 
42.177 


35 295 
35 488 
35 679 
35 870 
36 059 


36 248 
36 436 
36 624 
36 810 
36 996 


37 181 
37 365 
37 548 
37 731 
37 912 


38 093 
38 274 
38 453 
38 632 
38 810 


38 987 
39 164 
39 340 
39 515 
39 690 


39 863 
40 037 
40 209 
40 381 
40 552 


40 722 
40 892 
41 061 
41 229 
41 397 


1 564 | 


41 731 
41 896 
42 062 
42 226 


34 341 
34 537 
34 733 
34 928 
35 122 


35 315 
35 507 
35 698 
35 889 
36 O78 


36 267 
36 455 
36 642 
36 829 
37 014 


37 199 
37 383 
37 566 
37 749 
37 931 


38 112 
38 292 
38 471 
38 650 
38 828 


39 005 
389 182 
39 358 
39 533 
39 707 


39 881 
40 054 
40 226 
40 398 
40 569 


40 739 
40 909 
41 078 
41 246 
41 414 


41 581 
41 747 
41 913 
42 078 
42 243 


33 365 
33 566 
33 766 
33 965 
34 163 


34 361 
34 557 
34 753 
34 947 
35 141 


35 334 
35 526 
35 717 
35 908 
36 097 


36 286 
36 474 
36 661 
36 847 
37 033 


37 218 
37 401 
37 585 
37 767 
37 949 


38 130 
38 310 
38 489 
38 668 
38 846 


39 023 
39 199 
39 375 
39 550 
39 724 


39 898 
40 O71 
40 243 
40 415 
40 586 


40 756 
40 926 
41 095 
41 263 
41 430 


41 597 
41 764 
41 929 
42 095 
42 259 
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308 | 48 855 | 48 869 
309 | 48 996 | 49 010 


310 | 49 136 | 49 150 
311 | 49 276 | 49 290 
312 | 49 415 | 49 429 
313 | 49 554 | 49 568 
314 | 49 693 | 49 707 


315 | 49 831 | 49 845 
316 | 49 969 | 49 982 
317 | 50 106 | 50 120 
318 | 50 243 | 50 256 
319 | 50 379 | 50 393 


43 965 
44 122 
44 279 
44 436 
44 592 


44 747 
44 902 
45 056 
45 209 
45 362 


45 515 
45 667 
45 818 
45 969 
46 120 


46 270 
46 419 
46 568 
46 716 
46 864 


47 012 
47 159 
47 305 
47 451 
47 596 


47 741 
47 885 
48 029 
48 173 
48 316 


48 458 
48 601 
48 742 
48 883 
49 024 


49 164 
49 304 
49 443 
49 582 
49 721 


49 859 
49 996 
50 133 
50 270 
50 406 


42 374 
42 537 
42 700 
42 862 
43 024 


43 185 
43 345 
43 505 
43 664 
43 823 


43 981 
44 138 
44 295 
44 45: 
44 607 


44 762 
44 917 
45 O71 
45 225 
45 378 


45 530 
45 682 
45 834 
45 984 
46 135 


46 285 
46 434 
46 583 
46 731 
46 879 


47 026 
47 173 
47 319 
47 465 
47 611 


47 756 
47 900 
48 044 
48 187 
48 330 


48 473 
48 615 
48 756 
48 897 
49 038 


49 178 
49 318 
49 457 
49 596 
49 734 


49 872 
50 010 
50 147 
50 284 
50 420 


46 359 
46 509 
46 657 
46 805 
46 953 


47 100 
47 246 
47 392 
47 538 
47 683 


47 828 
47 972 
48 116 
48 259 
48 401 


48 544 
48 686 
48 827 
48 968 
49 108 


49 248 
49 388 
49 527 
49 665 
49 803 


49 941 
50 079 
50 215 
50 352 
50 488 
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320 | 50 515 
321 | 50 651 
322 | 50 786 
323 | 50 920 
324 | 51 055 


325 | 51 188 
326 | 51 322 
327 | 51 455 
328 | 51 587 
329 | 51 720 


330 | 51 851 
331 | 51 983 
332 | 52 114 
333 | 52 244 
334 | 52 375 


335 | 52 504 
336 | 52 634 
337 | 52 763 
338 | 52 892 
339 | 53 020 


340 | 53 148 
341 | 53 275 


56 253 
56 372 
56 490 
56 608 
56 726 


56 844 
56 961 
57 078 
57 194 
57 310 


54 814 
54 937 


55 060 
55 182 
55 303 
55 425 
55 546 


55 666 
55 787 
55 907 
56 027 
56 146 


56 265 
56 384 
56 502 
56 620 
56 738 


56 855 
56 972 
57 089 
57 206 
57 322 


50 596 
50 732 
50 866 
51 001 
51 135 


51 268 
51 402 
51 534 
51 667 
51 799 


51 930 
52 061 
52 192 
52 323 
52 453 


52 582 
52 711 
52 840 
52 969 
53 097 


53 224 
53 352 
53 479 
53 605 
53 732 


53 857 
53 983 
54 108 
54 233 
54 357 


54 481 
54 605 
54 728 
54 851 
54 974 


55 096 
55 218 
55 340 
55 461 
55 582 


55 703 
55 823 
55 943 
56 062 
56 182 


56 301 
56 419 
56 538 
56 656 
56 773 


56 891 
57 008 
57 124 
57 241 
‘al 357 
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425 | 62 839 
426 | 62 941 
427 | 63 043 
428 | 63 144 
A29 | 63 246 


61 868 | 61 878 
61 972 | 61 982 
62 076 | 62 086 
62 180 | 62 190 
62 284 | 62 294 


62 387 | 62 397 
62 490 | 62 500 
62 593 | 62 603 
62 696 | 62 706 
62 798 | 62 808 


62 900 | 62 910 
63 002 | 63 012} 


63 104 | 63 114 
63 205 | 63 215 
63 306 | 63 317 


57 496 
57 611 
57 726 
57 841 
57 955 


58 070 
58 184 
58 297 
58 410 
58 524 


58 636 
58 749 
58 861 
58 973 
59 084 


59 195 
59 306 
59 417 
59 528 
59 638 


59 748 
59 857 
59 966 
60 076 
60 184 


60 293 
60 401 
60 509 
60 617 
60 724 


60 831 
60 938 
61 045 
61 151 
61 257 


61 363 
61 469 
61 574 
61 679 
61 784 


61 888 
61 993 
62 097 
62 201 
62 304 


62 408 
62 511 
62 613 
62 716 
62 818 


62 921 
63 022 
63 124 
63 225 
63 327 
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63 347 
63 448 
63 548 
63 649 
63 749 


63 849 
63 949 
64 048 
64 147 
64 246 


64 345 
64 444 
64 542 
64 640 
64 738 


64 836 
64 933 
65 O31 
65 128 
65 225 


65 321 
65 418 
65 514 
65 610 
65 706 


65 801 
65 896 
65 992 
66 087 
66 181 


66 276 | 


66 370 
66 464 
66 558 
66 652 


66 745 
66 839 
66 932 
67 025 
OMT 


67 210 
67 302 
67 394 
67 486 
67 578 


67 669 
67 761 
67 852 
67 943 
68 034 


68 124 
68 215 
68 305 
68 395 
68 485 


63 367 
63 468 
63 568 
63 669 
63 769 


63 869 
63 969 
64 068 
64 167 
64 266 


64 365 
64 464 
64 562 
64 660 
64 758 


64 856 
64 953 
65 050 
65 147 
65 244 


65 341 
65 437 
65 533 
65 629 
65 725 


65 820 
65 916 
66 O11 
66 106 
66 200 


66 295 
66 389 
66 483 
66 577 
66 671 


66 764 
66 857 
66 950 
67 043 
67 136 


67 228 
67 321 
67 413 
67 504 
67 596 


67 688 
67 779 
67 870 
67 961 
68 052 


68 142 
68 233 
68 323 
68 413 
68 502 


63 377 
63 478 
63 579 
63 679 
63 779 


63 879 
63 979 
64 078 
64 177 
64 276 


64 375 
64 473 
64 572 
64 670 
64 768 


64 865 
64 963 
65 060 
65 157 
65 254 


65 350 
65 447 
65 543 
65 639 
65 734 


65 830 
65 925 
66 020 
66 115 
66 210 


66 304 
66 398 
66 492 
66 586 
66 680 


66 773 
66 867 
66 960 
67 052 
67 145 


67 237 
67 330 
67 422 
67 514 
67 605 


67 697 
67 788 
67 879 
67 970 
68 061 


68 151 
68 242 
68 332 
68 422 
68 511 


63 387 
63 488 
63 589 
63 689 
63 789 


63 889 
63 988 
64 088 
64 187 
64 286 


64 385 
64 483 
64 582 
64 680 
64 777 


64 875 
64 972 
65 070 
65 167 
65 263 


65 360 
65 456 
65 552 
65 648 
65 744 


65 839 
65 935 
66 030 
66 124 
66 219 


66 314 
66 408 
66 502 
66 596 
66 689 


66 783 
66 876 
66 969 
67 062 
67 154 


67 247 
67 339 
67 431 
67 523 
67 614 


67 706 
67 797 
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63 407 
63 508 
63 609 
63 709 
63 809 


63 909 
64 008 
64 108 
64 207 
64 306 


64 404 
64 503 
64 601 
64 699 
64 797 


64 895 
64 992 
65 089 
65 186 
65 283 


65 379 
65 475 
65 571 
65 667 
65 763 


65 858 
65 954 
66 049 
66 143 
66 238 


66 332 
66 427 
66 521 
66 614 
66 708 


66 801 
66 894 
66 987 
67 080 
67 173 


67 265 
67 357 
67 449 
67 541 
67 633 


67 724 
67 815 
67 906 
67 997 
68 088 


68 178 
68 269 
68 359 
68 449 
68 538 


66 342 
66 436 
66 530 
66 624 
66 717 


66 811 
66 904 
66 997 
67 089 
67 182 


67 274 
67 367 
67 459 
67 550 
67 642 


67 733 
67 825 
67 916 
68 006 
68 097 


68 187 
68 278 
68 368 
68 458 
68 547 


63 428 
63 528 
63 629 
63 729 
63 829 


63 929 
64 028 
64 128 
64 227 
64 326 


64 424 
64 523 
64 621 
64 719 
64 816 


64 914 
65 O11 
65 108 
65 205 
65 302 


65 398 
65 495 
65 591 
65 686 
65 782 


65 877 
65 973 
66 068 
66 162 
66 257 


66 351 
66 445 
66 539 
66 633 
66 727 


66 820 
66 913 
67 006 
67 099 
67 191 


67 284 
67 376 
67 468 
67 560 
67 651 


67 742 
67 834 
67 925 
68 015 
68 106 


68 196 
68 287 
68 377 
68 467 
68 556 
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70 243 


70 329 
70 415 


72 346 


72 428 
72 509 
72 591 
72 673 
72 754 


72 835 
72 916 
72 997 
73 078 
73 159 


69 028 
69 117 
69 205 
69 294 
69 381 


69 469 
69 557 
69 644 
69 732 
69 819 


69 906 
69 992 
70 079 
70 165 
70 252 


70 338 
70 424 
70 509 
70 595 
70 680 


70 766 
70 851 
70 935 
71 020 
71 105 


71 189 
71 273 
71 357 
71 441 
71 525 


71 609 
71 692 
71 775 
71 858 
71 941 


72 024 
72 107 
72 189 
72 272 
72 354 


72 436 
72 518 
72 599 
72 681 
72 762 


72 843 
72 925 
73 006 
73 086 
73 167 


68 592 
68 681 
68 771 
68 860 
68 949 


69 037 
69 126 
69 214 
69 302 
69 390 


69 478 
69 566 
69 653 
69 740 
69 827 


69 914 
70 O01 
70 088 
70 174 
70 260 


70 346 
70 432 
70 518 
70 603 
70 689 


70 774 
70 859 
70 944 
71 029 
71 113 


71 198 
71 282 
71 366 
71 450 
71 533 


71 617 
71 700 
71 784 
71 867 
71 950 


72 032 
72 115 
72 198 
72 280 
72 362 


72 444 
72 526 
72 607 
72 689 
72.770 


72 852 
72 933 
03 014 

3 094 
73 175 


71 206 
71 290 
71 374 
71 458 
71 542 


71 625 
71 709 
“1 792 
71 875 
71 958 


72 041 
72 123 
72 206 
72 288 
72 370 


72 452 
72 534 
72 616 
72 697 
72 779 


72 860 
72 941 
73 022 
73 102 
73 183 
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68 610 
68 699 
68 789 
68 878 
68 9C6 


69 055 
69 144 
69 232 
69 320 
69 408 


69 496 
69 583 
69 671 
69 758 
69 845 


69 932 
70 018 
70 105 
70 191 
70 278 


70 364 
70 449 
70 535 
70 621 
70 706 


70 791 


72 705 
72 787 


72 868 
72 949 
73 030 
73 111 
73 191 


68 619 
68 708 
68 797 
68 886 
68 975 


69 064 
69 152 
69 241 
69 329 
69 417 


69 504 
69 592 
69 679 
69 767 
69 854 


69 940 
70 027 
70 114 
70 200 
70 286 


70 372 
70 458 
70 544 
70 629 
70 714 


70 800 
70 885 
70 969 
71 054 
71 1389 


71 223 
71 307 
71 391 
71 475 
71 559 


71 642 
71 725 
71 809 
71 892 
71 975 


72 057 
72 140 
72 222 
72 304 
72 387 


72 469 
72 550 
72 632 
72 713 
72 795 


72 876 
72 957 
73 038 


| 73 119 


73 199 


69 073 
69 161 
69 249 
69 338 
69 425 


69 513 
69 601 
69 688 
69 775 
69 862 


69 949 
70 036 
70 122 
70 209 
70 295 


70 381 
70 467 
70 552 
70 638 
70 723 


70 808 
70 893 


71 900 
71 983 


72 066 
72 148 
72 230 
02 Bale} 
72 395 


72 477 
72 558 
72 640 
72, 722 
72 803 


72 884 
72 965 
73 046 
73 127 
73 207 


69 531 
69 618 
69 705 
69 793 
69 880 


69 966 
70 053 
70 140 
70 226 


| 70 312 


70 398 
70 484 
70 569 
70 655 
70 740 


70 825 
70 910 
70 995 
71 079 
71 164 


71 248 
71 332 
71 416 
71 500 
71 584 


71 667 
71 750 
71 834 
COLT 
71 999 


72 082 
72 165 
72 247 
72 329 
72 411 


72 493 
72 575 
72 656 
72 738 
72 819 


72 900 
72 981 
73 062 
73 143 
73 223 
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73 263 
73 344 
73 424 
73 504 
73 584 


73 664 
73 743 
73 823 
73 902 
73 981 


74 060 
74 139 
74 218 
74 296 
74 374 


74 453 
74 531 
74 609 
74 687 
74 764 


74 842 
74 920 
74 997 
75 O74 
75 151 


75 228 
75 305 
75 381 
75 458 
75 534 


75 610 
75 686 
75 762 
75 838 
75 914 


75 989 
76 065 
76 140 
76 215 
76 290 


76 365 
76 440 
76 515 
76 589 
76 664 


76 738 
76 812 
76 886 
76 960 
77 034 


77 107 
77 181 
77 254 
77 327 
77 401 


4 


4 


76 328 


76 403 
76 477 
76 552 
76 626 
76 701 


76 775 
76 849 
78 923 
76 997 
77 070 


77 144 
77 217 
77 291 
77 364 
77 437 
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77 466 
77 539 
77 612 
77 685 
77 757 


77 830 
77 902 
77 974 
78 046 
78 118 


78 190 
78 262 
78 333 
78 405 
78 476 


78 547 
78 618 
78 689 
78 760 
78 831 


78 902 
78 972 
79 043 
79 113 
79 183 


79 253 
79 323 
79 393 
79 463 
79 532 


79 602 
79 671 
79 741 
79 810 
79 879 


79 948 
80 017 
80 085 
80 154 
80 223 


80 291 
80 359 
80 428 
80 496 
80 564 


80 632 
80 699 
80 767 
80 835 
80 902 


80 969 
81 037 
81 104 
81171 
81 238 


77 474 
77 546 
77 619 
77 692 
77 764 


77 837 
77 909 
77 981 
78 053 
78 125 


78 197 
78 269 
78 340 
78 412 
78 483 


78 554 
78 625 
78 696 
78 767 
78 838 


78 909 
78 979 
79 050 
79 120 
79 190 


79 260 
79 330 
79 400 
79 470 
79 539 


79 609 
79 678 
79 748 
79 817 
79 886 


79 955 
80 024 
80 092 
80 161 
80 229 


80 298 
80 366 
80 434 


80 502° 


80 570 


80 638 
80 706 
80 774 
80 841 
80 909 


80 976 
81 043 
81 111 
81 178 
81 245 


77 488 
77 561 
77 634 
77 706 
T7779 


77 851 
77 924 
77 996 
78 068 
78 140 


78 211 
78 283 
78 355 
78 426 
78 497 


78 569 
78 640 
78 711 
78 781 
78 852 


78 923 
78 993 
79 064 
79 134 
79 204 


79 274 
79 344 
79 414 
79 484 
79 553 


79 623 
79 692 
79 761 
79 831 
79 900 


79 969 
80 037 
80 106 
80 175 
80 243 


80 312 
80 380 
80 448 
80 516 
80 584 


80 652 
80 720 
80 787 
80 855 
80 922 


80 990 
81 057 
81 124 
81 191 
81 258 


79 975 
80 044 
80 113 
80 182 
80 250 


80 318 
80 387 
80 455 
80 523 
80 591 


80 659 
80 726 
80 794 
80 862 
80 929 


80 996 
81 064 
81 131 
81 198 
81 265 


78 937 
79 097 
79 078 
79 148 
79 218 


79 288 
79 358 
79 428 
79 498 
79 567 


79 637 
79 706 
79 775 
79 844 
79 913 


79 982 
80 051 
80 120 
80 188 
80 257 


80 325 
80 393 
80 462 
80 530 
80 598 


80 665 
80 733 
80 801 
80 868 
80 936 


81 003 
81 070 
81 137 
81 204 
81 271 


105 


106 
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81 291 
81 358 
81 425 
81 491 
81 558 


81 624 
81 690 
81 757 
81 823 
81 889 


81 954 
82 020 
82 086 
82 151 
82 217 


82 282 
82 347 
82 413 
82 478 
82 543 


82 607 
82 672 
82 737 
82 802 
82 866 


82 930 
82 995 
83 059 
83 123 
83 187 


83 251 
83 315 
83 378 
83 442 
83 506 


83 569 
83 632 
83 696 
83 759 
83 822 


83 885 
83 948 
84 O11 
84 073 
84 136 


84 198 
84 261 
84 323 
84 386 
84 448 


84 510 
84 572 
84 634 
84 696 
84 757 
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81 298 
81 365 
81 431 
81 498 
81 564 


81 631 
81 697 
81 763 
81 829 
81 895 


81 961 
82 027 
82 092 
82 158 
82 223 


82 289 
82 354 
82 419 
82 484 
82 549 


82 614 
82 679 


82 743 


82 808 
82 872 


82 937 
83 001 
83 065 
83 129 
83 193 


83 257 
83 321 
83 385 
83 448 
83 512 


83 575 

3 639 
83 702 
83 765 
83 828 


83 891 
83 954 
84 O17 
84 080 
84 142 


84 205 
84 267 
84 330 
84 392 
84 454 


84 516 
84 578 
84 640 
84 702 
84 763 


81 968 
82 033 
82 099 
82 164 
82 230 


82 295 
82 360 
82 426 
82 491 
82 556 


82 620 
82 685 
82 750 
82 814 
82 879 


82 943 
83 008 
83 072 
83 136 
83 200 


83 264 
83 327 
83 391 
83 455 
83 518 


83 582 
83 645 
83 708 
83 771 
83 835 


83 897 
83 960 
84 023 
84 086 
84 148 


84 211 
84 27 

84 336 
84 398 
84 460 


84 522 
84 584 
84 646 
84 708 
84 770 


82 627 
82 692 
82 756 
82 821 
82 885 


82 950 
83 014 
83 078 
83 142 
83 206 


83 270 
83 334 
83 398 
83 461 
83 525 


83 588 
83 651 
83 715 
83 778 
83 841 


83 904 
83 967 
84 029 
84 092 
84 155 


84 217 
84 280 
84 342 
84 404 
84 466 


84 528 
84 590 
84 652 
84 714 
84 776 


83 225 


83 289 
83 353 
83 417 
83 480 
83 544 


83 607 
83 670 
83 734 
83 797 
83 860 


83 923 
83 985 
84 048 
84.111 
*84 173 


84 236 
84 298 
84 361 
84 423 
84 485 


84 547 
84 609 
84 671 
84 733 
84 794 


82 653 
82 718 
82 782 
82 847 
82 911 


82 975 
83 040 
83 104 
83 168 
83 232 


83 296 
83 359 
83 423 
83 487 
83 550 


83 613 
83 677 
83 740 
83 803 
83 866 


83 929 
83 992 
84 055 
84 117 
83 180 


84 242 
84 305 
84 367 
84 429 
84 491 


84 553 
84 615 
84 677 
84 739 
84 800 


82 659 
82 724 
82 789 
82 853 
82.918 


82 982 
83 046 
83 110 
83 174 
83 238 


83 302 
83 366 
83 429 
83 493 
83 556 


83 620 
83 683 
83 746 
83 809 
83 872 


83 935 
83 998 
84 061 
84 123 
84 186 


84 248 
84 311 
84 373 
84 435 
84 497 


84 559 
84 621 
84 683 
84 745 
84 807 


82 666 
82 730 
82 795 
82 860 
82 924 


82 988 
83 052 
83 117 
83 181 
83 245 


83 308 
83 372 
83 436 
83 499 
83 563 


83 626 
83 689 
83 753 
83 816 
83 879 


83 942 
84 004 
84 067 
84 130 
84 192 


84 255 
84 317 
84 379 
84 442 
84 504 
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84 844 
84 905 
84 967 
85 028 
85 089 


85 150 
85 211 
85 272 
85 333 
85 394 


85 455 
85 516 
85 576 
85 637 
85 697 


85 757 
85 818 
85 878 
85 938 
85 998 


86 058 
86 118 
86 177 
86 237 
86 297 


86 356 
86 415 
86 475 
86 534 
86 593 


86 652 
86 711 
86 770 
86 829 
86 888 


86 947 
87 005 
87 064 
87 122 
87 181 


87 239 
87 297 
87 355 
87 413 
87 471 


87 529 
87 587 
87 645 
87 703 
87 760 


87 818 
87 875 
87 933 
87 990 
88 047 


84 862 
84 924 
84 985 
85 046 
85 107 


85 169 
85 230 
85 291 
85 352 
85 412 


85 473 
85 534 
85 594 
85 655 
85 715 


85 775 
85 836 
85 896 
85 956 
86 016 


86 076 
86 136 
86 195 
86 255 
86 314 


86 374 
86 433 
86 493 
86 552 
86 611 


86 670 
86 729 
86 788 
86 847 
86 906 


86 964 
87 023 
87 O81 
87 140 
87 198 


87 256 
87 315 
87 373 
87 431 
87 489 


8&7 547 
87 604 
87 662 
87 720 
87 777 


87 835 
87 892 
87 950 
88 007 
88 064 


84 868 
84 930 
84 991 
85 052 
85 114 


85 175 
85 236 
85 297 
85 358 
85 418 


85 479 
85 540 
85 600 
85 661 
85 721 


85 781 
85 842 
85 902 
85 962 
86 022 


86 082 
86 141 
86 201 
86 261 
86 320 


86 380 
86 439 
86 499 
86 548 
86 617 


86 676 
86 735 
86 794 
86 853 
86 911 


86 970 
87 029 
87 087 
87 146 
87 204 


87 262 
87 320 
87 379 
87 437 
87 495 


87 552 
87 610 
87 668 
87 726 
87 783 


87 841 
87 898 
87 955 
88 013 
88 070 
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88 087 
88 144 
88 201 
88 258 
88 315 


88 372 
88 429 
88 485 
88 542 
88 598 


88 655 
88 711 
88 767 
88 824 
88 880 


88 936 
88 992 
89 048 
89 104 
89 159 


89 215 
89 271 
89 326 
89 382 
89 437 


89 492 
89 548 
89 603 
89 658 
89 713 


89 768 
89 823 
89 878 
89 933 
89 988 


90 042 
90 097 
90 151 
90 206 
90 260 


90 314 
90 369 
90 423 
90 477 
90 531 


90 585 
90 639 
90 693 
90 747 
90 800 


90 854 
90 907 
90 961 
91 014 
91 068 
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815 | 91 116 | 91 121 | 91 126 | 91 132 | 91 137 | 91 142 | 91 148 | 91 153 | 91 158 | 91 164 
816 | 91 169 | 91 174 | 91 180 | 91 185 | 91 190 | 91 196 | 91 201 | 91 206 | 91 212 | 91 217 
817 | 91 222 | 91 228 | 91 233 | 91 238 | 91 243 || 91 249 | 91 254 | 91 259 | 91 265 | 91 270 
818 | 91 275 | 91 281 | 91 286 | 91 291 | 91 297 || 91 302 | 91 307 | 91 312 | 91 318 | 91 323 
819 | 91 328 | 91 334 | 91 339 | 91 344 | 91 350 |] 91 355 | 91 360 | 91 365 | 91 371 | 91 376 


820 | 91 381 | 91 387 | 91 392 | 91 397 | 91 403 || 91 408 | 91 413 | 91 418 | 91 424 | 91 429 
821 | 91 434 | 91 440 | 91 445 | 91 450 | 91 455 |) 91 461 | 91 466 | 91 471 | 91 477 | 91 482 
822 | 91 487 | 91 492 | 91 498 | 91 503 | 91 508 || 91 514 | 91 519 | 91 524 | 91 529 | 91 535 
823 | 91 540 | 91 545 | 91 551 | 91 556 | 91 561 | 91 566 | 91 572 | 91 577 | 91 582 | 91 587 
824 | 91 593 | 91 598 | 91 603 | 91 609 | 91 614 | 91 619 | 91 624 | 91 630 | 91 635 | 91 640 


825 | 91 645 | 91 651 | 91 656 | 91 661 | 91 666 || 91 672 | 91 677 | 91 682 | 91 687 | 91 693 
826 | 91 698 | 91 703 | 91 709 | 91 714 | 91 719 | 91 724 | 91 730 | 91 735 | 91 740 | 91 745 
827 | 91 751 | 91 756 | 91 761 | 91 766 | 91 772 || 91 777 | 91 782 | 91 787 | 91 793 | 91 798 
828 | 91 803 | 91 808 | 91 814 | 91 819 | 91 824 || 91 829 | 91 834 | 91 840 | 91 845 | 91 850 
829 | 91 855 | 91 861 | 91 866 | 91 871 | 91 876 | 91 882 | 91 887 | 91 892 | 91 897 | 91 903 


830 | 91 908 | 91 913 | 91 918 | 91 924 | 91 929 || 91 934 | 91 939 | 91 944 | 91 950 | 91 955 
831 | 91 960 | 91 965 | 91 971 | 91 976 | 91 981 | 91 986 | 91 991 | 91 997 | 92 002 | 92 007 
832 | 92 012 | 92 018 | 92 023 | 92 028 | 92 033 | 92 038 | 92 044 | 92 049 | 92 054 | 92 059 
833 | 92 065 | 92 070 | 92 075 | 92 080 | 92 085 || 92 091 | 92 096 | 92 101 | 92 106 | 92 111 
834 | 92 117 | 92 122 | 92 127 | 92 132 | 92 137 | 92 143 | 92 148 | 92 153 | 92 158 | 92 163 


835 | 92 169 | 92 174 | 92 179 | 92 184 | 92 189 | 92 195 | 92 200 | 92 205 | 92 210 | 92 215 
836 | 92 221 | 92 226 | 92 231 | 92 236 | 92 241 || 92 247 | 92 252 | 92 257 | 92 262 | 92 267 
837 | 92 273 | 92 278 | 92 283 | 92 288 | 92 293 || 92 298 | 92 304 | 92 309 | 92 314 | 92 319 
838 | 92 324 | 92 330 | 92 335 | 92 340 | 92 345 || 92 350 | 92 355 | 92 361 | 92 366 | 92 371 
839 | 92 376 | 92 381 | 92 387 | 92 392 | 92 397 | 92 402 | 92 407 | 92 412 | 92 418 | 92 423 


840 | 92 428 | 92 433 | 92 438 | 92 443 | 92 449 || 92 454 | 92 459 | 92 464 | 92 469 | 92 474 
841 | 92 480 | 92 485 | 92 490 | 92 495 | 92 500 || 92 505 | 92 511 | 92 516 | 92 521 | 92 526 
842 | 92 531 | 92 536 | 92 542 | 92 547 | 92 552 || 92 557 | 92 562 | 92 567 | 92 572 | 92 578 
843 | 92 583 | 92 588 | 92 593 | 92 598 | 92 603 || 92 609 | 92 614 | 92 619 | 92 624 | 92 629 
844 | 92 634 | 92 639 | 92 645 | 92 650 | 92 655 | 92 660 | 92 665 | 92 670 | 92 675 | 92 681 


845 | 92 686 | 92 691 | 92 696 | 92 701 | 92 706 | 92 711 | 92 716 | 92 722 | 92 727 | 92 732 
846 | 92 737 | 92 742 | 92 747 | 92 752 | 92 758 | 92 763 | 92 768 | 92 773 | 92 778 | 92 783 
847 | 92 788 | 92 793 | 92 799 | 92 804 | 92 809 || 92 814 | 92 819 | 92 824 | 92 829 | 92 834 
848 | 92 840 | 92 845 | 92 850 | 92 855 | 92 860 || 92 865 | 92 870 | 92 875 | 92 881 | 92 886 
849 | 92 891 | 92 896 | 92 901 | 92 906 | 92 911 | 92 916 | 92 921 | 92 927 | 92 932 | 92 937 


850 | 92 942 | 92 947 | 92 952 | 92 957 | 92 962 || 92 967 | 92 973 | 92 978 | 92 983 | 92 988 
851 | 92 993 | 92 998 | 93 003 | 93 008 | 93 013 | 93 018 | 93 024 | 93 029 | 93 034 | 93 039 
852 | 93 044 | 93 049 | 93 054 | 93 059 | 93 064 || 93 069 | 93 075 | 93 080 | 93 085 | 93 090 
853 | 93.095 | 93 100 | 93 105 | 93 110 | 93 115 || 93 120 | 93 125 | 93 131 | 93 136 | 93 141 
854 | 93 146 | 93 151 | 93 156 | 93 161 | 93 166 | 93 171 | 93 176 | 93 181 | 93 186 | 93 192 


855 | 93 197 | 93 202 | 93 207 | 93 212 | 93 217 || 93 222 | 93 227 | 93 232 | 93 237 | 93 242 


455 | 93 460 | 93 465 | 93 470 || 93 475 | 93 480 | 93 485 | 93 490 | 93 495 
Bol 33 500 92 soz | 93 510 | 93 515 | 93 520 | 93 526 | 93 531 | 93 536 | 93 541 | 93 546 
362 | 93.551 | 93 556 | 93 561 | 93 566 | 93 571 | 93 576 | 93 581 | 93 586 | 93 591 | 93 596 
863 | 93 601 | 93 606 | 93 611 | 93 616 | 93 621 | 93 626 | 93 631 | 93 636 | 93 641 | 93 646 
364 | 93 651 | 93 656 | 93 661 | 93 666 | 93 671 || 93 676 | 93 682 | 93 687 | 93 692 | 93 697 


6 2 | 93 707 | 93 712 | 93 717 | 93 722 || 93 727 | 93 732 | 93 737 | 93 742 | 93 747 
366 93 752 92 4o7 | 93 762 | 93 767 | 93 72 | 93 777 | 93 782 | 93 787 | 93 792 | 93 797 
867 | 93 802 | 93 807 | 93 812 | 93 817 | 93 822 | 93 827 | 93 832 | 93 837 | 93 842 | 93 847 
868 | 93 852 | 93 857 | 93 862 | 93 867 | 93 872 | 93 877 | 93 882 | 93 887 | 93 892 | 93 897 
869 | 93 902 | 93 907 | 93 912 | 93 917 | 93 922 | 93 927 | 93 932 | 93 937 | 93 942 | 93 947 
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95 952 
95 999 
96 047 
96 095 


96 142 
96 190 
96 237 
96 284 
96 332 


96 379 
96 426 
96 473 
96 520 
96 567 


94 944 
94 993 
95 041 
95 090 
95 139 


95 187 
95 236 
95 284 
95 332 
95 381 


95 429 
95 477 
95 525 
95 574 
95 622 


95 670 
95 718 
95 766 
95 813 
95 861 


95 909 
95 957 
96 004 
96 052 
96 099 


96 147 
96 194 
96 242 
96 289 
96 336 


96 384 
96 431 
96 478 
96 525 
96 572 


96 152 
96 199 
96 246 
96 294 
96 341 


96 388 
96 435 
96 483 
96 530 
96 577 


93 967 
94 017 
94 067 
94 116 
94 166 


94 216 
94 265 
94 315 
94 364 
94 414 


94 463 
94 512 
94 562 
94 611 
94 660 


94 709 
94 758 
94 807 
94 856 
94 905 


94 954 
95 002 
95 051 
95 100 
95 148 


95 197 
95 245 
95 294 
95 342 
95 390 


95 439 
95 487 
95 535 
95 583 
95 631 


95 679 
95 727 
95 775 
95 823 
95 871 


95 918 


95 966 | 


96 014 
96 061 
96 109 


96 156 
96 204 
96 251 
96 298 
96 346 


96 393 
96 440 
96 487 
96 534 
96 581 


93 982 
94 032 
94 082 
94 131 
94 181 


94 231 
94 280 
94 330 
94 379 
94 429 


94 478 
94 527 
94 576 
94 626 
94 675 


94 724 
94 773 
94 822 
94 871 
947919) 


94 968 
95 017 
95 066 
95 114 
95 163 


95 211 
95 260 
95 308 
95 357 
95 405 


95 453 
95 501 
95 550 
95 598 
95 646 


95 694 
95 742 
95 789 
95 837 
95 885 


95 933 
95 980 
96 028 
96 076 
96 123 


96 171 
96 218 
96 265 
96 313 
96 360 


96 407 
96 454 
96 501 
96 548 
96 595 


93 987 
94 037 
94 086 
94 136 
94 186 


94 236 
94 285 
94 335 
94 384 
94 433 


94 483 
94 532 
94 581 
94 630 
94 680 


94 729 
94 778 
94 827 
94 876 
94 924 


94 973 
95 022 
95 O71 
95 119 
95 168 


95 216 
95 265 
95 313 
95 361 
95 410 


95 458 
95 506 
95 554 
95 602 
95 650 


95 698 
95 746 
95 794 
95 842 
95 890 


95 938 
95 985 
96 033 
96 080 
96 128 


96 175 
96 223 
96 270 
96 317 
96 365 


96 412 
96 459 
96 506 
96 553 
96 600 
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98 141 
98 186 


98 232 
98 277 
98 322 
98 367 
98 412 


98 457 
98 502 
98 547 
98 592 
98 637 


98 682 
98 726 
98 771 
98 816 
98 860 


98 905 
98 949 
98 994 
99 038 
99 083 


96 858 
96 904 
96 951 
96 997 
97 044 


97 090 
97 137 
97 183 
97 230 
97 276 


97 322 
97 368 
97 414 
97 460 
97 506 


97 552 
97 598 
97 644 
97 690 
97 736 


97 782 
97 827 
97 873 
97 918 
97 964 


98 009 
98 055 
98 100 
98 146 
98 191 


98 236 
98 281 
98 327 
98 372 
98 417 


98 462 
98 507 
98 552 
98 597 
98 641 


98 686 
98 731 
98 776 
98 820 
98 865 


98 909 
98 954 
98 998 
99 043 


96 628 
96 675 
96 722 
96 769 
96 816 


96 862 
96 909 
96 956 
97 002 
97 049 


97 095 
97 142 
97 188 
97 234 
97 280 


97 327 
97 373 
97 419 
97 465 
97 511 


97 557 
97 603 
97 649 
97 695 
97 740 


97 786 
97 832 
97 877 
97 923 
97 968 


98 014 
98 059 
98 105 
98 150 
98 195 


98 241 
98 286 
98 331 


98 914 
98 958 
99 003 
99 047 


99 087 | 99 092 


96 633 
96 680 
96 727 
96 774 
96 820 


96 867 
96 914 
96 960 
97 007 
97 053 


97 100 
97 146 
97 192 
97 239 
97 285 


97 331 
97 377 
97 424 
97 470 
97 516 


97 562 
97 607 
97 653 
97 699 
97 745 


97 791 
97 836 
97 882 
97 928 
97 973 


98 019 
98 064 
98 109 
98 155 
98 200 


98 245 
98 290 
98 336 
98 381 
98 426 


93 471 
98 516 
98 561 
98 605 
98 650 


98 695 
98 740 
98 784 
98 829 


98 874 


98 918 
98 963 
99 007 
99 052 
99 096 


96 638 
96 685 
96 731 
96 778 
96 825 


96 872 
96 918 
96 965 
97 O11 
97 058 


97 104 
97 151 
ST A97 
97 243 
97 290 


97 336 
97 382 
97 428 
97 474 
97 520 


97 566 
97 612 
97 658 
97 704 
97 749 


97 795 
97 841 
97 886 
97 932 
97 978 


98 023 
98 068 
98 114 
98 159 
98 204 


98 250 
98 295 
98 340 
98 385 
98 430 


98 475 
98 520 
98 565 
98 610 
98 655 


98 700 
98 744 
98 789 
98 834 
98 878 


98 923 
98 967 
99 012 
99 056 
99 100 


96 642 
96 689 
96 736 
96 783 
96 830 


96 876 
96 923 
96 970 
97 016 
97 063 


97 109 
97 155 
97 202 
97 248 
97 294 


97 340 
97 387 
97 433 
97 479 
97 525 


97 571 
97 617 
97 663 
97 708 
97 754 


97 800 
97 845 
97 891 
97 937 
97 982 


98 028 
98 073 
98 118 
98 164 
98 209 


98 254 
98 299 
98 345 
98 390 
98 435 


98 480 
98 525 
98 570 
98 614 
98 659 


98 704 
98 749 
98 793 
98 838 
98 883 


98 927 
98 972 
99 016 
99 061 
99 105 


96 647 
96 694 
96 741 
96 788 
96 834 


96 881 
96 928 
96 974 
97 021 
97 067 


97 114 
97 160 
97 206 
97 253 
97 299 


97 345 
97 391 
97 437 
97 483 
97 529 


97 575 
97 621 
97 667 
97 713 
97 759 


97 804 
97 850 
97 896 
97 941 
97 987 


98 032 
98 078 
98 123 
98 168 
98 214 


98 259 
98 304 
98 349 
98 394 
98 439 


98 484 
98 529 
98 574 
98 619 
98 664 


98 709 
98 753 
98 798 
98 843 
98 887 


98 932 
98 976 
99 021 
99 065 
99 109 


96 652 
96 699 
96 745 
96 792 
96 839 


96 886 
96 932 
96 979 
97 025 
97 072 


97 118 
97 165 
97 211 
97 257 
97 304 


97 350 
97 396 
97 442 
97 488 
97 534 


97 580 
97 626 
97 672 
97 TL 
97 763 


97 809 
97 855 
97 900 
97 946 
97 991. 


98 037 
98 082 
98 127 
98 173 
98 218 


98 263 
98 308 
98 354 
98 399 
98 444 


98 489 
98 534 
98 579 
98 623 
98 668 


98 713 
98 758 
98 802 
98 847 
98 892 


98 936 
98 981 
99 025 
99 069 
99 114 


96 656 
96 703 
96 750 
96 797 
96 844 


96 890 
96 937 
96 984 
97 030 
97 077 


97 123 
97 169 
97 216 
97 262 
97 308 


97 354 
97 400 
97 447 
97 493 
97 539 


97 585 
97 630 
97 676 
97 722 
97 768 


97 813 
97 859 
97 905 
97 950 
97 996 


98 04 
98 08 
98 132 
98 177 
98 223 


98 268 
98 313 
98 358 
98 403 
98 448 


98 493 
98 538 
98 583 
98 628 
98 673 


98 717 
98 762 
98 807 
98 851 
98 896 


98 941 
98 985 
99 029 
99 074 
99 118 


112 MATHEMATICS [Sea. 2 


Logarithms of Numbers—Continued 


No. 0 1 2 3 4 5 6 7 8 9 


980 | 99 123 | 99 127 | 99 131 | 99 136 | 99 140] 99 145 | 99 149 | 99 154 | 99 158 | 99 162 
981 | 99 167 | 99 171 | 99 176 | 99 180 | 99 185 | 99 189 | 99 193 | 99 198 | 99 202 | 99 207 
982 | 99 211 | 99 216 | 99 220 | 99 224 | 99 229 || 99 233 | 99 238 | 99 242 | 99 247 | 99 251 
983 | 99 255 | 99 260 | 99 264 | 99 269 | 99 273 | 99 277 | 99 282 | 99 286 | 99 291 | 99 295 
984 | 99 300 | 99 304 | 99 308 | 99 313 | 99 317 || 99 322 | 99 326 | 99 330 | 99 335 | 99 339 


985 | 99 344 | 99 348 | 99 352 | 99 357 | 99 361 || 99 366 | 99 370 | 99 374 | 99 379 | 99 383 
986 | 99 388 | 99 392 | 99 396 | 99 401 | 99 405 || 99 410 | 99 414 | 99 419 | 99 423 | 99 427 
987 | 99 432 | 99 436 | 99 441 | 99 445 | 99 449 || 99 454 | 99 458 | 99 463 | 99 467 | 99 471 
988 | 99 476 | 99 480 | 99 484 | 99 489 | 99 493 || 99 498 | 99 502 | 99 506 | 99 511 | 99 515 
989 | 99 520 | 99 524 | 99 528 | 99 533 | 99 537 | 99 542 | 99 546 | 99 550 | 99 555 | 99 559 


990 | 99 564 | 99 568 | 99 572 | 99 577 | 99 581 || 99 585 | 99 590 | 99 594 | 99 599 | 99 603 
991 | 99 607 | 99 612 | 99 616 | 99 621 | 99 625 || 99 629 | 99 634 | 99 638 | 99 642 | 99 647 
992 | 99 651 | 99 656 | 99 660 | 99 664 | 99 669 || 99 673 | 99 677 | 99 682 | 99 686 | 99 691 
993 | 99 695 | 99 699 | 99 704 | 99 708 | 99 712 || 99 717 | 99 721 | 99 726 | 99 730 | 99 734 
994 | 99 739 | 99 743 | 99 747 | 99 752 | 99 756 || 99 760 | 99 765 | 99 769 | 99 774 | 99 778 


995 | 99 782 | 99 787 | 99 791 | 99 795 | 99 800 || 99 804 | 99 808 | 99 813 | 99 817 | 99 822 
996 | 99 826 | 99 830 | 99 835 | 99 839 | 99 843 || 99 848 | 99 852 | 99 856 | 99 861 | 99 865 
997 | 99 870 | 99 874 | 99 878 | 99 883 | 99 887 | 99 891 | 99 896 | 99 900 | 99 904 | 99 909 
998 | 99 913 | 99 917 | 99 922 | 99 926 | 99 930 | 99 935 | 99 939 | 99 944 | 99 948 | 99 952 
999 | 99 957 | 99 961 | 99 965 | 99 970 | 99 974 | 99 978 | 99 983 | 99 987 | 99 991 | 99 996 


1000 | 00 000 | 00 004 | 00 009 | 00 013 | 00 017 | 00 022 | 00 026 | 00 030 | 00 035 | 00 039 


Interest 


DEFINITION.—Interest is expense or income resulting from the use of 
wealth over a period of time. It results in an increase of indebtedness or of 
investment according as the money or credit is borrowed or loaned. When 
interest is reckoned only on the original indebtedness, it is simple interest; 
when it is added to the principal and increases the indebtedness, it is 
compound interest. 


COMPUTING SIMPLE INTEREST.—In computing simple interest, take 
the rate of 6%, which is the common rate and a factor of 12, the number 
of months in a year, and of 30, the number of days in a month, and make 
adjustments for higher or lower rates. It is customary to consider 360 days 
in the year, but when desirable to take the exact number of 365 days, adjust- 
ments must be made for the difference. <A rate of 6% per annum is equiva- 
lent to a rate of 1% for 2 months, or, expressed as a decimal, .01. Hence, 
the interest on any amount at 6% for 2 months can be secured by moving 
the decimal point two places to the left. Interest for 6 days can be secur- 
ed by moving the decimal point three places to the left, because 6 is 1/10 of 
60. According to this principle the interest on $9,821.40 at 6% for 


6 days is $ 9.82 
60" 4 & 98.21 
600 “ it 982.14 
G; 000s ss Ce 18) Sih A) 
If the number of days is such that it can be separated into parts each of 


which is a fraction or multiple of 6, the interest may be figured by totaling 
the interest computed for these parts, 
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Illustration.—To find the interest on $847.15 for 108 days: 


$ 8.472 interest for 60 days 
4 A 236 « “« 30 a 


1.412 % me LOM ae 
847 a : Olin 
. 282 y ; 2a Me 


$15. 249 5 LOS is 


When the principal is a factor or multiple of 6, interchange principal and 
days. The interest on $4,800 for 27 days is the same as the interest on $27 
for 4,800 days. The interest on $27 for 60 days equals $0.27, secured by 
moving the decimal point two places to the left. Multiplying $0.27 by 80 
gives $21.60, the interest on $27 for 4,800 days, or its equivalent, the interest 
on $4,800 for 27 days. 

Alternative Method.—When neither of the above methods can be employ- 
ed, the following rule may be applied: i 

Rule.—1. Secure the interest for 6 days at 6% by pointing off 3 places in the 
principal. 

2. Multiply this result by the number of days interest is reckoned, which 
gives interest for six times the required number of days. 

3. Divide this result by 6. 

Illustration.—To find the interest on $942.52 for 19 days at 6%: 

$ .94252 interest for 6 days 
19 


848268 
94252 


$17 .90788 interest for 114 days 
$17.90788 + 6 = $2.98465 interest for 19 days 


When the rate is other than 6%, the interest should be found at 6% and 
the amount thus found adjusted to the required rate. Thus, interest on 
$942.52 for 19 days at 5% is equal to 5/6 of $2.98465, the amount computed 
above, which gives $2.4872. 

When interest has been computed on the basis of 360 days as in preceding 
illustrations, and it is desired to adjust it to a 365-day basis, the amount of 
the interest should be decreased by 1/73 of itself, because the difference of 
5 days is 1/73 of 365. Thus, to find the exact interest on $942.52 for 19 
days at 6%, take the amount computed on a 360-day basis shown above as 
$2.98465, and from this amount deduct 1/73 of itself, which leaves $2.94377 
as the interest for the given time and rate on a 365-day basis. 

Explanation of reason why 1/73 is subtracted from ordinary interest: 

1 day’s int. on 360-day basis is 1/360 of year’s int. 

5 & to 6 sinha GO GYR © © i 

1 day’s exact int.: 1 day’s ordinary int. = 1/365 : 1/360 
or as 1/73 :1/72 = 1/73 X 72/1 = 72/73 

or, exact int.: Ordinary int. = 72:73 


INTEREST IN CASE [OF PARTIAL PAYMENTS.—When partial pay- 
ments are made on a debt, one of two rules may be followed in calculating 


interest. ) : Mets 
The Merchants’ Rule requires the calculation of interest on the principal 
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sum from date the debt begins to date of final settlement; also caiculation of 
interest on each partial payment from date of payment to date of final 
settlement. The interest due is the difference between the interest on the 
principal sum to date of final settlement and the sum of the amounts of interest 
calculated on the partial payments as indicated above. This rule may be 
regarded as being sufficiently accurate on small sums and for short periods. 

The United States Rule gives precedence to the interest due at time of each 
payment, and requires that each payment be applied first to liquidate interest 
then due. The remainder after deducting interest is applied to the reduction 
of the principal. If the payment is not sufficient to liquidate the interest 
then due, it is applied against it, but the unliquidated interest is not added 
to the principal, as it is in case of compound interest, but is carried forward 
and added to the interest which is deducted from the next payment. 

Illustration.—The following example illustrates the difference between 
the two methods: 


Jan. tL, original amount... 6) oa eee $6,000 
Heb..1 payment. ec ee eee 2,000 
Mar. 1, STS eS BRE OF AEE REED be GOP) 2,000 
June 1, gp EEO eer ee eck, cnet fae 1,000 


Interest is charged at the rate of 6%. Required to find the amount due 
July 1. 
Solution according to Merchants’ Rule: 


Interest on $6,000 for 6 mo..................- $ 180.00 

; Se 2 OO ORNS Do Sie Sen cee oe $50.00 

= Set O00) ae BS ek ee oe ree et) 0) 

« 241: OOO. ee An eae eres 5.00 95.00 
Tnterestedwe,dulysr lo aeoee eee nee ae $ 85.00 
Unpardsprincinalues seen ee 1,000.00 

hotaliduerJUlyal eet reer sean ae eee $1,085.00 
Solution according to United States Rule: 

Oripanals deltineeny = fo 3s.ciolshyate dhe ke ee oe ae eee $6,000.00 

Bay mmomMbel Gel seit s< ccc Gee eae cee eae Sine tay ee $2,000.00 
Deduct interest on $6,000 for 1 mo................ 30.00 1,970.00 
$4,030.00 

Lop iaentch aM CIN OY 8 Gn ee en AMR REE EE Ge ic.=) bent $2,000.00 
Deduct interest on $4,030 for 1 mo................. 20.15 1,979.85 
$2,050.15 

Payment, Ste leva toy ea: Pa xy Ay on, 8 eee ae $1,000.00 
Deduct interest on $2,050.15 for 3 mo......... = dure 30.75 969.25 
$1,080.90 
nberestron$1,080;90 forelamosee nn eee ae eeee ne 5.40 
otal due Julyalic cease © ee ee ee $1,086.30 


The Merchants’ Rule gives a result which is $1.30 less than the result 
secured by the United States Rule. The latter rule should be followed 
where sums are large or the period of time is considerable. 
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COMPOUND INTEREST.—The principles of compound interest are fre- 
quently applied in computations of bond discount and premium, sinking funds, 
application of depreciation methods, and the various problems of actuarial 
science. Compound interest as such is illegal, that is, it cannot be provided 
for in a negotiable instrument. Nevertheless there can be no objection to 
adding it to the principal at the end of an interest period and thus accomplish- 
ing the same result as if it were provided for inadvance. Inthe computations 
which follow, the symbols which have become standardized in works on 
accounting are employed. These are as follows: 


= the unit of value, as, $1 or £1. 

= rate of interest per period. 

= number of periods. 

= amount of $1 for a given time at a given rate. 

compound interest on $1 for a given time at a given rate. 
= present worth of $1 for a given time at a given rate. 

= compound discount on $1 for a given time at a given rate. 
(1 + 2), periodic rate of increase. 


SESS oesae te 
ll 


In making compound interest computations, it is customary to compute 
the amount of $1 for the given time at a given rate, and then multiply the 
result by the principal sum as expressed in dollars. Thus, to find the amount 
of $1 for 4 years at 6% compound interest, we multiply the principal sum by 
the ratio of increase as many times as there are accounting periods. The 
ratio of increase is expressed in general terms as (1+ 7), 1 representing 
$1 and 7 the rate of interest. If 7 is 6%, or .06, then the ratio of increase 
is 1.06. 


Solution: $1.00 
, Multiplied by 1.06 


equals $1.06 amt. of $1 for 1 yr. at 6% 
Multiplied by 1.06 


equals $1.1236 i OCS Meee il lOO 
Multiplied by 1.06 


equals 1.191016 ‘“ ‘$1 * 3yr. “6% 
Multiplied by 1.06 


equals $1.262477 “ “$1 “ 4yr. “6% 

Since the amount is increased each accounting period by (1+ %),, the 
process may be expressed in general terms by saying that if we start with a 
principal sum of 1, then the amount at the end of each succeeding year, at 
compound interest, will be: 


1 yr. (1 +7) 
2“ (1+4%)? 
‘ Sy i(eei2)* 
4 « (1 +4%)4 
5 * (1+2%)5 
nm * (1 +4)” 
and the general formula for compound interest is: 
a= (14+1)" 


@ being the amount of 1 for n periods of time, at 7 rate of interest. Thus, 
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to find the amount of $125 at 6% for 18 years, compounded yearly, the amount 
of $1 is found thus: 

a = (1.06)18 
and this is multiplied by 125. 

The interest may be compounded at shorter periods than 1 year. The 
same formula applies, but 7 in the formula is no longer the annual rate, but 
the annual rate divided by the number of periods represented by 1 year. 
Thus, if the rate is 6% per year and interest is compounded semiannually, 
i becomes .03; if interest is compounded quarterly, 7 becomes .015; if monthly, 
2 becomes .005; and so on. 

Thus, to find the amount of $100 at 6% for 20 years, interest compounded 
quarterly, vis 6 + 4, or .015; and n, the number of periods, is 80. Substituting 
these values in the formula 

a=(1+4+1)" 
we have a = (1.015)8° = 3.29066 
$100 x 3.29066 = $329.066, answer 

USE OF INTEREST TABLES, LOGARITHMS, ETC.—Interest tables are 
found on page 132. They show the amount of $1 at given rates of interest for 
given periods of time. Having found the amount of $1 at the given rate for 
the given time, the amount of the required principal for that time and rate is 
ascertained by multiplying it by the amount of $1. Thus, in ascertaining 
the amount of $27 in 8 years, interest at 5% compounded annually, it is 
found in the table on page 134, that the amount of $1 for this time and rate 
is $1.47745544, which multiplied by 27 gives $39.891296 as the answer. 
When an interest table is not available, logarithms may be used to make the 
necessary computations. When neither logarithms nor an interest table ‘is 
available, the desired power may be computed by the ordinary process of 
multiplication. 

Ilustration.—If it is desired to find the 5th power of 1.06, it may be com- 
puted as follows: 


1.1236 
1.06 
1.191016 
1.06 
1. 26247696 
1.06 


1.3382255776 (1.06)5 

If the full number of decimal places is carried, the computation becomes 
too laborious and it is therefore necessary to round off the figure at about 
the sixth decimal, in which case the above figure becomes 

1.338226 

and the computation may then be continued, the required number of decimals 
being dropped each time. 

This procedure may be shortened, in case the number of periods is large, 
by multiplying, not by the ratio of increase but by some power of that ratio, 


(1.06)2 


(1.06) 


ll 


(1.06)4 


ll 
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If, for example, we know the value of (1 + 7)2, multiplying by that amount is 
equivalent to multiplying by (1 + 7) twice; likewise, multiplying by (1 + 7)4 
is equivalent to multiplying by (1 + 7) four times because (1 + 7) is contained 
four times as a factor in (1 + 7)4.. The process is illustrated below: 


1.04 = (1+ 7%) 
1.04 = (1+ 7) 
1.0816 = (1+ 2)2 
1.0816 =(1+1)2 
1.169859 = (1 + 7)4 


(1.04)® = (1.04)? x (1.04)4, and other similar combinations may be made. 


PRESENT WORTH—The present worth of a sum of money due at a fixed 
future date is that sum which, at compound interest, will amount to such sum 
at such date. Thus, if interest is 6%, $1 is the present worth of $1.06 due 
inl year. If pis the present worth of $1 due in 1 year, then p X 1.06 = $1, 
or in general terms, p X (1+ 7%)=1. It follows that 1+ (147%) =p. 
Likewise, the present worth of 1 due 2 years hence, or p is 


(Ghee ye 
and for 7 periods hence is 
1+(1+%)” 
or, p=1+ (14+ 1%)" 


Therefore, p= 1 + a 
a being the amount of 1 for the given time at the given rate, compound 
interest. 


On page 138 is shown atable of present values of $1 for various rates and 
periods. The present value of a given sum due at a fixed future period at 
a given rate of interest, can be secured by first finding the present value of 
$1 for that period and rate, and then multiplying this by the sum whose 
present worth it is desired to ascertain. Suppose it is desired to find the 
present worth of $57 due in 15 years at 5% compound interest. The table 
on page 138 shows the present worth of $1 at this rate and for this time to 
be $0.48101710. The present worth of $57 is, therefore, $57 x .48101710 
= $27.4179747. 


COMPOUND DISCOUNT.—The difference between a sum due at a fixed 
time in the future and its present worth is called compound discount. It 
may be computed by the formula 

D=1-pD 
D being the compound discount and p being the present worth of 1. The 
present value and discount on $1 for various periods at 6% are shown below: 


Periods Present Value Discount 
i $0 . 94339623 $0 .05660377 
3 0.83961928 0.16038072 
5 0.74725817 0.25274183 
95 0.00294723 0.99705277 


For present values at all ordinary rates and for all usual periods of time, 
consult the table of present values on page 138. Other formulas for finding 
compound discount are: 

D=I+(1-+%) 
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in which 7 is the interest rate and n the number of periods; also, 


D=I-+a 


in which J is the compound interest on $1 for the given time at the given rate, 
and a is the amount of $1 for the given time at the given rate. 

SUMMARY OF COMPOUND INTEREST PROCESSES.—The following 
rules and formulas are reproduced from Sprague and Perrine’s ‘‘ Accountancy 
of Investment” :> : 


Rules: 


il 
2 
3 
4. 
5 


6. 


ib, 


2. 


3. 


10. 


unt, 


To find the ratio of increase: 
Add 1 to the rate of interest. 
To find the amount of $1: 
Multiply 1 by the ratio as many times as there are periods. 
To find the present worth of $1, or to discount $1: 
Divide 1 by the ratio as many times as there are periods. 
To find the total interest on $1: 
Subtract 1 from the amount. 


. To find the total discount on $1: 


Subtract the present worth from 1. 
To find the amount of annuity of $1: 
Divide the total interest by the rate of interest. 
To find the present worth of an annuity of $1: 
Divide the total discount by the rate of interest. 


. To find the rate of an annuity worth $1, or what annuity can be 


bought for $1: : 
Divide 1 by the present worth of the annuity. 


. To find what annuity (sinking fund) will produce $1: 


Divide 1 by the amount of the annuity. 


To find the premium on a bond, or the discount on a bond: 
Consider the difference between the cash and income rates as an 
annuity to be valued, and find its present worth at the income 
rate. 
To find the value of a bond: 
In case the cash rate is greater than the income rate, the bond is 
at a premium; therefore, add par to the premium. 
In case the income rate is greater than the cash rate, the bond is 
at a discount; therefore, subtract the discount from par. 


Formulas.—i is the rate of interest on unity for one period. nis the number 
of periods. c is the cash rate on a bond. 


Amount of annuity 


Ratio of increase =1+7% 
. Amount = (1+ 7%)" 
. Present worth = ea. 
Total interest =(14+7%)"-1 
. Total discount =l]- en 
G+ar=1 


u 


5 Pp, 120-122, 


/ 
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1 
——— 

fe ier 
t 


7. Present worth of annuity 


w 


I 


8. Rent of annuity 


1 Te 
9. Sinking fund = asi . 
10. Premium on bond ae A (a - ate) 
11. Discount on bond = i= *(1 - ad) 
12. Value of bond (at a premium) = 1 + (1 — as) 
13. Value of bond (at a discount)é = 1 — (1 _ aay) 
Annuities 


ANNUITY DEFINED.—An annuity is a series of equal payments due at 
regular intervals. The interval may be of any length of time—year, half- 
year, quarter, or month. 

TWO FUNDAMENTAL PROBLEMS.—There are two fundamental 
problems in annuities. One is to ascertain the amount to which a series of 
equal payments due at regular intervals will accumulate. The other is to 
ascertain the investment which, with interest accumulations, will permit the 
withdrawal of rents of given amounts at regular intervals of time. 


AMOUNT OF AN ORDINARY ANNUITY.—An ordinary annuity is 
one whose instalments or rents are due at the end of each period. Conse- 
quently, the last one bears no interest. The amount of an ordinary anauity 
of 1 per period for n periods is represented by the symbol Sn. 

The present value of an ordinary annuity of 1 per period for n periods is 
represented by the symbol An. : 

Rule.—To find the amount of an ordinary annuity of 1 for a given number 
of periods at a given rate, divide the compound interest on 1 for the given 
number of periods and at the given rate by the simple interest rate. Ex-~ 
pressed as a formula we have: 


S,=I+% 
Illustration.—The following payments are required to be made to a sinking 
fund at the dates indicated: 


Aienits, apet ON She ne Bln ete Glos Gen acks Caw Oloroan RUG AT IDL 7 2°o% $200 
HE SIREN OL pe, cbr elcadar mec es CICA ciiaR eouommcaoaD Sh 0 8 orc 200 
CY ST SOROS Grae cite re oimicien auomune A reper canicron© 0,0 Tyic.c 200 
Te ne ao oe one ow Cov oom mou DD cmon d-o.c 200 
amet TODD) oie citiyaswrs cede el Giclee ce co ee 200 


To what amounts will these payments accumulate at Jan. 1, 1922, if each 
instalment is invested at once at 4% per annum? 


6 This formula is equivalent to formula 12. 
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1.045 = 1.216653 
Therefore Ig 216653 
Ss = 


for 5 periods at 4%. 


[Sec. 2 


.216653+ .04 = 5.4163, the amount of an annuity of 1 


5.4163 < 200 = $1,083.26, the amount of an annuity of 200 for 5 


periods at 4%. 


The manner in which this annuity accumulates is shown by following com- 


putation : 


Jane ll OlStimstalinesit as eee eee 
“1, 1919 Interest/at 4% on $200.00......... 
InstalmentieWwnerk aoe eee 


« 1, 1920 Interest at 4% on $408.00......... 
Tnstalmenty-. te ace ee ae : 


« 1, 1921 Interest at 4% on $624.32......... 
Instalments4 220 ee ee 


“ 1, 1922 Interest at 4% on $849.29 


Instalmentij 28 Gk ces eee eee 


$ 849.29 


Ne 33.97 
ne 200.00 


..$1,083.26 


On page 140 is a table which shows the amount of an annuity of $1 at 


various rates of interest for various periods of time. 


Having found the 


amount of an annuity of $1 for the given time at the given rate, the amount 
of an annuity for the desired sum can be found by multiplying the amount 


of the annuity of $1 by such sum. 


AMOUNT OF AN ANNUITY DUE.—An annuity due is one whose instal- 
ments or rents are due at the beginning of each period. Consequently, all 
instalments bear interest. It follows that an annuity due of a given sum, 
at a given rate, and for a given number of periods, will accumulate interest 
for a full period longer than will an ordinary annuity of the same sum, at the 
same rate, and for the same number of periods. This means that the excess 
of the amount of the annuity due will be larger than the amount of the ordi- 
nary annuity by the ratio of increase, or 1 + 7. The formula for finding the 


amount of an annuity due is: 
Sn = (I +1) xX (1 + 4) 


Consequently, the amount of an annuity due can be determined by first 
finding the amount of an ordinary annuity, and then multiplying this amount 


by the ratio of increase. 


INustration.—The following payments are required to be made to a sinking 
fund which is to be allowed to accumulate until 1 year after the last instal- 


ment is paid in. 


Jani, LOS v .. <aasgeke nem ee ee 
sy i OL. & egos ocr safe coerce nee ete ene eee 
pee PURE eer ho oe sh hls se abun ts. 
Be LO 2D so is 1, ct genset ee eae 
Se; 1922 
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To what amount will these payments accumulate at Jan. 1, 1923, if each 
instalment is invested at once at 4% perannum? The amount of an ordinary 
annuity for this sum, rate, and time as found on page 142, is $1,083.26. 
Multiplying this sum by the ratio of increase, 1.04, gives $1,126.59 as the 
amount of an annuity due of $200, for 5 years, at 4%. The manner in which 
this annuity accumulates is shown below: 


ariel LOTS pice ne anlar werent ee antec herr ee $ 200.00 
ee, 1919 Interestat 4750n $200/00%-)..... 2a. ae 8.00 
Imstalments mcm dots ce ohio ee 200.00 

$ 408.00 

* 1; 1920 Interest at 4% on $408.00............ 16.32 
dnstalmentac: see ocr ee oie ee 200.00 

$ 624.32 

Sie OD eknterestratr4 pon pOla.oo mena rene te 24.97 
Tnstalynentneseee coe ee ee 200.00 

$ 849.29 

« 1, 1922 Interest at 4% on $849.29. . 4,0..00 08 33.97 
iEnstalmentatss. 4. hy a a ee 200.00 

$1,083.26 

= 1; 1923 Interest at 4% on $1,083.26........... 43.33 
RO Lal vata acta ealare eae eee $1,126.59 


SINKING FUNDS.—When sinking funds are accumulated by periodical 
contributions, the problem is to find what sum invested periodically will 
accumulate to the required amount, at a given rate of interest, and over a 
given number of periods. This periodical contribution is determined by 
finding the amount of an annuity of $1 for the given number of periods at 
the given rate of interest, and then dividing the amount of the required fund 
by the amount of an annuity of $1. Periodical contributions to sinking 
funds are usually deposited at the end of the period; consequently the divisor 
employed is the amount of an ordinary annuity of $1. IfS. F. represents the 
sinking fund to be established and if S. F. C. represents the periodical con- 
tribution to be made to the sinking fund, then 


Sholay (05 Eats 19, Sash 
Sn being the amount of an ordinary annuity of $1. 

Illustration. A company desires to accumulate a fund of $50,000 in 
6 years. If money put into the fund accumulates at the rate of 4% per 
annum, what must be the amount of each yearly contribution, the first being 
made at end of the 1st year? 

From the table on page 142, we find that the amount of an ordinary 
annuity of $1 for 6 periods at 4% is $6.632975. Therefore, 


S. F. C. = $50,000 + 6.632975 
= $7,538.10 
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The manner in which this annuity accumulates to the required amount is 
shown in the following table: 


End of 1st year: 


THStal MOL til, el cheat ee eee a aad tocol chet etaronete nal bh eleedarenal anes $ 7,538.10 
End of 2nd year: 
Interest on $7,538.10 at 4%.......sceeeecvseees $ 301.52 
Mnstalmient.e cist eieiole ele eysinieyeiaia Hoos sous nos 7,538.10 7,839.62 
$15,377.72 
End of 3rd year: 
AmterestrOn PLO a bled lA 7 ale ccis niche spores elerelele eral $ 615.12 ; 
Unstalinenta meee dsr ere en ene eieeekaroter Metetenctenal 7,538.10 8,153.22 
$23,530.94 
End of 4th year: 
Paterest on $23,030.94 ab 47a. sieimpleisie «teiiiels «)olerais $ 941.24 
instakmentsstccie see Ee PriC Gor oa orm On an 7,538.10 8,479.34 
$32,010.28 
End of 5th year: 
interest on $32,010.28 at- 4% cn. cle cists olvicte a vietel cue $1,280.41 
Instalment...... DOG hhD OUCGONDUROOROTOUUSdUtG« 7,538.10 8,818.51 
$40,828.79 
End of 6th year: 
Interestion ¢40 828.79) at 4:05 .cmiehe eto sronetencheie nein $1,633.15 
instalment ots. Se sce cvetele lc ies Whence ONG ene erento oer 7,538.10 9,171.25 
$50,000.04 


If the contributions are to be made to the sinking fund at the beginning 
of each period, the amount which is to be accumulated should be divided by 
the amount, not of an ordinary annuity, but of an annuity due. Thus, in 
the preceding illustration, if the deposits are to be made to the sinking 
fund at the beginning of each of the 6 years during which it accumulates, 
in order to find the amount of each contribution we must divide 50,000, 
not by 6.632975, but by 6.632975 x 1.04 = 6.898294. 50,000 + 6.898294 = 
$7 , 248.17. 

The manner in which the sinking fund will then accumulate is shown below: 
1st year: 


Beginning instalments. sei eats eee eee Oo) Vea Sol e 

End: Interest onigin 24 Salita art 40a aed ae teen 289.93 
7,538.1 

2nd year: 2 aoe 

Besinning” Instalmentasse eee Notes a tateretorete areretn aca 7,248.17 

; $14,786.27 

End: Interestioni$14,7S6:274at4 (oe eee 591.45 


$15,377.72 
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3rd year: 
Besinning: Ingtalmenty:,..-c.6 6 oases 5 seb csavel Geter ee hake Le PRE 7,248.17 
$22,625.89 
End: Interest‘on $22,625.89 at 4%... 0... wero we eilerserene 905.04 
4th year: $23 , 530.93 
Beginnings Instalmment.. oe fi... thaie's rove rare be a raredites chaeeMane S0SPs UE 7,248.17 
$30,779.10 
End: Interest on $307.00. LOvat Aor. a ccoe ca suckentebeeeerarene CPE NG 
5th year: $32,010.26 
Besmnim oo Instant ote cans sre tes eka ie Mea ee a erarentiterarnte eiere 7,248.17 
$39,258.43 
End: Interestion:$39)258:43 abi4[G. 5 act sie Stale siohals Wn ae 1,570.34 
Silvan $40,828.77 
Beginming wl nStalmMent a: ess nickecbctei ele eteedia eels stelolle etorerehe tele takes Hh a eta WE 
$48,076.94 
End: tnterestion.>45,076:94, ati 4k ave Saale oti uel 1,923.07 
ET OUEUS omet wens ga tens waits lane aa altatus tau Reo may cect hs $50,000.01 


Sometimes the interest on the sinking fund is compounded more frequently 
than the contributions are made to it. Thus, the contributions may be made 
yearly, whereas the interest may be compounded semiannually, quarterly, 
or monthly. Under these conditions it must be remembered that the nominal 
and effective rates are different. 

Illustration.—A company establishes a sinking fund by contributing to 
it annually $200, payable at the end of the year. To what sum will these 
accumulate if they are invested at 4% and the interest is compounded semi- 
annually? 

Here the rate is not 4% per annum, but 2% per half-year; therefore the 
ratio of increase is 1.02 each 6 months, or 1.02? per annum. 1.02? = 1.0404 
the ratio of increase per annum. The effective yearly interest rate is, there- 
fore, 1.0404%. 

The amount of $1 in 4 years at 2% a half-year is 1.028 = $1.171659. The 
compound interest is $0.171659. To find the amount of an annuity of $1, 
divide the compound interest, $0.171659, by the effective interest rate, 
.0404, which gives as a result $4.249. Therefore, the amount of an annuity of 
$200 = 200. x 4,249 = $849.80. . The manner in which this accumulation. 
takes place is shown in the following computations: 


1st year: . 

End: Instalment Hh ee: ee te eho careers Rah amaided doe G b GOE SUES Re $200.00; 
2nd year: 

Nita dlesInteres trom. f200\\OOlmierssrsereiel iene hecee deta ter ent oeiees $ 4.00 

End: i Pm? (Ac OO Me atcc crt tence tea roto cree ean 4.08 8.08 


Tnstal ments cccs pane «cokanerd oil oolieceree eae Ee 200.00 
$408.08 
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3rd year: 
Maddie: Interest on S40S8s08i- ein nesses eaten enenenen none $ 8.16 
End: ‘ YANG: D4 xs ae chs cae aer eae Otte 8.32 16.48 
Tnstalmentt .¢ ocicicce 4. cateesethe Bee oe Pare Mere Rees rama 200.00 
Ath year: 028 56 
Middle sinterest on $624.56- 55.6 1c iaere elena one ease eee $12.49 
End: £ SGOT LOR Shc chee ween Cian asee ener 12.74 PRS PAS} 
Tmstalma Gn ico iv. ss 07s cect ene eee ara NTRS ,200.00 
TiO Gall be, Wahcrouite s cthere <eeavty ayer arene er ened sence Pac Role th sles $849.79 


Should the instalments be made payable at the beginning of each year 
instead of at the end, the amount is computed as above and then multiplied 
by the ratio of increase. Thus, in the above illustration the ratio of increase 
is 1.0404, and to find the amount of the annuity if the instalments are pay- 
able at the beginning of each year, $849.79 is multiplied by 1.0404 = $884.12. 

PRESENT WORTH OF AN ANNUITY.—It is sometimes necessary to 
find what sum invested and allowed to accumulate at compound interest will 
produce a certain number of rents of a given amount and to be withdrawn 
from the fund at given intervals of time. The amount in the fund at the time 
the last rent is payable should be exactly sufficient to provide for its payment. 

Illustration.—A concern wishes to invest a sum of money on Jan. 1, 1922, 
which, accumulating at the rate of 4% per annum, will just enable it to make 
four payments of $200 each on Jan. 1, 1923, Jan. 1, 1924, Jan. 1, 1925, and 
Jan. 1, 1926, respectively. The following rule should be followed: 

To determine the present value of an annuity of 1 for a given number of 
periods at a given rate of interest, divide the compound discount on 1 for the 
given number of periods by the given interest rate. If A, represents such 
present value, then 

An =D +7 
D being the compound discount and 7 the interest rate. 

From the table on page 138, it is found that the present value of 1 at 4% 
‘due 4 periods hence is .854804. The compound discount is 1—.854804 = 
-145196. Dividing .145196 by .04, the rate of interest, gives 3.6299 as the 
present value of an annuity of 1 for 4 periods at 4%. 3.6299 x $200 = 
$725.98, the present value of an annuity of $200 for 4 years at 4%. The 


pees in which this accumulation and reduction takes place is shown 
elow: 


Jan. 1, 1922 Investment (present value)...:..s..0+cs+oeccersecess $725.98 
“  “ 1923 Interest on $725.98 at 4%........ OHO OIA NO OOO COG 29.04 
$755 .02 

Payment deductedit 246: 54) 45 sete ane ee 200.00 

$555 . 02 

Senin 1024) Tnterestion$550.02)a 014.0. pean terete nan nea 22.20 
$577 . 22 

Payment .deducted...,....suaacsia tee 200.00 
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Jan el elO25.lnterest OnvGor Macratis Soman ce eierelete otis eleles a okign eee 15.09 
$392.31 

Payment dedueve dere t ists) oilers +, oejencheleasiecerehersueiclens Rasierenenehen OU ROG 
$192.31 

¢ .« 1926 Interest on $192.31 at 4%........ OTA ORD ECIOA GRG oo 7.69 
$200.00 

Payment deductedsas. te: cme ee mee nics ees ha ate stare 200.00 

$ 0.00 


PRESENT WORTH OF AN ANNUITY DUE.—When the payments are 
to be made at the beginning instead of the end of each period, the invested 
sum draws no interest before the first rent is deducted. The present worth 
of an annuity due can be determined by multiplying the present value of an 
ordinary annuity for the same number of payments and at the same rate of 
interest by the ratio of increase, 1+7. Thus, in the illustration of the present 
worth of an ordinary annuity on page 124, we have $725.98 given as the 
present value. The ratio of increase is 1.04. Multiplying 725.98 by 1.04 
gives $755.02 as the present value of an annuity due of $200 payable in 4 
annual instalments of $200 each. The manner in which this sum accum- 
ulates and is reduced by the 4 yearly payments is shown below: 


Jan. 1, 1922 Investment (present value)............-+ esses eeeeee $755.02 
Payment deducted...........- see e eee eee e ee eeeee 200.00 

$555 . 02 

Jan. 1, 1923 Interest on balance, $555.02 at A. Tom ratiy te Tee ae ete 22.20 
$577 . 22 

Payment deducted. ........ cs seer cece cere ee ceeeee 200.00: 

$377.22 

Jan. 1, 1924 Interest on balance, $377.22 at ACG, saporrarehedesisigysuslevetettens 15.19: 
$392.41 

Payment deducted....... 61. sees veer eee ee eee aeee 200.00 

$192.41 

Jan. 1, 1925 Interest on balance, $192.41, at AO On’, RE eee 7.70 
$200.11 

Payment deducted... ...... sss ee ee eee e eens eee enees 200.00 

$ sali 


DEFERRED ANNUITI¥S.—It is sometimes desired to find the present 
value of an annuity which will not begin to run until after several periods 
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have elapsed. Thus, an annuity of 4 payments deferred 8 periods does not 
. begin to run until 8 periods have expired. 

Illustration.—In the illustration given on page 124, it is shown that the 
present value of an ordinary annuity of $200, due in 4 payments at 4% per 
year, is $725.98. What is the present value of such an annuity if it is deferred 
8 years, that is, if the first annuity. payment is made 9 years from the date on 
which the sum representing the present worth is invested? 

Since the annuity is deferred 8 years, the investment will earn interest for 
8 years before the annuity begins torun. If $725.98 invested at the beginning 
of the 9th year will produce the required annuity, the investment at the begin- 
ning of the Ist year is the present worth of $725.98 due at the end of 8 years. 
The present value of 1 due in 8 periods at 4% is 0.730690 as per table on page 
138; therefore the present value of $725.98 is $725.98 x 0.730690 = $530.47, 
which amount, invested at compound interest will amount to $725.98 in 8 years, 
because 1.048 = 1.368569 and $530.47 x 1.368569 = $725.98. 

PRICE OF BONDS.—Various factors combine to determine the selling 
price of a bond. These are: the financial status of the issuing company, 
the condition of the money market, the security, the interest rate, and so on. 
Bonds usually sell either at a discount or at a premium, and when such is 
the case the effective interest rate differs from the nominal rate. When a 
bond is sold below par, i.e., at a discount, the sum received is less than par, 
so that the effective interest rate is higher than the nominal interest rate. 
If, on the other hand, the bond sells above par, i.e., at a premium, the sum 
received by the seller is greater than the par value of the bond, so that the 
effective interest rate realized by the purchaser is less than the nominal in- 
terest rate. 

When bond quotations are made ‘‘on a basis,”’ the effective rate to be 
earned is stated. Given this and the nominal rate, the price may be computed 
from a bond table. From the following table we find that a 5-year 6% bond 


bought on a 5% basis costs $104.38, and that a 5-year 7% $100 bond bought 
on a 5% basis costs $108.75. 


Bond Table 
Five Years—Interest payable semiannually 
Per Cent 
per Aanaea 3% 34% 4% 44% 5% 6% 7% 
4.75 92.29 94,49 96.70 98.90 101.10 105.51 109.91 
4.80 92.08 94.28 96.48 98.68 100.88 105.28 109.58 
4.875 i ad 93.96 96.10 98.35 100.55 104.94 109.33 
4.90 91.66 93.86 96.05 98.25 100.44 104.83 109.31 
5.00 91.25 93.44 95.62 97.81 100.00 104.38 108.75 
5.10 90.83 93.02 95.20 97.38 99.56 103.93 108.29 
: ie 90.73 92.91 95.09 OF 20 99.45 103.82 108.18 
5 os 90.42 92.60 94.78 96.95 99.13 103.48 107.84 
ee 90 22 92.39 94.57 96.74 98.91 103.26 107.61 
5 375 90.01 92.18 94.35 96.53 98.70 103.04 107.38 
89.71 91.87 94.04 96.21 98.37 102.71 107.04 
5.40 89.61 91.77 93.94 96.10 98.27 102.60 
: i 106.93 
: Boe 89.20 91.36 93.52 95.68 97.84 102.16 106.48 
5 ye 88.70 90.85 93.00 95.16 SGU 101.61 105.92 
5 875 88.20 90.34 92.49 94.62 96.78 101.07 105.37 
87.70 89.84 91.98 94.12 96.26 100.53 104.81 
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Several bond tables are published giving prices for all usual terms and 
rates. See additional illustration on page 162. 


COMPUTING BOND PREMIUM.—When the effective interest rate is 
lower than the nominal rate, the premium is computed by a method illus- 
trated below: : 

If the par value is $1,000, the term 5 years, the nominal rate 6% payable 
semiannually, and the bond is to be bought on a 5% basis, the buyer is to 
receive a return of 5% per annum. If it bore coupons of 244% each payable 
each 6 months, the bond would be bought at par. But the coupons are 
$30 each, and this extra $5 each 6 months is an annuity for which the buyer 
pays the present value discounted at the effective interest rate of 244% per 
period, determined thus: 


.781198 = present value of 1 at 214% for 10 periods. 
.218802 ~ .025 = 8.75208 present value of annuity of 1. 
8.75208 & 5 = 43.76040 present value of annuity of 5, the ._premium. 
Therefore the basis price to be paid is $1,043.76. 


COMPUTING BOND DISCOUNT.—The discount on a bond may be 
computed by finding the difference between the interest on par at the effective 
rate and the nominal rate, and then finding the present value of an annuity 
for the, number of interest periods, each rent of which is the difference in 
the interest at the two rates. This is done by discounting the annuity at. 
the effective interest rate. 

Illustration.—Assume a $1,000 5-year 5% bond which is to be sold to 
net the investor 6%, interest being payable semiannually. 


Effective rate is 3% on $1,000 = $30 
Nominal rate is 214% on $1,000 = 25 
Difference = $ 5 
Present value of 1 at 3% due in 10 periods = .744094 
Compound discount .255906 


.255906 + .03 = 8.53802 
5 < 8.5302 = 42.6510, the discount 
1,000 — 42.65 957.35, the price 


LEGAL INTEREST RATES.—The following table gives the statutory 
provisions of the various states regarding interest rates. 


Present value of annuity of 1 


tou dl 


Legal Rate of Interest Table 


% % 
Alabama......... 8 : 
EATIZOMSE tear aan 6 Parties may agree on any rate not @XCCCGINE 4 wa reneaterets 10 
WArieamsaseyne cs aan9 « 6 a “ Car ee ai a os suka stole MER 10 
California... 2.025. 1 + i ee eed eg HE popoo sag aa ns 12 
@olorado.s cna 8 Parties may agree on any rate not exceeding 12% per annum 


if the principal is not over $300. Parties may agree on 
any rate on larger loans. 


Connecticut...... 6 Loans at greater rate than 12% prohibited except that pawn- 
brokers may charge special rates. 
Delaware......... 6 Parties may agree in writing on any rate where loan exceeds 


$5,000 on accepted collateral security. Vol. 28, Laws of 
Delaware, p. 632. 
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Legal Rate of Interest Table—Continued 


% 
Dist. of Columbia. ie Parties may agree in writing on any rate not exceeding agoe 8 
Mloridaee eee. 8 - PWR alias rh -oh® Se ahaa ah eee oDeS 10 
Georgian, «fen oat 7 E rs Bo ae ; Ne eae ralbhapse hace 8 
IGE snc ouE60 Bb a of Shad ge ME Ra ae Gara ae wee 10 
Parties may agree in writing for the payment of compound 
interest if the rate of interest on interest does not exceed 
the maximum allowed by law (10%) and the aggregate 
of the interest and compound interest does not exceed 
such maximum rate on the principal. 
MUiMOIsteeen ee ee 5 Parties may agree on any rate not exceeding.............. 7 
Indiana tine eee eae 6 “a “ «6 “cr “ce “ec “ee Ste eaten Ost ae Be 8 
OWS ca eon 6 Ss is A Va aS ee pc re Pal qaathcnnei acd eae 8 
NRANSAS Serine eee O es os NO eet i Lal ean Ons 10 
Kentucky........ 6 
Mouisiana ©. oko... Parties may agree on any rate not exceeding.............. 8 
Maine Dh es oo 6 Parties may agree on any rate. 
Maryland........ 6 344% per month on petty loans of $300 or less made by spe- 
cially licensed loan agencies. t 
Massachusetts.... 6 Parties may agree on any rate. 
Michiganin «45.05 5 me ‘ a, VTE Ss notioxceedingse.an bee eee 7 
Minnesota........ 6 x m0 ste ae ae ie YS ie aia feuokeueh Mckee thes 10 
Mississippi....... 6 a5 a RCN Rae peti ehh LK Me inten Oh est electra 8 
Missouri Jey5 0.5.2. 6 § eS Stl See SPSS SS" RIES SE ARTs 8 
iViontanaveee cane: 8 MG is eds ox ye eam 5 Wiekedace se bertee 10 
INebraskan.2 cee se 7 os os Se eS palace, ae Me ANE o adore ee 10 
tNevadale, oko: 7 uy Co ee eee Se eke ii eer re 12 
New Hampshire... 6 
New Jersey....... 6 
New Mexico...... 6 Parties may agree on any rate not exceeding.............. 10 
ere there is no collateral security for loan.............. 12 
Nowa orks.) jr <7 6 Special exceptions in favor of call loans in amounts over 
$5,000; and in favor of bankers. + 
North Carolina... 6 
North Dakota.... 6 Parties may agree on any rate not exceeding.............. 10 
Rate shall be same after maturity of indebtedness as before 
nae maturity. Attempted increase void. 
OM OF ee ete tice ie 6 Parties may agree on any rate not exceeding i. . acisunp ae 8 
Oklahomeajrw ee. 6 os a igri Sede ide A cee Lanvershcas sips cota ten 10 
Oregonhenncnen ccs 6 * aS yl oy Ae aes cB LEU en eee 10 
Pennsylvania..... 6 Special provisions licensed money lenders. 
Rhode Island. .... 6 Parties may agree on any rate not exceeding.............. 30 
South Carolina.... 7 oS af SNe eos ee Gniet be FNS ocean ST a 8 
South Dakota..... 7 M a SEMIS CEE ee os EN oh a ai i AR ae 10 
Tennessee........ 6 . Ke Se a eee Seng ty. V tee tae 427 8 
WMlexaseasae the he 6 a H eS Bee 59 80 ET ES OS ok 10 
Utah ee ee ee 8 “ee +e “cc “ci “ec “ee “ec So. Past) Tes ey 12 
WOSWO RIG Cogcogne 6 
ita Os Ae cb pes 6 Bankers, brokers and moneyed corporations may loan 
money or discount at not exceeding 14 of 1% for 30 days, 
minimum fee 50c. Exceptions in favor of insurance 
: companies loaning money at 6% on insurance policies. 
Washington Fe BAH 6 Parties may agree on any rate not eXCeeGINg. 4. meee 12 
West Virginias,... 6 
Wisconsin........ 6 Parties may agree on any rate not exceeding.............. 10 
Wyoming! 235.25. 8 on “ “ Comers Cram aie Ne iat iS ee. 12 


N.B.—In states where parties may agree on higher than legal rate, it is not sufficient to 


print on invoice such words “interest at rate of 1 per cent a month charged on past due 
accounts,” for a contract is not created thereby. 


* : : PY 
Where there is no express contract in writin 


ree 0 7% upon all claims except book accounts, and interest runs from the time the 
ebt became due. In the case of book accounts interest commences to run from the day 

the accounts are settled and the balance ascertained. 

ae e erporations are precluded in Maryland and New York from setting up usury as a 


g regulating the rate of interest, the legal 
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Exact Interest at 5% for Times from 1 to 360 Days 
(Based on 365 days to the year) 


I= 


Pee 
365 
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CHONHA UhwWne 


$1,000 


$2,000 


$3,000 


$4,000 


$5,000 


$6,000 


$7,000 


$8,000 


* $9,000 


0.1370 
0.2740 
0.4110 
0.5479 
0.6849 


0.8219 
0.9589 
1.0959 
1.2329 


1.3699 
2.7397 
4.1096 
5.4795 
6.8493 


8.2192 
9.5890 
10.9589 
12.3288 
13.6986 


15.0685 
16.4384 
17,8082 
19.1781 
20.5479 


21.9178 
23.2877 
24.6575 
26.0274 
27.3973 


28.7671 
30.1370 
31.5068 
32.8767 
34.2466 


35.6164 
36.9863 
38.3562 
39.7260 
41.0959 


42.4658 
43.8356 
45.2055 
46.5753 
47.9452 


49.3151 


0.2740 
0.5479 
0.8219 
1.0959 
1.3699 


1.6438 
1.9178 
2.1918 
2.4658 


2.7397 
5.4795 
8.2192 
10.9589 
13.6986 


16.4384 
19.1781 
21.9178 
24.6575 
27.3973 


30.1370 
32.8767 
35.6164 
38.3562 
41.0959 


43.8356 
46.5753 
49.3151 
52.0548 
54.7945 


57.5342 
60.2740 
63.0137 
65.7534 
68.4932 


71.2329 
73.9726 
76.7123 
79.4521 
82.1918 


84,9315 
87.6712 
90.4110 
93.1507 
95.8904 
98.6301 


0.4110 
0.8219 
1.2329 
1.6438 
2.0548 


2.4658 
2.8767 
3.2877 
3.6986 


4.1096 
8.2192 
12.3288 
16.4384 
20.5479 


24.6575 
28.7671 
32.8767 
36.9863 
41.0959 


45.2055 
49.3151 
53.4247 
57.5342 
61.6438 


65.7534 
69.8630 
73.9726 
78.0822 
82.1918 


86.3014 
90.4110 
94,5205 
98.6301 
102.7397 


106.8493 
110.9589 
115.0685 
119.1781 
123.2877 


127.3973 
131.5068 
135.6164 
139.7260 
143.8356 
147.9452 


0.5749 
1.0959 
1.6438 
2.1918 
2.7397 


3.2877 
3.8356 
4.3836 
4.9315 


5.4795 
10.9589 
16.4384 
21.9178 
27.3973 


32.8767 
38.3562 
43.8356 
49.3151 
54.7945 


60.2740 
65.7534 
71.2329 
76.7123 
82.1918 


87.6712 
93.1507 
98.6301 
104.1096 
109.5890 


115.0685 
120.5479 
126.0274 
131.5068 
136.9863 


142.4658 
147.9452 
153.4247 
158.9041 
164.3836 


169.8630 
175.3425 
180.8219 
186.3014 
191.7808 
197.2603 


0.6849 
1.3699 
2.0548 
2.7397 
3.4247 


4,1096 
4.7945 
5.4795 
6.1644 


6.8493 
13.6986 
20.5479 
27.3973 
34.2466 


41.0959 
47.9452 
54.7945 
61.6438 
68.4931 


75.3425 
82.1918 
89.0411 
95.8904 
102.7397 


109.5890 
116.4384 
123.2877 
130.1370 
136.9863 


143.8356 
150.6849 
157.5342 
164.3836 
171.2329 


178.0822 
184.9315 
191.7808 
198.6301 
205.4795 


212.3288 
219.1781 
226.0274 
232.8767 
239.7260 
246.5753 


0.8219 
1.6438 
2.4657 
3.2877 
4.1096 


4.9315 
5.7534 
6.5753 
7.3973 


8.2192 
16.4384 
24.6575 
32.8767 
41,0959 


49.3151 
57.5342 
65.7334 
73.9726 
82.1918 


90.4110 
98.6301 
106.8493 
115.0685 
123.2877 


131.5068 
139.7260 
147.9452 
156.1644 
164.3836 


172.6027 
180.8219 
189.0411 
197.2603 
205.4795 


213.6986 
221.9178 
230.1370 
238.3562 
246.5753 


254.7945 
263.0137 
271.2329 
279.4521 
287.6712 
295.8904 


0.9589 
1.9178 
2.8767 
3.8356 
4.7945 


5.7534 
6.7123 
7.6712 
8.6301 


9.5890 
19.1781 
28.7671 
38.3562 
47.9452 


57.5342 
67.1233 
76.7123 
86.3014 
95.8904 


105.4795 
115.0685 
124.6575 
134.2466 
143.8356 


153.4247 
163.0137 
172.6027 
182.1918 
191.7808 


201.3699 
210.9589 
220.5479 
230.1370 
239.7260 


249.3151 
258.9041 
268.4932 
278.0822 
287.6712 


297.2603 
306.8493 
316.4384 
326.0274 
335.6164 
345.2055 


1.0959 
2.1918 
3.2877 
4.3836 
5.4795 


6.5753 
7.6712 
8.7671 
9.8630 


10.9589 
21.9178 
32.8767 
43.8356 
54.7945 


65.7534 
76.7123 
87.6712 
98.6301 
109.5890 


120.5479 
131.5068 
142.4658 
153.4247 
164.3836 


175.3425 
186.3014 
197.2603 
208.2192 
219.1781 


230.1370 
241.0959 
252.0548 
263.0137 
273.9726 


284.9315 
295.8904 
306.8493 
317.8082 
328.7671 


339.7260 
350.6849 
361.6438 
372.6027 
383.5616 
394.5205 


1.2329 
2.4658 
3.6986 
4.9315 
6.1644 


7.3973 
8.6301 
9.8630 
11.0959 


12.3288 
24.6575 
36.9863 
49.3151 
61.6438 


73.9761 
86.3042 
98.6301 
110.9589 
123.2877 


135.6164 
147.9452 
160.2740 
172.6027 
184.9315 


197.2603 
209.5890 
221.9178 
234.2466 
246.5753 


258.9041 
271.2329 
283.5616 
295.8904 
308.2192 


320.5479 
332.8767 
345.2055 
357.5342 
369.8630 


382.1918 
394.5205 
406.8493 
419.1781 
431.5068 
443.8356 
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Five Per Cent Interest Table } 
Time | $1 $2 $3 $4 $5 $6 $7 $8 $9 | $10 $20 $30 $40 $50 $100 $1,000 
i One Ole OON sOle sO) Open Ole 0 0 0 1 af 1 14 
2 Oise Ole 0) 0 OO Oar Oke O) 0 1 1 it + 3 28 
Se OO nO) OO sO Ole Olen 0 1 1 2 2 4 42 
4 ORO Om Ore OO me Ore Olu 1 1 2 2 3 6 56 
5 (Opes Oe Our Ouens Oe O nme Open aea 1 1 2 3 3 7 69 
6 Osno-te OOF VO: Subse, oe 1 2 3 3 4 8 83 
7 OGR OO S5OR tO et are * Fat 1 2 3 4 5 10 97 
nD 8 OrmeAOm OOF a1 2 eer = ie! 1 2 3 4 6 LF Peery 
ms 9 OVGSO-& Oe my 1 1 tod 1 3 4 5 6 13. 1.25 
Q 10 OFF O04 Ove 2 PPS ell 1 3 4 6 if 14 1.39 
peaks ORR Oe ieee bel 1 Wwe 2 4 6 8 10 21 2.08 
20 Oshs Perel ease) 2s 3 6 8 li 14 28 2.78 
25 Oath 1 Ue is OES oo 3 7 10 14 17 3S | 47 
30 Ome TD Seas Seek 4 8 13 17 21 42 4.17 
| 33 ee” OL i 2 SS eS ae ae 5 9 14 19 23 46 4.59 
63 ee Aa eA A DTG) eens 9 18 26 35 44 88 8.75 
{ 93 a tShe4 5. 46. BShe Oe Ou 13 26 39 52 65 1.29 12.92 
1 Cf Cae k aa. ote. on one 4 8 13 17 21 42 4.17 
2 We EAT ee ee gs nd en Nh PL a= 8 17 25 33 42 83 8.33 
3 een eae OL GO nS Oba On nict 13 25 38 50 63 1.25 12.50 
| 4 Lene tee ao) LO eg ta) toa 17 33 50 67 Sa) E.G 16. 6F 
a iS} eee eA ee acl oiethee al oko 21 42 63 83 1.04 2.08 20.83 
a 6 1a .O eS LOL lot 1b, is 220 ees 25 50 75° 1.00. 1:25 —2.50-: 25.00 
a 
(sy YZ SG) 9) SL2 bw 8, 20 2326 29 58 88. 1.17 1.46. 2:92, 29.17 
baie) Sand 10 ts) lige 20 625127 580) 33 Ciel UO Soa OierccBomEoonoo 
9 48 Wl 15> 19> 23; 26 307 34 38 (Ow Loon LOO, Ines LOneZOmrO OO 
10 Abe Sind old 2i5 Loe cO eso 8S 42 83 91.25 1.67 2.08 4.17 41:67 
ll Peo 14.018 - 23h Weve eS Taal 46 92 1.38 1.83 2.29 4.58 45.83 
12 5 10 15 20 25 30 35 40 45 50 1.00 1.50 2.00 2.50 5.00 50.00 
The Number of Each Day of the Year Counting from Jan. 1 
Day of Feb. M 
Month Jan. Feb. Mar. Apr. May June July Aug. Sept. Oct. Nov. Dec. 
{ 
1 J 32 60 91 121 152 182 213 244 274 305 335 
2 2 33 61 92 122 153 183 214 245 275 306 336 
3 3 34 62 93 123 154 184 215 246 276 307 337 
4 4 35 63 94 124 155: 185 216 247 277 308 338 
{5 5 36 64 95 125 156 186 217, 248 278 309 339 
6 6 37 65 96 126 157 187 218 249 279 310 340 
7 7 38 66 97 127 158 188 219 250 280 311 341 
8 8 39 67 98 128 159 189 220 251 281 312 342 
9 9 40 68 99 129 160 190 * 221 252 282 313 343 
10 10 41 $9 100 130 161 191 222 253 283 314 344 
11 jl 42 70 101 131 162 192 223 254 284 315 345 
o 12 43 71 102 132 163 193 224 255 285 316 346 
14 13 44 {P4 103 133 164 194 225 256 286 317 347 
is 14 45 73 104 134 165 195 226 257 287 318 348 
15 46 74 105 135 166 196 227 258 288 319 349 


Pn te leap years the number of the day is one greater than the tabular number, 
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t Six Per Cent Interest Table 
= 

Time | $1 $2 $3 $4 $5 $6 $7 $8 $9 | $10 $20 $30 $40 $50 $100 $1,000 

Lies | OURO SOMO 2 Ole! F Oe Onno 0 0 1 1 1 2 17 

2a OO) LONe One OF OM Om OO 0 1 1 1 2 3 38 

Oe Oe > Oa Ot) 8 1 1 2 2 3 5 50 

EEN OVE AO WS OE GOP Ta 1 1 2 3 3 i 67 

See Oe Os 0m Ose Oh Sie 1 at 1 2 3 3 4 8 83 

OM | SOO Re OMe) ome leat Je lee eet 1 2 3 4 510M OO 

TanS0LMOS0m Ose ties ele nie 1 1 2 4 5 Ceo) 117, 

eg he a ek apa ae is gs 1 3 4 5 7p aS SESS 

Bei 60. 00200. Lb bet 4 2 3 5 6 Si Fb 950 

FelO gO Oat ola oe ET Ay <2 2 3 5 7 Se Ge Gi 

5 aa | lO ios ine Tica nar Pa 2 aa a 3 5 S210 eS rab a2 e0 

20 Oe nia 1ekole oreo 2e—5 3 7imelOl 1S) 17, eSomerease 

25a ROs ale Glew 2 Quo Seka hf 4 By) Se ae Sl ile 

30m lela eo. 2 Be Ss a4 a4 Br 10° =-155 9920 25 eae50)) 65200 

33 eileen Oat o seieioe 3 hae Same 6 At B17] 22> Q8eennbo 50 

63m aie Ole eS 4 a Roger ere Oe 11h oe) so=" 498) 85S) Om ONnO 

03h eco Oe MSO eS nO ele oi Al! 168= “Sleerr47 m= 62— 78 leh om ROO 

il la) a RR OF Se eRe es 5 10 15 20 25 50 ~5:00 

Zale oes as eG eS N) 10 208 oO 400 SOOO MOS00 

Ae Moe se e5 me Ome SON iia d2e145|) 15) 5) 30s 45:0 60 = 7501 5OMRTD BOO 

Aa elena seueGee’ S210) c12) 140 16.018) 4) 20-40) @ 60h 9180 © 1..00)92,00) 20100 

f Bigger se 10/213: lop 1S 20N2a01 250 eb0) a 7bal 1 00.25) e750 ONO) 

EB 0 | 3 "6 9712 15 18 ‘21 24 27 | 30 60 ~ 90 1.20:.1.50 3.00 -30.00 

BS Piles 7 14 18 21 25. 28 82 1S5, 70) 1.05 1.40 1-75 9850s 5400 

S 8 | 4 8 12 18 20 24 28 32 36 | 40 80 1.20 1.60 2.00 4.00 40.00 

OU5 | Ol 14 18 123) 87, 82. 36 41 |. 45. 90, £.35~ 1.800 2.25. 4,50 etono0 

10 | 5 10 15 20 25 36 35 40 45 | 50 1.00 1.50 2.00 2.50 5.00 50.00 

11 | 6 11 17 22 28 33 39 44 50 | 55 1.10 1.65 2.20 2.75 5.50 55.00 

12 | 6 12 18 24 30 36 42 48 54 | 60 1.20 1.80 2.40 3.00 6.00 60.00 


The Number of Each Day of the Year Counting from Jan. 1—Continued. 


merit Jan. Feb. Mar. Apr. May June 
16 16-47 7% 106 136 167 
17 Li 48 6 107 137 168 
18 18 49 7p 108 138 169 
19 19 50 03678 109 139 170 
20 20 51 79 110 140 Whi 
za 21 52 80 111 141 172 
22 22 53 81 112 142 173 
23 23 54 82 113 143 174 
24 24 55 83 114 144 175 
25 25 56 84 115 145 176 
26 26 67 85 116 146 177 
27 20 58 86 117 147 178 
28 28 59 87 118 148 179 
29 29 88 119 149 180 
30 30 89 120 150 181 
31 31 90 151 


July Aug. Sept. Oct. Nov. Dec. 

197 228 259 289 320 350 
198 229 260 290 321 351 
199. $230) -261- © 291) 32 2sbe 
200 231 262 292 323 353 
201 232 263 298 324 354 
202 233 264 294 325 355 
208 234 265 295 326 356 
204 235 266 296 327 357 
205 236 267 297 328 358 
206 237 268 298 329 359 
207 238 269 299 330 360 
208 239 270 300 331 361 
209 240° (2715 3019 9882" 4362 
210) mec cee S02) mesa cOo 
211 242 273 303 334 @«©364 
212 «243 304 365 
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Average 


DEFINITION.—An average is a figure or sum which is representative of 
a series. It is employed, for sake of brevity, in calculations, and makes 
possible comparisons of two or more series representing numerous and varied 
observations. 

A simple average is found by adding the units to be averaged and dividing 
by the number of the units. 

A weighted average is one which takes into account not merely the number 
of units to be averaged, but also makes allowance for the value of each unit. 

A moving average makes use of the simple average in a time series where 
the units of time are of uniform duration and uninterrupted sequence. The 
moving average is determined by taking a simple average of as many units 
of the time series as is desired as a starting point; then, after the lapse of each 

time unit, dropping the first unit in the series and adding the next in order of 
' time, in each instance finding the simple average. 

A progressive average is one secured by finding a series of simple averages, 
the dividend being increased each time by adding a new unit and the divisor 
being increased each time by 1. 

In each of the above definitions the average is secured by dividing by the 
number of units in the series. These are all arithmetic averages or means. 
Sometimes, however, it is desirable to employ the mode or the median as 
being more representative than the mean. The mode is that unit in a series 
which is most typical of the series. The median is the unit which stands 
midway between the extreme units in the series. The mode is always rep- 
resented in the series, but the median is represented by an actual unit only 
when the number of units in the series is odd. 


SIMPLE AVERAGE ILLUSTRATED.—Innumerable illustrations of simple 
averages may be found. Thus, in determining the value of good-will of an 
enterprise, it is customary to take a simple average of profits over a period 
of the past 4 or 5 years, and then determine how much this average is in 
excess of a fair rate of return on invested capital and a fair allowance for 
managerial services. This excess is then capitalized at a given number of 
years’ purchase. 

Again, suppose it is desired to find the average monthly sales of a business, 
the amounts for each of 12 months being as follows: 


J Bir ailges a Secs ng Cs Sec ee ee ee $e5,.827 «21 
LT) cei Aimar eA ile DRED behind in 4,312.17 
Maree Ss ee nee 4,877.89 
IAS Tat sh ir5 2a ean chk NS ee ee 4,998.21 
May cate ae ee. es. eae ae ee ee D5 2 1) 
JUNG. Le ie eee —1eeA.653 19 
Sule Recetas Cetin che eee eee 3x, NUS (0) 
AUIS? 43 op eet Se ae ee ae ee 3,336.81 
Septs.0ch. cae ae eee ene 4,827.64 
Ottis: Sones Stee ee 4,912.11 
I os eee INT hee os oo And Soe 5,227.67 
DeGis.akehas oath ce ee ee 6,418.10 

Total foryear...) eee OOS BEee 


$57,633.22 + 12 = $4,802.77, average monthly sales. 
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WEIGHTED AVERAGE ILLUSTRATED.—Sometimes the items which 
enter into an average differ in more than one respect. Thus, if we invest 
$1,000 at 5%, $2,000 at 6%, and $4,000 at 7%, we cannot find the average 
return by adding 5, 6, and 7 together and dividing by 3, but we make allow- 
ance for the amounts which draw these rates, respectively. This we do by 
multiplying the amount invested by the rate. We then find the average 
rate by dividing this product by the total amount invested. This is shown 
below: 


Investment Rate Product 
$1,000 5% $ 50 
2,000 6% 120 
4,000 7% 280 
$7,000 $450 


450 + 7,000 = 6.429%, the weighted average rate of return. 


MOVING AVERAGE ILLUSTRATED.—The following figures represent 
the monthly sales of a concern for a 2-year period expressed in round numbers: 


1920 1921 
A yaeemioce $12,000 $17,500 
He bupeeracsk 11,500 16,000 
MW Eye er ere 11,700 17,000 
APE Meee aes 12,000 18,000 
NY Kents Weegee 11,000 18,500 
i Nibheypo oane 13,000 19,000 
hinln eae ie ae 12,500 19,000 
PUG Se hoe oeaweve ous 14,000 19,500 
Septem: 15,000 22,000 
OGtinas wate 16,000 26,000 
INGWene orale 16,500 7,000 
5 DY Oyeeak ober 18,000 30,000 


Taking the year as the basis, first find the average for the 12 months, 
jan. to Déc., 1920, which amounts to $13,600. Next find the average for 
the 12-month period, Feb. 1920, to Jan. 1921. That is, Jan. 1920 is 
dropped from the computation, while Jan. 1921 is included. The average 
is then found to be $14,058.33. This process is continued, each time 1 month 
being dropped at the beginning and one added at the end of the yearly period, 
until Dec. 1921 is included. The following series is the result: 


Period (dates ‘aclusive) Moving Average 


AT OZOMe Dec e 1O20k. aa mmn kame held reese nd $13,600.00 
cath do =n LODE ee be ei sete yee eet oe 14,058.33 
Mar. “ — Feb. i ae eS eee on, TIES Sh cat tereiaman aoe 14,433 .33 
Pane a PReWCeureh 2 ie, ala sitio ha viens ated scisay caehe 14,875.00 
May ree Apr Ci) ee Ee OS ah heh Poe eo OM oad ca ISS VAS 00 
ie. ¢ Ny. Beobusnboncgnombe ho Soe De 16,000.00 
Juilyoe %) June 28 eer Petts 2 es shisha Sick tice 16, 500.00 
J Niles Sahin 8 oa ioe co mamsan aro ai oct 17,041.67 
Beptetia— Aug) of i xantaeaUinel Wienges tne 17,500.00 
(Yo, © oie Secon sentongerpcbumbuic ae: 18,083.33 
iNiGron CE EKOloy NECA Sc ooso usc ugaran Squat o 18,916.67 
Dye. Ch INONS OME Baton gh no recredsbad doors 19,791.67 
Jan. —“ — Dec He Seg etd Arik. Sati Markee oma te ger aug cs 20,791.67 


‘ 
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When the moving average is employed, the effects of seasonal variations 
are avoided and the underlying tendencies are brought out. 

PROGRESSIVE AVERAGE ILLUSTRATED.—The following table shows 
the progressive average for the data given in the preceding illustration. The 
first average is for the first two months of 1920, and the following averages 
are secured by including an additional month each time. 

Progressive Average 


Aiiety SOP = IN on IMPIUE SoSenoccseconuddcogse 4c $11,750.00 
# ete Sa Vi Ooh ge MERE REE ea. ? ach CRAM ric oc cn seo c 115733533 
£ Coit a ING) Ou Geen cise: niacin Gti rod cds OF 11,800.00 
« CUS aN eye On nine Gn on dns ooo e Calo 1° 11,640.00 
s Ge Ge INO. Ate be -rttabetaus Goctatora eksks Sieh eee 11,866.67 
¢ CRSA RIN ks og anc coms Gb io cline Ourada 11,957.14 
< CO Leen CMM te Cone POOR CLO 12,212.50 
£ Sy =i Sep tr tater biabisekaeae sate ielelarse pee ecen=rs 12,, 522.22 
« « — Oct i a ee GA A pa earns cutetots nue ane 12,870.00 
4 COSA ON eae te RBIS. B tho DEW LOE ORO 13,200.00 
€ « — Dec ahs prima < ea gh Sem Tie nt kee yoru 13,600.00 
C CO in Ao earn od ele cmon 13,900.00 
G a! SSHGbL Ae Sar crseneh ier arabe sheen oouseatoe 14,050.00 
¢ 6 SONG aT © cyepthasne Meee enh aR m eee 14,246.67 
e « — Apr Caeeree owe Ut hos fe ere emen erin. 5 ¥ 14,481.25 
¢ 4 SUNEa ys 1S | cage ap Anitel ae cneteke areola 14,717.65 
hd SUNY cde ete eerie Saohener ST 14,955.56 
S 6 UL SS ahaleacsieer het Selous oberon els 15,168.42 
S © MAO AL arenas ae R A econo aca aries 15,385.00 
s & “= SODUS » fe a cusnttin MARIN «ook koe 15,700.00 
< « — Oct Cee.) i Roh Gmnsiycers © oc 16,254.55 
ig a NOV ace dane etna Sr olenet ater aia 16,639.13 
€ « = Dec OT ere Crea als crac as We eeeene 17,195.83 


Average Applied to Accounts 


THE AVERAGE DATE.—The purpose of averaging an account is to 
determine a date on which an account consisting of two or more items can 
be settled equitably to both parties concerned. It is sometimes desirable 
to compute the average date for the purpose of determining the date of 
maturity of a note given in settlement of an account. ‘It is also sometimes 
used to compute interest on the balance instead of on the separate items 
of an account. 


AVERAGE DATE ILLUSTRATED.—On Mar. 1, A buys from B, mer- 
chandise on account, 60 days, $500; on Mar. 31, he again buys merchandise 
on account, 60 days, $500. The first item is,due Apr. 30, and the second 
May 30. Each item may be paid at maturity, or the total, $1,000, may be 
paid at the average due date, which is May 15. This date might be made 
the due date for a single note covering both items, due May 15, instead of 
two notes due respectively, on July 31 and Aug. 29. 

If A should settle this account on June 16 by a single payment of $1,000, 
he would pay interest at say 6% as follows: 


©n $500; Apr. 30-June 16,47 daysrasnere tei eens $3.91 
“2 $500, May: S0=dume: L165 17 = Atari ene ieten ern eerie ee 
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The interest may be computed on the balance of $1,000 for the time between 
Sg due date, May 15, and June 16, 32 days, which also gives $5.33 as a 
result. 

If the amounts differ, they must be taken into consideration. If the 
amounts in the above illustration are changed to stand as follows: Mar. 1, 
A buys from B, merchandise on account, 60 days, $1,000; on Mar. 31, 60 days, 
$500; then the $1,000 item is due Apr. 30, and the $500 item May 30. Average 
due date would be May 10 because the $1,000 paid 10 days before maturity 
offsets the $500 paid 20 days after maturity. 

When accounts become more complicated, it is necessary to employ the 
principle of the weighted average and to select a basic or focal date for 
calculating time. The last day of the month preceding the earliest date used 
in averaging should be used for this purpose. Take the following account: 


Date of Term of Date Used 
Transaction Payment in Averaging Amount 
Mar. 1 60 days Apr. 30 $1,000 
oP oil GOs May 30 500 


Since the first date used in averaging is Apr. 30, the last day of the preceding 
month, Mar. 31, is the focal date to select. The following steps should 
next be taken: 

1. Assume payment of each item on the focal date. 

2. Determine how many days each item would be prepaid if paid on 
focal date. 

3. Multiply its amount by this number. 

4. Add results so obtained. ; 

5. Divide the sum thus secured by the total of the items. 

The quotient is the number of days the average date is preceded by the 
focal date. 

These rules are applied to the account given above as follows: 

1. Assume payment of both items on Mar. 31, the focal date. 

2. Consequently, the first item is assumed to be prepaid 30 days; 
the second, 60 days. 

3. Paying $1,000, 30 days before due, is equivalent to paying $1, 30,000 
(1,000 x 30) days before it is due; and paying $500, 60 days before 
itjis due, is equivalent to paying $1,30,000 (500 x 60) days before it is due. 

4. The assumed prepayments are equivalent to the prepayment of 
$1, 60,000 days. : 

5. One dollar prepaid 60,000 days is equivalent to $1,500 prepaid 
1/1,500 of 60,000, or 40 days. The average date is therefore 40 days 
after Mar. 31, or May 10. 

When more than 1 month intervenes between the focal date and the date 
of any item in the account, the reduction of months to days may be avoided 
by the following method: 

1. State time in months and days. 

2. Multiply amount of each item by the number of months to obtain 
a product of months; and by number of days to obtain a product of days. 

3. Add products of months, also products of days. 

4. Reduce sum of products of months to days by multiplying by 30. 

5, To this product add the product of days previously determined. 

6. Divide this total by the balance of the account to find time in days 


between focal and average dates. 
7, Reduce this to months and days on basis of 30 days to a month. 


\ 
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COMPOUND AVERAGE.— When both debit and credit items are included 
in an account, the average date is found by compound average. The steps 
necessary are as follows: 


1. Determine products of months and days for both debits and credits. 

2. Determine difference between sum of debit products and sum of 
credit products. f 

8. Divide this difference by balance of the account. 

4. If difference of the products is on same side of the account as its 
balance, average date is forward from focal date; if difference is on oppo- 
site side, average date is backward from focal date. 


Compound Average Illustrated.—Assume the following account: 


Debits Credits 
RULING Ml Sloe ren ac. hd oa ee oe ee $400 July«l3 Cashin. cq terete $300 
Ge Pay, Wj antoy : 200 pO nae Sake Pa eteycy ead Parente Aros fs 600 
ULL aed OMe es, seta ener ot a meee as 800 
ES? SER re SF ce MN Os ue rae 100 
PANT Sk ere hore A AIA oes oa 200 


The most convenient focal date is May 31. The sum of the products of 
months and days for the debit items of the account are found thus: 


Date of Terms of Date in Time Products 
Transaction Payment Average Mos. Days Amount Mos. Days 


June 15 Leste June 15 (0) 15 $ 400 $ 0 $ 6,000 
PS 1 mo. July 25 1 25 200 200 5,000 
July 10 ie Ski) 1 10 800 800. 8,000 
e278 F828 1 28 100 100 2,800 
Aug. 5 Aug. 5 2 5 200 400 1,000 
Totalidebits #: acta stad tees $1,700 $1,500 $22,800 

30 X $1,500 = 45,000 

Lotalidebitproductscrhcesntet ration eee $67, 800 


The sum of products of months and days for the credit items of the account 
is found thus: 


Date of Terms of Date in Time Products 
Transaction Payment Average Mos. Days Amount Mos. Days 
Jithyes Cash Afwilyye il 3 $300 $300 $ 900 
7220 ‘ 20) 1 20 600 600 12,000 
‘Lotalicrédits ete aoe $900 $900 $12,900 


30 X $900 = 27,000 


Notalicredit products: sees eee er ee $39,900 


The account balance is a debit of $800, and the sum Of the debit products 
exceeds the sum of the credit products by 27,900. The average date is 
forward from May 31, the focal date, as many days as 27,900 divided by 800, 
or approximately 35. July 5 is, therefore, the focal date. 
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THE EQUATED DATE.—The equated date is that at which the balance. 
of an account is at a minimum. The account may have only debits, only 
credits, or both debits and credits. Some date is assumed as a balancing 
date. Usually either the earliest or the latest date in the problem is assumed. 
This is called the focal date. The account is balanced as of this date, and 
then we determine how may days out of the way this focal date is; and reckon 
backward or forward to the equated date. 

Equated Date Illustrated—One-sided Account.—Determine the equated 
date of the following account at 6%, bankers’ time: 

Debits: July 13, $800; July 25, $400; Aug. 3, $175. The latest date is 
Aug. 3, which is the focal date. 


Amount Due Time Interest 

$ 800 July 13 21 days $2.80 
400 cee OF t* .60 
io Aug. 3 (Qa SE a ney OS 

$1,375 $3.40 


Since all items are debits, the balance is $1,375, and this is accruing interest 
at the rate of 23 cents a day. It has already accrued $3.40; therefore, 
interest has been accruing (3.40 + .23), approximately 15 days. Figuring 
backwards, 15 days from Aug. 3, gives July 19 as the equated date. The 
result may be proved by balancing the account as of July 19, as follows: 


Interest to July 19: 


SROOEONLG AA VScks cad chs TeEIe Co racerck Mestaee area AGiae Maney ntae Sates Soa $0.80 
Interest from July 19: 
PAGOMOLVON AAS rs he cre cee ale cueye a ais ass las 31a s Sy sea) vans. south ohana $0.40 
POM OPAL OLAV Sete tets os sree aoe ales ehac0 farers honeys lyel aera eiaes 0.40 $0.80 
Valuation 


VALUATION OF WASTING ASSETS.—Valuation as applied to wasting 
assets may refer either to a single unit or it may refer to various combinations 
of units of physical plant. Provision is made for the replacement of physical 
units of plant on the basis of their estimated life. If funds are to be accumu- 
lated on the basis of replacement cost rather than that of original cost, the 
amount to be accumulated may be either larger or smaller than original cost, 
depending on the trend of prices. Allowance must also be made for scrap 
value. Cost less scrap value is known as wearing value. This wearing value 
is the amount that must be accumulated if original cost is to be provided for 
in the provision for depreciation. 

If the replacement fund is permitted to accumulate by compound interest, 
the equal annual instalments to this fund are determined by the following 


formula: 
r—1 
A = (3 = 7) 


in which V is the fund to be accumulated, 7 is the ratio of increase, and n is 
the number of years during which the fund is to accumulate. 


‘ 
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Thus, if an asset cost $1,000, has an estimated life of 5 years, and an es- 
timated scrap value of $50, and the fund is to accumulate at 33%, the 


annual instalment is: 
1.035 —1 
ide 900( oss = i) 


$177 .157 


A schedule showing the accumulation of the fund is given below: 


Y Yearly Interest Yearly Total 
poy Payment on Fund Addition in Fund 
1 $177 .157 $177 .157 $177 .157 
2 LG lod $ 6.201 183.358 360.515 
3 ee air 12.618 189.775 550.291 
4 TUZACl MO 19.260 196.418 746.708 
5 IETS 26.135 203 .292 950.000 
$885 .785 $64.214 $950 .000 


Theoretically, the amount in the fund shown in the last column is the 
measure of existing depreciation. This is, however, merely an assumption 
and the value of the assets in question should be checked up by any other 
available means. 

VALUATION OF COMPOSITE PLANT.— When it is desired to ascertain 
a theoretical valuation of a plant as a whole, the depreciation must be figured 
on the various units of which the plant is composed. Thus, if a plant is 
composed of the following units having life and wearing value (cost less 
salvage) as shown below: 


Unit Life Wearing Value Yearly Charge 
an dine en 50 $40,000 $ 191.20 
EEA DAN Okey era es eee 25 25,000 523.81 
‘Boiler tine See eee 20 10,000 302.43 
IDNTENND: ane gee aces 15 5,000 231.71 

$80,000 $1,249.15 


then the yearly annual charge, on a 5% basis, is as shown in the last column. 
The rate of depreciation is the ratio of the yearly charge to the total wearing 
value, or 1,249.15 + 80,000 = 1.5614%. This is low here because over 
long periods the interest item is a large factor. 

The time required for the yearly additions to the depreciation fund t- 
accumulate to the original wearing value of the plant is known as the com. 
posite life of the plant. 

In the example above, $1,249.15 a year must accumulate a wearing value 
of $80,000. That is, 


1.05" — 1 
1,249.15 x ees 
Dividing both sides by 80,000, we have 


1,249.15. 1.05" —1 
80; 000: ~~ wreop mano 


= 80,000 
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But 1,249.15 + 80,000 is d, the depreciation rate. We have, therefore, 


1205" — 1 
(Uh Se Pawan =] 
or, 1.05"°—1= we 
Transposing 1 to right, 
.05 
1.05” = 1 = aT 


Applying logs to both sides, 
n log 1.05 


los( 1 + ?) 
lon( 4 + +) 


or, i) = ep 
log 1.05 
Rule.—To find the composite life, divide i by the rate of depreciation, 
add 1 and find the log; divide by the log of (1 + 7). 
a 


For the above problem ae 3.202 


add 1 and find log .62346 
log of 1+ .050r1.05 . =  .02119 
.62346 + .02119 = 29.4 years 
The composite life of a plant should be known when bonds secured by a 
mortgage on plant and equipment are issued. Such bonds should not be 
issued for a term of years which exceeds the composite life of the plant. To 
provide a margin of safety the term of the bonds should be considerably 
shorter than the plant’s composite life. 
VALUATION OF MINES, TIMBER LANDS, ETC.—In case of permanent 
assets the value is determined by dividing the income by the income rate 
desired, expressed thus: 


Value = =f R being the annual income 


When the asset possesses limited life provision must be made against the 
time when the rent or income will cease. This takes the form of a sinking 
fund payment, which may be regarded as an additional rate to be added to 
i and is expressed as i’. The formula then becomes: 

R 


With =< => 
g, (at rate 7’) +2 
n 


Rule.—To find the value of a mine, add the sinking fund charge at rate 
i’ to the rate of interest 7; divide the result into the periodic rent. 

Valuation of Mines Illustrated.—A mine will produce a net income of 
$25,000 a year for 40 years. Determine its value if the annual dividend 
rate is to be 7% payable annually and the sinking fund is to accumulate 
at 4%, interest annually. 


40 yr. at 4% = .01052349 
4= .07 
01052349 + .07 = .08052349 


25,000 + .08052349 = $310,468.41 


‘ 
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CAPITALIZATION OF ASSETS.—It is sometimes desirable to find what 
sum of money is necessary to construct a building and keep it in repair for 


5 tl 
its estimated life. The cost of a perpetuity of 1 per annum is ; and the 


eer: pegs ; ; 
income from a sinking fund is my where S, is the amount of an ordinary 
n 


annuity. The product of these is the cost of a series of yearly items repre- 
senting upkeep and repairs. 

Capitalization of Assets Illustrated.— What amount must be given toa 
hospital to enable it to construct a building having an original cost of 
$100,000, an estimated life of 60 years, and an estimated annual upkeep 
cost of $10,000, and enable the hospital to have on hand at the end of 60 
years $100,000 to replace the building? Money returns 4%. 


First cost = $100,000.00 
Renewals 100,000 x sy xX .00424432 = 10,610.80 
Upkeep oe = 250,000.00 


Answer $360,618.80 
The formula for the above is developed as follows: 


ll 


Let Co = the capitalized cost of the asset. 
C = cost of building new. 
n = life in years. 
R = annual repair charge. 
3 = interest rate. 
eo annual repair charge capitalized. 
CG 1 Sy on 
ZU X & = renewal charges capitalized. 
4 Sn 
iG 1 R 
OR CP ear cia 
In the above illustration, 
100,000 10,000 
= 100,000 + Pear ans .00424432 + “04 


VALUATION OF BONDS.—The value of a bond is the sum of the present 
worths of the principal and coupons at compound interest for the period 
for which they respectively have to run, assuming a given rate of income on 
the money invested therein. If the purchaser buys at a price below this 
value, he will receive a higher rate of income than he anticipated. If he pays 
more, his return will be less than he anticipated. 

: There are two important fixed points in the history of a bond—the original 
investment and the par value or amount received by the owner at maturity. 
There occurs a gradual change between these two points. If the bond is 
purchased below par, the value rises to par. If the bond is purchased above 
par, the value falls to par. This change in value is the effect of two opposing 
forces, namely, the interest earned, which tends to increase the value, and 
the redemption of coupons, which tends to reduce it. The investment value 
of a bond can be computed at any time between date of issue and date of 
redemption. In accounting for investments the bonds should be entered 
at cost and should go out of the accounts at par, providing they are held until 
maturity. During the period between purchase and redemption there 
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should occur a gradual process of amortization or accumulation, according as 
the bond was purchased above or below par. The market value of a bond is 
of no significance from the accounting point of view. 


NOMINAL AND EFFECTIVE INTEREST RATES.—The nominal or 
cash interest rate is the ratio of the dividend to the par value of the bond. 
The effective interest rate is the true income rate, which is a certain percentage 
of the amount originally invested or which remains invested at any given 
time. The former is sometimes known as the cash rate, the latter as the 
income rate. 


BOND VALUATION—FIRST METHOD.—If a bond is purchased above 
or below par, the following elements must be considered in valuing it: (a) the 
par value; (b) the number of periods the bond has to run, designated by n; 
(c) an annuity of ¢ per cent of par for n periods; (d) the ratio of increase, 
1+. 

Illustration.—A bond bears a nominal rate of 6%, payable semiannually, 
runs 40 years (80 periods), and has a par of $1,000. Required, to compute 
its value at the beginning of its first interest period. 

This value consists of two parts: (1) the present worth of $1,000 due 80 
periods hence; and (2) the present worth of an annuity of $30 for 80 periods. 
It is assumed that securities of this grade net 3% per period. This is ordi- 
narily termed a 6% basis. The ratio of increase per period is 1.03. 

First, find the present worth of the principal sum, $1,000, due 80 periods 
hence at 3% per period. The present worth of $1 due in 80 periods at 3% 
is $0.0939771 (see table, p. 139); therefore, the present worth of $1,000 due 
in 80 periods at 3% is 1,000 * $0.0939771, or $93.9771. 

Next, find the present value of an annuity of $30 for 80 periods at 3%. 
The present value of an annuity of $1 for the same number of periods and the 
same rate is $30.20076345. Therefore, the present value of an annuity of 
$30 for the same number of periods and the same rate is 30 X $30.20076345, 
or $906.0229. 

The two elements which constitute the value of the bond and their total 
are shown below: 


Present worth of par due in SO periods... ......005+.5..54.04- $ 93.9771 
IPTESenitHWORLHAOlECOUP ONS se wnte eters amare oa reeer eee ae eee eee 906.0229 


$1, 000.0000 


The result happens to be $1,000 or par because the yield assumed is the same 
as the nominal rate. If we assume the yield to be 23% on bonds of this 
type each period, the result is as follows: 


Present value of coupons......... eee one $1,033 .5545 
Present worth of par) due) im) SOMPETIOGS a2): 27 -iepoienonenslsuenalenenctereus 138.7046 
Van OUP DOING: bom orate © cuntsustthatn eo sania apsiiaebs fap OWA Swns’s clap eee $1,172.2591 


BOND VALUATION—SECOND METHOD.—Assuming the same data 
as was used in the second illustration of the first method, each periodic 
payment of $30 may be regarded as being composed of two parts, $25 repre- 
senting the income on the $1,000 par value at the assumed rate of 23%, and 
$5, which is an annuity over and above the income rate and the present worth 
of which is the premium that must be paid on the bond. The present value 
of an annuity of $1 for 80 periods at 25% is $34.45181722. The present 
value of an annuity of $5 for the same number of periods and at the same rate 


‘ 
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is 5 X 34.45181722 = $172.259086. This added to the principal, $1,000, 
gives $1,172.26 as the present worth of the bond. This method is somewhat 
quicker than the first method. 


BOND VALUATION—BOND SOLD BELOW PAR.—If the cash rate is 
less than the nominal rate, the value of the annuity should be subtracted 
from the par of the bond. Thus in the preceding illustration, if the nominal 
rate is changed to 3% and the cash rate to 23%, or $25 per period, the present 
value of the annuity of $5 for 80 periods at 23%, which is $172.26, must be 
subtracted from par, $1,000, which gives $827.74 as the present value of the 
bond. 


BOND AMORTIZATION AND ACCUMULATION.—A $1,000 bond 
running 80 periods and bearing a nominal rate of 3% per period, but bought 
to yield 24%, is worth $1,172.26. At the end of the first half-year or period 
the holder receives as true income 23% on $1,172.26, or $29.31. He collects, 
however, $30, or 3% of $1,000. Deducting the income, $29.31, from the 
amount received, leaves $0.69, which should be applied to amortize the 
premium. This leaves the value of the bond at the end of the first half-year 
$1,172.26—$0.69 = $1,171.57. In this way the principal sum is reduced 
each period until at maturity it is just equal to par. 

For accounting purposes it is desirable to construct a schedule of amortiza- 
tion which shows the extinction or amortization of the premium by the sub- 
traction therefrom of the surplus interest. To illustrate, assume that a 
$1,000 bond dated Jan. 1, 1920, having 2 years to run, and paying 3% semi- 
annually on par, is bought to yield an income of 24% semi-annually. The 
present worth of an annuity of $1 for 4 periods at 23% is $3.76197421; 
therefore, the present worth of an annuity of $5 for the same number of 
periods and at the same rate of interest is 5 X $3.76197421 = $18.809871. 
The cost of the bond is $1,000 + $18.81 = $1,018.81. A schedule of amorti- 
zation for this bond is shown below: 


Interest True " p 
Date Received “Income 7 eS Book Par 
3% aay, zation Value 
TAD CL OSOY ooo vig ste ons oa ee ae ee $1,018.81 $1,000.00 
July 1, SR Pars eoreas $ 30.00 §$ 25.47 $ 4.53 1,014.28 
AE ole, s3US, 1 ee) se eae eee 30.00 25.36 4.64 1,009.64 
July 1, la aE, 30.00 25.24 4.76 1,004.88 


SERIE ASE PA, 3. A ta clbieic 30.00 25.12 4.88 1,000.00 


$120.00 $101.19 $18.81 


In practice the schedule will ordinarily be longer because of the longer 
terms of most bonds. Such a schedule is necessary for the proper accounting 
treatment of bonds. From this we determine the amount to ‘write off” 
the premium each half-year in order to reduce the book value to par at 
maturity. Thus, the entry as at July 1, 1920, is as follows: 


and a similar entry is required at each interest date. 
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If the bond is purchased at a discount, the schedule is one of accumulation. 
Assume that a $1,000 bond, dated Jan. 1, 1920, having 2 years to run, and 
paying 24% semiannually, is bought to yield an income of 3% semiannually. 

The present worth of an annuity of $1 for 4 periods at 3% is $3.7170984; 
therefore, the present worth of an annuity of $5 for the same number of periods 
and at the same rate of interest is 5 x $3.7170984 = $18.585492. The cost 
of the bond is $1,000 — $18.59 = $981.41. A schedule of accumulation for 
this bond is shown below. 


Interest True A Book 
Date Received Income rer) Vv si Par 
ahY, 3% ation alue 
Heat bye IRE FA UR Sa Bie is Sra aretay Atcuch, NO ten Rene PEO conte te $981.41 $1,000.00 
“stil bigs be ane $ 25.00 $ 29.44 $ 4.44 985.85 
anal LOZ. 2. 25.00 29.58 4.58 990.43 
ah Gil hie dd og Nee te 25.00 29.71 4.71 995.14 
Patina. LOZ2s nas 25.00 29.85 4.85 999.99 


$100.00 $118.58 $18.58 


In the amortization schedule the total of the true income and amortization 
columns equals the total of the interest received column. 

In the accumulation schedule the total of the true income column minus 

- the total of the accumulation column equals the total of the interest received 
column. 

The figures in the book value column correspond to the figures found in 
tables of bond values which are published in book form. Given the figures 
in this column or in the bond tables, the other figures can be derived by addi- 
tion or subtraction. The amortization or the accumulation would be the 
difference between successive book values. The net income for any period 
would be found either by adding the accumulation to the total interest or 
by deducting the amortization from the total interest. 


BONDS PURCHASED AT INTERMEDIATE DATES.—Ordinarily bonds 
are purchased between interest dates. It is then necessary to make certain 
adjustments in order to determine the price of the bond. 

Rule.—Determine the price which would have been paid had the bona 
been purchased at the last preceding interest date; also that which would 
have to be paid at the next succeeding interest date. The difference between 
these prices is the premium or discount which would be amortized over the 
entire period between these two dates. Multiply this difference by the 
fraction of the period which precedes the date of purchase. The product is 
the premium or discount for this fractional period. If a premium, deduct 
it from the price at the last preceding interest date. If a discount, add it 
to this price. To the result add the accrued interest on the par value of 
the bond. 

Ulustration.— What should be paid for a $1,000 bond due in 4 years, 1 month, 
bearing 6% interest, and bought to net 4%? 


Value 9 periods to maturity..... 6.6.6 s eee ee eee eee eee eae $1,081.62 
“8 “ ° | a pesad eewbecs tainty RUM ayo cacti aaron 1,073.24. 


Premium amortized in 6 monthsy. a. .25 1). 22 ee one vee we Oe $ 8.38 
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Multiply by 5/6 fraction of period expired................... i 5/6 
Premium amontizedun oomonvhse 4.00 fee miei eee anne $ 7.00 
Price:As vy Cars! TOmmaburityere ae eat mene ee eT ee $1,081.62 
Deduct premiumperor Ornelas. eee net ee ee ee ee 7.00 
Value 4 years, 1 month before maturity (and int. price).......... $1,074.62 
Add interest for 5 months on $1,000 at 6%..........:........ 25.00 
iricoincluding interest (Hats price) eraser aor eaten eee $1,099.62 


What should be paid for a $1,000 bond due in 4 years, 1 month, bearing 
interest at 4%, and bought to yield 6%? 


Naluersspenods tommatunity eae ae ene ener > ae $929.80 
os . & s ee aie Panes ie Weta Bact ae ne RE ee PE 922.14 
Discount amortized iniGunonthse eee Ae eee $ 7.66 
Multiply by 5/6 fraction of period expired..................... 5/6 
Discountiamortized into imonblice: een ene eee $ 6.35 

Addavaliie4eoy.cAaTsaLOnm a tinh tyaeweier ance te aetee ema 922.14 

$928 .49 

Add accrued interest at 4% on $1,000 for 5 months............... 16.67 


Priceincluiding im Lerestie en area eee ae ee mee eee ee $945.16 


BOND SUBJECT TO OPTIONAL REDEMPTION.— When bonds are sub- 
ject to optional redemption by the debtor, this fact must be considered in 
determining what price to pay in order to secure a given return, if the bonds 
are bought at either a discount or a premium. 

If the bonds are bought at a premium and the debtor has the right to 
redeem at par before maturity, the price paid should be based on the assump- 
tion that the right will be exercised. If the bonds are bought at a discount 
and are subject to redemption at par, it should be assumed that the right of 
redemption will not be exercised. If the bonds are bought at a discount and 
are subject to redemption before maturity at a premium, it should be assumed 
that the right of redemption will not be exercised. If the bonds are bought 
at a premium and are subject to redemption before maturity at a premium, 
it cannot be assumed that redemption will or will not be exercised. In this 
case the buyer should figure the price on two bases: (1) assuming that the 
bonds will run to maturity, and (2) assuming that the option to redeem will 
be exercised. He should pay the lower of the two prices. 

Ilustration.—A bond buyer desires to purchase a $1,000, 5% bond, due 
in 30 years, with the privilege of redemption in 20 years, at 115, in order to 
yield 4% on his investment. 

If the option is exercised the value is computed as follows: 


The present value of $1,150 due in 20 yr. at 4%, is $1,150 x 


-45638695 (present worth of $1, in 20 Vis) Pee eee ee Pe ate OA ee. 
The value of the coupons is found thus: 

Present value of 1 at 2% for 40 periods is......... .45289042 

Phercompound discount is... ..5..0,.) eee .54710958 


.54710958 + .02 = 27.355479 present value of an annuity of 1. 
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Dieeo aS OOAMO ms. ce Dilley) Be Sek eiabePete Mi obese al ttaVe ke ates leltetellelahs 683 .89 


IP TiGe wll OW PLOMAS OX CT CISC  ccaraasuruorane sensu-nopaps eremoerorm steno oneredente =r ho uemoieusmene $1,208.73 
If the bond runs to maturity, the value is computed as follows: 
The present value of $1,000 due in 30 yr. to yield 4%, is $1,000 x 


.80831867 (present worth of $1 in 30 yr.)........0..e eee eee es $ 308.32 
The value of the coupons is found thus: 

Present value of 1 at 2% for 60 periods is.......... 30478227 

The compound discount is.......-..---s- see ene: 69521773 

69521773 = .02 = 34.760886 present value of an annuity of 1. 

EFS AAT GOSS Oicne cuore ave chia) eeskeaet amet Wels Mate ensetal oils gucnoncl pecans emake" Kadello 1,042.83 
Price, if bond runs to maturity......... 2s eee reer $1,351.15 


The buyer should assume that the option will be exercised and pay $1,208.73. 


LIFE-TENANT AND REMAINDERMAN.—When bonds are held in 
trust, they should be amortized unless there are testamentary instructions 
to the contrary. If a trustee invests $54,217.50 in a 5% bond having 10 
years to run, and pays the full amount of the coupons, as they fall due, to 
the life-tenant, the fund at the end of 10 years will amount to only $50,000. 
The investment is on a 4% basis. The trustee should pay over to the life- 
tenant at the end of the first half-year 2% of $54,217.50, or $1,084.35; not 24% 
of $50,000, or $1,250. Since the trustee receives $1,250, he has to reinvest 
the difference between this and $1,084.35, or $165.65. 

At the end of the next interest period the bond yields a net income of 
$1,081.03. The life-tenant also receives the interest on $165.65. If this 
has been invested at 4%, this interest amounts to $3.31. The total amount 
due to the life-tenant is $1,081.03 + $3.31 = $1,084.34. This is $0.01 less 
than the income the first half-year. The difference between this $1,084.34 
and the coupons received is $165.66, which is the amount to be amortized at 
the end of the second half-year. It must also be reinvested. The trustee’s 
fund then stands thus: 


Baolevalue Of DOUGS sai. 5. § sss ceNeenerl -¥-l 41> ercl ml ob -habede de eke) Doneketiatektag $53, 886.19 
Invested end of first half-year... .....-- 4-0-1 cheese te ses eees 165.65 
Invested end of second half-year.......---++2 seers erste ees 165.66 

Total in fund end of first year........ 2:1 seer eee e eee eees $54,217.50 


The Appellate Division of the New York Supreme Court (38 App. Div. 419) 
has emphasized the fact that it is the trustee’s duty to reserve the proper 
amount of interest to amortize the premium. In this decision the court 
said, in part: 

“Tf one buys a ten-year five per cent bond at one hundred and twenty, the 
true income or interest the bond pays is not 4 1/6% on the amount invested, 
nor 5% on the face of the bond, but 2 7/10% on the investment, or 3 24/100% 
on the face of the bond. The matter is simply one of arithmetical calculation, 
and tables are readily accessible, showing the result of the computation.” 

BOND TABLES.—Bond tables show the value of bonds at various coupon 
rates, for various yields of net income, and for various periods of time to run. 
Bond tables usually are constructed for bonds whose coupons are payable 
semiannually. Usually values are found in supplementary tables for bonds 
whose coupons are payable quarterly or yearly. The following table, given 
here for illustrative purposes, is taken from Sprague’s “‘Extended Bond Tables” 
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Values, to the nearest Cent, of a Bond for $1,000,000 at 5% Interest, payable 
semiannually 

<iied Ps 3 Years 314 Years 4 Years 414 Years 5 Years 
2 50 1071 825 12 1 083 284 07 1 084 601 55 1 105 779 31 1 116 819 07 
2 55 1 070 328 46 | 1081 538 84 | 109260809 | 1 103 53798 | 1 114 330 27 
2 60 1 068 834 33 | 1079 796 97 | 109061892 | 110130200 | 1111 847 97 
2 65 1 067 342 73 | 107805845 | 108863405 | 1099071 36 | 1 109 372 18 
2 70 1 065 853 65 | 1 076 323 28 1 086 653.46 1 096 846 04 1 106 902 85 
275 1 064 367 09 | 107459145 | 108467714 | 109462603 | 1 104 439 98 
2 80 1 062 883 04 | 1072 86296 | 108270508 | 1092 41133 | 1 101 983.56 
2 85 1061 401 50 | 1071 13778 | 1080737 28 | 1090 20190 | 1099 533 55 
2 90 1059 922 46 | 106941593 | 107877371 | 108799774 | 1097 089 94 
2 95 1058 445 92 | 1067 697 38 | 1076 814 37 | 108579884 | 1094 652.71 
3 00 1 056 971 87 1 065 982 14 1 074 859 25 1 083 605 17 1 092 221 85 
3 05 1055 500 31 | 1064 27019 | 1072 908 34 | 1081 416 74 | 1089 797 33 
3 10 1054 031 24 | 1062 56154 | 107096163 | 1079 23351 | 1087 379 13 
3.15 1 052 564 64 | 1060 856 16 | 1069019 11 | 1077055 49 | 1084 967 35 
3 20 1051 100 52 1 059 154 06 1 067 080 77 1 074 882 64 1 082 561 66 
3 25 1 049 638 87 1 057 455 22 1 065 146 59 1 072 714 97 1 080 162 34 
3 30 1048 179 68 | 1055759 65 | 1063 21658 | 107055246 | 1077 769 27 
3 35 1 046 722 96 | 1054 067 33 | 1061 29071 | 106839509 | 1075 382 44 
3 40 1 045 268 68 | 1052 378 25 | 1059 36898 | 1066 24285 | 1073 001 82 
3 45 1043 816 86 | 1050 692 42 | 1057 451 38 | 1064095 73 | 1070 627 41 
3 50 1 042 367 48 | 1049009 81 | 105553790 | 106195371 | 1068 259 17 
3 55 1 040 920 54 | 1047 33043 | 1053 628 52 | 105981678 | 1 065 897 10 
3 60 1 039 476 04 | 1045 654 27 | 105172325 | 1057 68492 | 1 063 541 18 
3 65 1 038 033 97 | 1043 981 31 | 1049 82206 | 105555813 | 1 061 191 38 
3 70 1 036 594 33 1 042 311 57 1 047 924 95 1 053 436 38 1 058 847 70 
Sal 1035 157 11 | 104064501 | 104603191 | 1051 319 67 | 1056 510 11 
3 80 1033 722 30 | 103898165 | 104414293 | 1049 207 98 | 1054 178 59 
3 85 1 032 289 91 | 1037 32147 | 104225800 | 1047 101 30 | 1051 853 13 
3 90 1 030 859 92 | 1035 664 46 | 1040 377 11 | 1044 999 62 | 1049 533 71 
3 95 1029 432 34 | 103401063 | 1038 50025 | 1042 902 92 | 1047 220 32 
4 00 1028 007 15 | 1032 35996 | 1036 627 41 | 1040 81118 | 1044 912 93 
4 05 1026 584 36 | 1030712 44 | 103475858 | 1038 724 41 | 1 042 611 52 
4 10 1025 163 96 | 102906807 | 103289374 | 1036 642 57 | 1040 316 09 
415 1023 745 94 | 1027 426 84 | 103103290 | 1034 565 67 | 1038 026 61 
4 20 1 022 330 31 | 102578874 | 102917604 | 1032 493 68 | 1035 743 07 
4 25 1020 917 04 | 102415377 | 1027 32316 | 1030 426 59 | 1033 465 45 
4 30 1019 506 15 | 1022 52193 | 1025 474 23 | 1028 364 40 | 1031 193 73 
4 35 1018 097 62 | 1020 893 20 | 1023 629 26 | 1096 307 08 | 1028 927 90 
4 40 1016 691 46 | 1019 267 57 | 1021 788 23 | 1094 254 63 | 1 026 667 93 
4 45 1015 287 65 | 101764505 | 1019951 13 | 1029 207 03 | 1024 413 82 
4 50 1013 886 19 | 1016 02562 | 101811796 | 1 020 164 27 | 1022 165 54 
4 55 1 012 487 08 | 1014 409 27 | 1016 288 70 | 7 018 126 33 | 1019 923 08 
4 60 1011 090 32 | 101279601 | 1014 46335 | 1 016 093 21 | 1 017 686 42 
4 65 1 009 695 89 | 1011 185 82 | 101264190 | 1 014 064 89 | 1015 455 55 
4 70 1 008 303 80 1 009 578 70 1 010 824 33 1 012 041 35 1 013 230 44 
4 75 1006 914 03 | 1007 974 64 | 100901063 1 010 022 60 | 101101108 
4 30 1 005 526 59 | 1 006 373 63 | 1007 200 81 1 008 008 60 | 1 008 797 46 
4 85 1 004 141 48 1 004 775 67 1 005 394 84 1 005 999 36 1 006 589 56 
4 90 1 002 758 67 1 003 180 75 1 003 592 72 1 003 994 85 1 004 387 36 
4 95 1 001 378 18 | 1001 588 86 | 1001 794 45 | 100199507 | 1002 190 85 
5 00 1 000 000 00 1 000 000 00 1 000 000 00 1 000 000 00 1 000 000 00 


| 
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Practical Measurements and Tables 


Linear Measure 
Linear measures are employed in measuring distance and length. 


12 inches (in.) = 1 foot (ft.) 
3 feet = 1 yard (yd.) 
52 yards, or 163 feet =1rod (rd.) 


320 rods, or 5,280 feet = 1 mile (mi.) 
Sometimes the signs (’) and (’’) are used in place of ft. and in., contrac- 
tions for feet and inches. Thus, 3’ 4” instead of 3 ft. 4 in. 
Square Measure 
Square measure is used in measuring surfaces. 


1 square foot (sq. ft.) 
1 square yard (sq. yd.) 
1 square rod (sq. rd.) 


144 square inches (sq. in.) 
9 square feet 
301 square yards 


out t we on 


160 square rods 1 acre (A) 
640 acres 1 square mile (sq. mi.) 
1 acre = 4,840 sq. yds. 43,560 sq. ft. 


Cubic Measure 
Cubic measure is used in measuring volumes. 


1,728 cubic inches (cu. in.) = 1 cubic foot (cu. ft) 
27 cubic feet 1 cubic yard (cu. yd.) 
128 cubic feet 1 cord (ed.) 


Dry Measure 
2 pints (pt.) = 1 quart (qt.) 


8 quarts = 1 peck (pk.) 
4 pecks = 1 bushel (bu.) 
Liquid Measure 
2 pints = 1 quart 
4 quarts = 1 gallon 
63 gallons = 1 hogshead (bhd.) 


bo 


A standard bushel contains 2,150.42 cubic inches. 
A heaped bushel contains 2,747.715 cubic inches. 


Avoirdupois Weight 

1 pound (Ib.) 
1 ton (T.) 
Grain and Seeds 


The number of pounds in a bushel of the following commodities are given 
below as used in most states of the United States. These weights are not, 


however, uniform in all states. 


16 ounces (0z.) 
2,000 pounds 


@ormu(shelled)jne a+: 56 |b. Flaxceed io. vac a -nnaentes 56 lb. 
Gormonmcoba sec Ones @lowerseed).. ose 60 “ 
Corn (in husk or shuck)72 “ Béaiisnrk. «6 oc 5 eos 60 “ 
\WVnVeehis oo ce @ orm 0 oe autbe 60 “ Braiitie jade scant e 200 4 
(OV Ney., cannes Oe SRE Pease rs ator snedrcpearee 60 “ 
IRRITN o\ecey ONC, ORE Onareet 56nue Timothy: SCCd-.. - se ae a Abies 
Barley eres coe oe 48 * @orn-meallis Ges. stn. 48 “ 


Potatoes. tie. tes os 60 
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Time 
60 seconds (sec.) = 1 minute (min.) 
60 minutes = 1 hour (hr.) 
24 hours = 1 day (da.) 
365 days = 1 common year (yr.) 
366 days = 1 leap year 
100 years = 1 century (cen.) 
Days in the Months 
ied anuarya dans) aa el Tae caly 2 2S eee 31 
2. February (Feb.). .28 or 29 SmAugust-(Aug,)re...Bae 31 
SeMarch) (Mar:).....008..- 31 9. September (Sept.)..... 30 
BAT) (ADTs) eae he «eee 30 10. October (Oct.).......:31 
DOM AY tee peta ate nee 31 11. November (Nov.)..... 30 
GBJUNC ee Ae ate ek 30 12. December (Dec.)...... 31 


Angles and Circles 


60 seconds (’’) 
60 minutes 
360 degrees 


1 minute (’) 
1 degree (°) 
1 circumference 


United States Money 


10 mills = 1 cent (c) 
10 cents = 1 dime 

10 dimes = 1 dollar ($) 
10 dollars = 1 eagle 


Coins in use: copper, 1 cent; nickel, 5 cents; silver dime, quarter, half- 
dollar, and dollar; gold, $5, $10, and $20, or double eagle. The mill is not 
coined. 


English Money 


4 farthings (far.)=1 penny (d.) 
12 pence =1 shilling (s.) 
20 shillings =1 pound (£) 
21 shillings =1 Guinea (G.) 


Troy Weight 


24 grains (gr.) 
20 penny weight 
12 ounces 


=1 pennyweight (pwt.) 
=1 ounce (0z.) 
=1 pound (lb.) 


Troy weight is used in weighing precious metals. 
troy pound, containing 5,760 grains. The avoirdupois pound contains 7,000 
grains. The amount of pure gold in an article is expressed in carats, 24 
units being the standard. Eighteen carats means 18/24, or 3, pure gold 
and 6/24, or }, alloy. In weighing diamonds the carat is 34 grains. 


The standard is the 


Apothecaries’ Weight 
20 grains (gr.)=1 seruple (3) 


3 scruples =1 dram (3) 
8 drams =1 ounce (3) 
12 ounces =1 pound (lb.) 
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Relation between Longitude and Time 


Time Longitude Longitude Time 
24 hr. 360° 360° 24 hr. 
Thal aes toe a? 4 min. 
1 min. ihsy4 i! 4 sec. 
1 sec. bist ila? 45 sec. 


Standard Time 

The earth’s surface is divided into belts 15° wide, each being equal to 1 
hour of time. The time in each belt is reckoned from a meridian extending 
about midway through the belt, so that the belt extends approximately 
74° east and west of the meridian. In the United States and Canada the 
75th, 90th, 105th, and 120th meridians have been adopted for this purpose, 
the four belts being the Eastern, Central, Mountain, and Pacific, as shown 
by the accompanying map. 


Sw. fi 
Ne: Y rrr 
\ WY 
ify 
Hunting Z, y 
Ly 


FroViltion 
0 


‘ 


Erie 
72 “TS Bure. 
VPHRERS 


Y aay ot 
Te / fo 7B. cncjasye 
EOVerW A notsinston Kansas, ity AKe 
St Louis 
a 


eilshassee 
MHQvacksonville 


10 


Pacific Belt Mountain Belt Central Belt Eastern Belt 


Standard Time in the United States 
Counting 
Qunits =1 pair (pr.) 
6 units =1 set, or half-doz. 
12 units =1 dozen 
12 dozen =1 gross 
12 gross =1 great gross 
20 units =1 score 
Paper 


24 sheets =1 quire (ar.) 

20 quires =1 ream (rm.) 
2reams =1 bundle (bdl.) 
5 bundles=1 bale (bl.) 


Many paper mills, especially in the west, use 500 sheets to the ream, instead 
of 480. 
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Public Lands 
In the older eastern sections of the United States no regular system of 
laying out public lands was adopted. According to a plan adopted later, a 
base line running east and west is surveyed, also a principal meridian cutting 


the base line at right angles. At intervals of 6 miles north and south of the 
base line and east and west of the principal meridian, lines parallel to these 
are drawn, forming areas 6 miles square. These are townships. A row of 
townships extending north and south is a range. These ranges are numbered 
east and west of the principal meridian, and north and south of the base 


line. In Fig. 1, township X is designated T2S, R3W, or ‘“‘ Township 2 south, 
range 3 west.’’ Township Y is T2N, R2E. 

Each township contains 36 sections, each containing one square mile of 
area, or 640 acres. These sections are numbered as shown in Fig. 2. 

Each section is divided into quarter sections, quarter sections into halves, 
fourths, etc., as shown in Fig. 3. 
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The Metric System 


The metric system of weights and measures is based on the decimal system. 
It is in use in nearly all civilized countries. The United States and England 
are exceptions. It was officially adopted by the United States in 1866 but 
is as yet used only in scientific work. All units of measure and weight are 
based on the meter, which is the fundamental unit of the system. It is 
equal to one ten-millionth of the distance from the equator to the pole, or 
39.37 in. 


Linear Measure 


10 millimeters (mm.)=1 centimeter (cm.) 


10 centimeters =1 decimeter (dm.) 
10 decimeters =1 meter (m.) 

10 meters =1 decameter (Dm.) 
10 decameters =1 hectometer (Hm.) 
10 hectometers =1 kilometer (Km.) 
10 kilometers =1 myriameter (Mm.) 


Square Measure 


100 square millimeters (sq. mm.)=1 square centimeter (sq. cm.) 


100 square centimeters =1 square decimeter (sq. dm.) 
100 square decimeters =1 square meter (sq. m.) 

100 square meters =1 square decameter (sq. Dm.) 
100 square decameters =1 square hectometer (sq. Hm.) 
100 square hectometers =1 square kilometer (sq. Km.) 


Land Measure 


100 centares (ca.)=1 are (a.) = 100sq. m. 
100 ares =1 hectare (Ha.)=10,000 sq. m. 


Cubic Measure 


1,000 cubic millimeters (cu. mm.)=1 cubic centimeter (cu. cm.) 


1,000 cubic centimeters =1 cubic decimeter (cu. dm.) 
1,000 cubic decimeters =1 cubic meter (cu. m.) 
Wood Measure 
10 decisteres (ds.)=1 stere (s.) = lcu.m. 
10 steres =1 decastere (Ds.)=10 cu. m. 


Measure of Capacity 
10 milliliters (ml.)=1 centiliter (cl.) 


10 centiliters =1 deciliter (dl.) 
10 deciliters =1 liter (1.) 

10 liters =1 decaliter (Dl.) 
10 decaliters =1 hectoliter (H1.) 
10 hectoliters =1 kiloliter (K1.) 


The liter is used for measuring liquids in ordinary quantities. 
The centiliter or milliliter is used for measuring liquids in minute quantities 
The hectoliter is used for measuring grain and vegetables. 
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‘Measure of Weight 


10 milligrams (m.g.) =1 centigram (eg.) 


10 centigrams =1 decigram (dg.) 
10 decigrams =1 gram (g.) 
10 grams decagram (Dg.) 


10 decagrams 
10 hectograms 
10 kilograms 
10 myriagrams 
10 quintals 


1 

1 hectogram (Hg.) 
1 kilogram (Kg.) 

1 myriagram (Mg.) 
1 quintal (Q.) 

1 tonneau (T.) 


neu dt bow 


The gram is the unit of weight. It is the weight of 1 cu. cm. of distilled 
water in a vacuum, at its greatest density (39.2°F.). It is equivalent to 
15.4324 gr. 

The, gram is used to weigh drugs, letters, etc. 

The kilogram is used to weigh merchandise; in large quantities the quintal 
and tonneau are used, 


Tables of Equivalents 


The following tables give equivalent values of both English and metric 
systems: 


Linear Measure 


1 inch =2.54 centimeters 1 centimeter=.3937 of an inch 
1 foot =.3048 of a meter 1 decimeter =.328 of a foot 

1 yard=.9144 of a meter 1 meter = 1.0936 yards 

1 rod =5.029 meters 1 decameter =1.9884 rods 

1 mile =1.6093 kilometers 1 kilometer =.62137 of a mile 


Surface Measure 


1 sq. inch =6.452 sq. centimeters 1 sq. centimeter=.155 of a sq. inch 
1 sq. foot =.0929 of a sq. meter 1 sq. decimeter =.1076 of a sq. foot 
1 sq. yard=.8361 of a sq. meter 1 sq. meter =1.196 sq. yards 
1sq. rd. =25.293 sq. meters 1 are =3.954 sq. rods 

1 acre =40.47 ares 1 hectare =2.471 acres 

1 sq. mile =259 hectares 1.sq. kilometer =.3861 of a sq. mile 


Cubic Measure 


1 cu. inch = 16.387 cu. centimeters 1 cu. centimeter=.061 of a cu. inch 

1 cu. foot =28.317 cu. decimeters 1 cu. decimeter =.0353 of a cu. foot 

1 cu. yard=.7646 of a cu. meter 1 cu. meter =1.308 cu. yards 

1 cord = 3.624 steres 1 stere =.2759 of a cord 
Measures of Capacity 

1 dry quart =1.101 liters 1 liter =.908 of a dry quart 

1 liquid quart =.9463 of a liter 1 liter = 1.0567 liquid qt. 


1 liquid gallon=.3785 of a decaliter 1 decaliter =2.6417 liquid gal. 
1 peck =.881 of a decaliter 1 decaliter =1.135 pecks 
1 bushel =.3524 of a hectoliter 1 hectoliter=2.8377 bushels 
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Measures of Weight 


1 grain, troy =.0648 of a gram 1 gram =15.432 grains, troy 

1 ounce, troy =31.104 grams 1 gram =.03215 of an oz., troy 
1 ounce, avoir.=28.35 grams 1 gram =.03527 of an oz., avoir. 
1 lb., troy =.3732 of a kilogram 1 kilogram= 2.679 lb., troy 


-4536 of a kilogram 1 kilogram =2.2046 lb., avoir. 
.9072 of a tonneau or ton 1 tonneau =1.1023 tons (short) 


1 lb., avoir. 
1 ton (short) 


Convenient Equivalent Values 


1 cu. cm. of water=1 ml. of water, and weighs 1 gram =15.432 gr. 
1 cu. dm. of water=1 1. of water, and weighs 1 Kg. = 2.2046 lb. 
1 cu. m. of water=1 KI. of water, and weighs 1 tonneau=2204.6 lb. 


Mensuration 


F DEFINITION.—Mensuration treats of lines, surfaces, and solids and their 
measurements. Lines have one dimension—length. Surfaces have two 
dimensions—length and width. Solids have three dimensions—length, 
width, and thickness. 

An angle is formed by two lines which meet. 

A right angle is one formed by two lines which meet at an angle of 90 
degrees. 

A polygon is a plane surface bounded by straight lines. 

A quadrilateral is a polygon bounded by four sides and having four angles. 

A parallelogram is a quadrilateral whose opposite sides are parallel. 

A rectangle is a parallelogram having right angles. 

A square is a rectangle whose four sides are equal. 

A triangle is a surface having three sides and three angles. 

A right-angled triangle has one right angle. The side opposite the right 
angle is the hypotenuse. 

An isosceles triangle has two of its sides equal. 

An equilateral triangle has all sides and all angles equal. 

A circle is a plane surface bounded by a curved line each point of which is 
equidistant with every. other point thereof from an interior point known as 
the center.’ The bounding line is the circumference. The diameter is a 
straight line passing through the center. and terminating at each end in the 
circumference. One-half the diameter is the radius. 

The perimeter of a surface is the distance around it. Its area is the number 
of square units of area which it contains. 


To find the area of a parallelogram: Multiply the base by the altitude. 

To find the area of a triangle: Take one-half the product of the base and 
altitude. 

To find the hypotenuse of a right triangle: Extract the square root of the 
sum of the squares of base and perpendicular. 

To find base or perpendicular of a right-angle triangle: Extract the square 
root of the difference of the squares of the hypotenuse and the other given side. 
To find the circumference of a circle: Multiply the diameter by 3.1416. 
To find the diameter of a circle: Divide the circumference by 3.1416. 
To find the area of a circle: Multiply the square of the diameter by .7854 

Or, multiply the circumference by one-half the radius. 
Or, multiply the square of the radius by 3.1416. 
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To find the diameter of a circle when the area is known: Divide the area. 
by .7854 and extract the square root of the quotient. 

To find the circumference of a circle when the area is known: Multiply 
the diameter by 3.1416. Find diameter from preceding rule. 

A solid whose bases are equal polygons lying in parallel planes and whose 
sides are parallelograms is called a prism. 

A prism having six equal square faces is a cube. 

A solid whose bases are equal and parallel surfaces and whose surface is a 
uniform curve is a cylinder. 

A pyramid is a solid whose base is a polygon and whose sides are triangles. 

A cone is a solid whose base is a circle and whose surface tapers to a point. 


To find the volume of a prism or cylinder: Multiply the area of the base 
by the altitude. 

To find the surface of a right prism or cylinder: Multiply the perimeter 
of the base by the altitude. Add to the product the area of the bases. 

To find the volume of a pyramid or cone: Take one-third of the product 
of the area of the base and the altitude. 

To find the surface of a pyramid or cone: Multiply the perimeter of the 
base by one-half of the slant height. Add the area of the base. 

The areas of similar surfaces are to each other as the squares of their like 
dimensions. 

The volumes of similar solids are to each other as the cubes of their like 
dimensions. 

To find the area of the surface of a sphere: equals the area of four great 
circles of the sphere. The area of a great circle is 3.1416 times the radius 
squared. 

To find the volume of a sphere: Multiply the area of its surfaces by 1/3 
of the radius. 


Ratio and Proportion 


DEFINITIONS.—Ratio of one quantity to a second similar quantity is 
the quotient obtained by dividing the first by the second. The colon (:) is 
the sign of ratio. Thus the ratio of 12 to 24 is expressed, 12:24. It is 
equivalent to 12 + 24, or 3. The first term of a ratio is the antecedent; the 
second term is the consequent. ; 

An equality of two ratios constitutes a proportion. The double colon (39) 
or (=) is the sign of proportion. ‘Thus 12 : 24 7:8 :4 is read, 12 is to 24 
as 8 is to 4. The extreme terms are the extremes. The second and third 
terms are the means. The first and third terms are the antecedents. The 
second and fourth terms are the consequents. 


Progression 


DEFINITIONS.— An arithmetical progression is a series of terms in which 
each succeeding term is obtained by adding a number, known as the common 
difference, to the preceding term. When the common difference is positive, 
the progression is increasing. When the common difference is negative, 
the progression is decreasing. 

A geometrical progression is a series of terms in which each succeeding 
term is obtained by multiplying the preceding term by a constant amount, 
known as the ratio. When the ratio is greater than 1, the progression is 
nereasing; when the ratio is less than 1, the progression is decreasing, 
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If the letters a, 1, n, d, and s, denote respectively the first term, last term, 
number of terms, common difference, and sum of all the terms, then in an 
arithmetical progression, 

(1) l=a+ @—1)id 


(2) = 5(a + 1) 


If the letters a, 1, n, r, and s, denote respectively the first term, last term, 
number of terms, ratio, and sum of the terms of a geometrical progression, 


(3) He eile 
are — Oh 

(4) ete 
_r=a 

or Negi | 


By means of formulas (1) and (2), any problem in arithmetical progression 
san be solved where any three of the quantities a, l, n, d, and s, are known. 

By means of formulas (3) and (4), problems in geometrical progression 
san be solved. In some cases problems cannot be solved by these elementary 
orocesses. This is true when nm is unknown, and usually when is unknown. 


Marking Goods 


PROFIT BASED ON SELLING PRICE.—When goods are marked for 
esale, the percentage of profit may be added to cost, which consists of the 
nvoice price plus freight and cartage, or it may be figured on sales. It is 
isually preferable to figure percentage of profit on sales, but this can be 
ranslated into a percentage on cost. The following table shows what 
ercentage must be added to cost to arrive at a given percentage of profit 
mn sales. 

Profit Percentage Table 


Add to To Make on Add to To Make on 
Cost Selling Price Cost Selling Price 
% % % % 
| Epc. oe a 434 SUNSSx nate cae ae 24 
An rey ane, ae © Sel eee 7 EY Si eatin 5 Ba 25 
TOROO ran & c-rsistds 9 30) 00% ho BASE rede 26 
Cite ee ae 10 Dike gti dann 2714 
fOr aGe ee. ye 11 40.00 2814 
1214 11% AD SBS coe hie Pee. 30 
IBIAS Stes oe rena a OEE 12 AS OO sed comet wees 31 
(Sh: DO ave ee eee 13 AT O00 nak Ale «eee 32 
GOs een ae 14 50,00 423 hes auheta ee 3314 
to. 1414 OR Gur ee Apes © 35 
Weta ak eet 15 BirOO. ha dkeneke MAO 3514 
MON OS ebay Lego cke 16 60)00) teen Bede Se 3716 
PLR OOM eye nee 16% 65,00 suasteoaiteereetne 3914 
OAS eae etna to pstsysy 33 ali?¢ 6624 ek fe ee 40 
De OG ah Pace ns ove 5.0 18 TOV00 50%... 41 
DSTA G en tecte a istehe sos 19 COx00 sashes 4234 
ZO OW ex seas taaatole: ¢ 20 80)-00bs ssdisn ace 4S ae 4416 
DO OSs th Olive aiencus aks 21 85 OO Arai sa ae ee 46 
BEST er CONS Oe 22 90) 00} wailga: sesehee 4716 
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Illustration of Methods of Figuring Profit on Sales.—A merchant purchases 
a commodity for $1. His operating expenses are 20% of gross sales. He 
desires to make a net: profit of 8%. What should be the selling price of the 
commodity? 

Solution: 

100 — (20+ 8) = 72% 
$1 + .72 = $1.39 answer 

Rule.—To the operating expense, add the net profit desired both expressed 
as percentage figures. Deduct this sum from 100%. Divide the cost of 
the article by the difference. 


USE OF KEYS.—If both cost and selling prices are to be marked, use a 
separate key for each. The key may be any word or phrase containing ten 
letters, no two of which are alike. A repeater may be used when the same 
figure appears two or more times in succession in the price. This makes it 
more difficult for a customer to interpret the price. 


Key to Cost Price. Key to Selling Price 
a Ome Oe Haske. tAu Lae Ne Om Sah) lus Amr G 
LS i Sta: ie Ae als yay (eek ShieX) sai () Dain a Meroe Oe. cer Onn 


Repeaters W and X Repeaters Y and Z 


The words used are ‘‘black horse’? and ‘‘ Charleston”? spelled backwards. 
Any letter other than those found in the key may be used as repeaters. 

Illustration.—An article costs $5.27 and is to sell for $6.65. Placing the 
cost mark above and the selling price below, we have: ie 


Fire Insurance 


DEFINITION.—Insurance is the agreement whereby, for a valuable con- 
- sideration, one party agrees to indemnify another party for losses arising 
from specified causes. 

The premium is the consideration paid by the party insured. It is ex- 
pressed either as a per cent of the face of the policy or as a specified amount 
per $100. 

The term of insurance is the length of time the policy of insurance runs, 
usually one or more years. 

Fire insurance is the agreement to indemnify the insured against loss by 
fire. 

The expression ‘‘loss by fire’? means not only loss of property by actual 
contact with flames, but also loss resulting from water or chemicals used to 
extinquish the fire, also damages resulting from smoke. It includes losses 
from fire caused by lightning. 

The “New York Standard (80%) Average Glatse”’ provides, in part, that: 
“This company shall not be liable for a greater proportion of any loss or 
damage to the property described herein than the sum hereby insured bears 
to eighty per cent (80%) of the actual cash value of said property at the time 
such loss shall happen.” The ‘‘ Waiver Clause,”’ also contained in the uniform 
policy adopted in Connecticut, New Jersey, New York, Pennsylvania, reads: 
“‘In case of loss if the value of the property described herein does not exceed 
$2,500, the 80% average or coinsurance clause shall be waived.”’ 


Under the ordinary policy the company pays any loss not in excess of the 
face of the policy. 
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Under a valued policy the value is specified; the company pays on the basis 
of this specified value. 

Under the open policy, which is used to cover goods in storage, the amount 
of the policy varies as the quantity of goods is added to or decreased. These 
additions and withdrawals are recorded in an “Open Policy Book”’ kept by 
the company. 

Fire insurance policies may be canceled by insurer or insured on 5 days’ 
notice. If the insuring company cancels, it returns such portion of the pre- 
mium as the unexpired term is of the whole term. If the insured cancels 
the policy, the company returns only the amount by which the premium paid 
exceeds the premium reckoned by the short rate, which is correspondingly 
higher for short periods of time. Following is the standard short-rate table 
used to compute premiums for terms less than 1 year, also to compute the 
amount of premium to be returned by the insurer when a policy is canceled 
by the insured. 


Standard Short Rate Scale for Computing Premiums for Terms less than 
One Year, as adopted by the “‘ Western Union” 


Rule. Take the percentage indicated in scale opposite the number of 
days risk is to run, on the premium for one year at given rate, and the result 
will be the premium earned in case of cancellation, or to be charged in case 
of short risks. 


Wedlayat, ce eusoen nc 2% annual premium 5D days: i... La 29% annual premium 
2 days. 4% ; 60 ey Soodbene on i sy 
£5 ee? 8 dine es Ome ed 6 5% F v 65 ee aie iene 33 0 i. . 
AY ALE, Deh te sr OU s US olaeeasen 36%, x 
Dig ee hatheetet ce UG (Oy ike Ah pana 87% 

CON YE Sodnnetsie ade Uy sf ROME Samet «meee 38% « “ 

rh ME a 9% * st 85 ees aoe ae . 

yah Ae at a 90 or3mo.. 40% 

Orr eere Pek bigs cececte 10% 6.5 - LOB ress “vegdthiadavstoe 45%  ‘ g 
iO yA e ele adee ne Rees Fea - “F 120 “ or4mo.. 50%, = sf 
1D Ee ocurne ocr 11 at i IB SNEA Ste. Seat 55% *“* ss 
DE ARS hector taeetecs re oe Ne % 150) ori 5:0. 60,7 oe ‘s 
Bs coe 13% ee 165 a D afoeae etal cts 65% s be 
CLS csielaleras oti oh as 1 es 180 or6mo.. 70% ©“ s 
HID Wer eat te Wire nes a4 112 ae is 95ers byaty te aettree (EI%, 3) & as 
ei uate ae 14% “ y 210 "of 7 mo... 75% on i 
EL eae eh aii TG = D250 AGN, Ce hee “s 
TNCE DERE eran eases 16 - 240 ‘“ or8mo.. 80% “ og 
HOw i IGA a Meek weave’. eter mys, as 
D0 ty ORAL. Ao rae “ 270 vorO) m0 Soy ee g: 
PAS SR Ra Ree 19 he i DicBh ren ne err en bse 88% “* us 
Ze 208, ie e 300 “ ‘orld mo. 90% « “ 
BOL Las AML Oe QB s HU ales LRA Bice onake 3. ee 
(cutee Cee memes OOS «o 4 380 fp ehorillimonO57onF sf Me 
Aim ite. capatey sys acner Teg a 360 “ orl2mo.100% * %y 
Oar game. edie. kei. « 289, i 


Fire insurance problems require the application of principles of percentage. 
The value of the policy is the base. ‘The rate of premium is the rate. The 


premium is the percentage. 
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TO FIND THE PREMIUM.—Divide the value of the policy by 100. 
Multiply the quotient by the rate. 

Illustration.—Property is insured for $19,000 at a rate of 18 cents per 
$100 per annum. What is the annual premium? 

$19,000 + 100 = 190 
190 x .18 = $34.20 answer 

TO FIND AMOUNT PAID BY INSURER.— Under an ordinary policy, the 
full amount of the loss up to the amount of the policy is paid. 

Under a coinsurance policy, the portion of the loss paid is the ratio of the 
face of the policy to the value of the property. 

Under the 80% average clause policy, that part of the loss is paid which is 
expressed by the ratio of the face of the policy to 80% of the value of the 
property. 

Illustration.—Property having a value of $30,000 is insured for $20,000 
at 3/8% per annum. Fire causes a loss of $15,000. Determine what would 
be paid by the insurer (1) under an ordinary policy, (2) under a coinsurance 
policy, (3) under the New York Standard (80%) Average Clause Policy. 

(1) $15,000 under an ordinary policy. 
20,000 2 


2) 30,000 7 3 


2 
3 of $15,000 = $10,000 under a coinsurance policy. 
(3) 80% of $30,000 = $24,000 


20,000 _ 5 
24,000 ~ 6 
5 


6 of $15,000 = $12,500 under New York policy. 


Domestic Exchange 


DEFINITION.—Exchange consists in the payment of debts without the 
sending of money. 
’ The following methods are employed: 
. Personal checks 
. Bank drafts 
. Postal money orders 
. xpress money orders 
. Telegraphic money orders 
Commercial drafts 


Personal checks are a charge against the bank account of the maker and 
a credit to the bank account of the payee, when deposited. The checks 
issued by the maker are returned to his bank through the proper channels 

Postal money order is an order issued by a post-office in one place against 
a post-office in some other place to pay a given sum to a designated person. 
The rates are: ; 


OaPWN ee 


Hori o.2. 00 onmlessme ener $0.03 From $30.01 to $ 40....... $0.15 
Inka)  Beaoikino ts takes se SOR i 40.01 “ SOR ree .18 
O 5,01 SalOnOOh a men Os S SONOMA CORRE 20 
K LOS OL 3S 22000 nes .10 G 60.01 * OR SINR BOF 
G PAVEOLER SS SEXO KO de 1 $ CoM Oil teal OO Bs. as 30 
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$100 is the largest amount for which a single postal money order is issued. 
In case of loss of postal money orders, duplicates can be secured from Washing- 
ton, proper evidence being presented. 

Express money orders are similar to postal money orders, being a written 
order by one express agent against another. $50 is the maximum amount of 
a single express money order. The same rates are charged as for postal money 
orders. They are transferable by indorsement. 

Telegraphic money orders are useful when money must be sent quickly. 
The following table shows rates, the price including a 15-word message. 


Table of Charges for Telegraph Money Orders* 


To Any PuacE WHERE THE 10-WorpD TELEGRAM Rate Is 


For A TRANSFER OF 


$.30 $36 $.42 $.48 $.60 $.72 $.90 $1.20 

$ 25.00 or less $0.68 $0.74 $0.80 $0.91 $1.03 $1.22 $1.45 $1.88 
25.01 to$ 50.00 .78 84 .90 OL Lele, .32 1.55 .98 
50.01 to 75.00 POS el OOe ele lore 26) 12389 557 = Us80peon2s) 
75.01 to 100.00 1.28 0234 91240) 1.61 ¥.63\" 182'" 2705) 92,48 
100.01 to 200.00 53) web O uel Opsmle LO 1588, 2.07 2.302273 
200.01 to 300.00 1.78 1.84 1.90 2.01 2.13 2.32 2.55 2.98 
300.01 to 400.00 2.03 2.09 2.15 2.26 2238 257 + 2480) 43223 
400.01 to 500.00 2.28 2.384 2.40 2.51 2.63 | 2.62 3.00 O. 4S 
500.01 to 600.00 2.53 2.59 2.65 2.76 2588'' 307% 3530) M3e73 
600 .01 to 700 .00 2.78 2.84 2.90 3.01 3.13.; 3:32. 3:55. 3198 
700.01 to 800.00 3.03 3.09 3.15 3.26 3.38 3.57 3.80 4.23 
800.01 to 900.00 3.28 3.34 3.40 3.51 8.638 3.82 4.05 4.48 
900.01 to 1,000.00 3.53 3.59 3.65 3.76 3.88 4.07 4.30 4.73 
1,000.01 to 1,100.00 3.78 3.84 3.90 4.01 4.138 4.82 4.55 4.98 
1,100.01 to 1,200.00 4.03 4.09 4.15 4.26 4.38 4.57 4.80 5.23 
1,200.01 to 1,300.00 4.28 4.34 4.40 4.51 4.63 4.82 5.05 5.48 
1,300.01 to 1,400.00 4.53 4.59 4.65 4.76 £388) 5:07" “b3807 bale: 
1,400.01 to 1,500.00 4.78 4.84 4.90 5.01 6.13. 5.82 5/55005:98 
1,500.01 to 1,600.00 5.03 5.09 5.15 5.26 5,08 5b. d7 5, 80 G6n23 
1,600.01 to 1,700.00 5.28 “5984 6740 °6751 5.63 5.82 6.05 6.48 
1,700.01 to 1,800.00 5.53 5.59 5.65 5.76 5.88 6.07 6.30 6.73 
1,800.01 to 1,900.00 5.78 5.84 5.90 6.01 6.138 6.32 6.55 6.98 
1,900.01 to 2,000.00 6.03 6.09 6.15 6.26 6.388 6.57 6180717823 
2,000.01 to 2,100.00 6.28 6.34 6.40 6.51 6.63 6.82 7.05 7.48 
2,100.01 to 2,200.00 6.53 6.59 6.65 6.76 6.83 087 07a 30) Bia: 
2,200.01 to 2,300.00 6.78 6.84 6.90 7.01 Cicer Where, (Gib fekihs: 
F300 OL to 2,400.00 7.03 7.09 7.15 7.26 188m (OU amlaSO saad 
2,400.01 to 2,500.00 TOS. TO Bae TAO ov 7.63.31 82008, 06 = S48 
2,500.01 to 2,600.00 Host, eeu fl aee Asche 7.88 8.07 8.30 8.73 
2,600.01 to 2,700.00 Tal Sidi BAe On COuOL 8.13 8.32 8.55 8.98 
.01 to 2,800.00 8.03 8.09 8.15 8.26 8.38 8.57 8.80 9.23 
B00 OF to 2,900.00 8.28 8.34 8.40 8.51 8.63 8.82 9.05 9.48 
2,900.01 to 3,000.00 8.53 8.59 8.65 8.76 8.88 9.07 9.30 9.73 


$3,000.00and up add $.20 for each additional $100 or fraction thereof to the charges 
for $3,000. 


*A business or personal message may be included in the transfer at a small additional cost. 


A commercial draft is an order drawn by a creditor against a debtor, 
ordering him to pay a sum of money to the drawer or a third person. Com- 
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mercial drafts are frequently used in connection with bills of lading, it being 
necessary for the consignee to make payment to the local bank to which the 
bill of lading with sight draft attached is sent (or to accept, if a time draft) 
in order to secure the bill of lading. Time drafts may be discounted by the 
holder. 

The maker or drawer is the person who signs the draft. 

The payee is the person to whom the amount specified in the draft is to 
be paid. 

The drawee is the person who is to pay the draft. 

Par is the face value. 

Premium is the excess above face value paid for a draft. 

Discount is the amount below par at which drafts are sometimes purchased. 

Exchange is a charge made by a bank when paying checks issued on banks 
located in other cities, to cover expense of collection. The charge is usually 
less than 20 cents. 

A bank draft is a draft drawn by one bank against another. It is usually 
more acceptable than a personal check, and the expense of collection is less. 


Banks make a charge for drafts to cover exchange costs—usually 1/10% 
with a minimum charge of 10 cents. 


Bank Discount 


DEFINITION.—Bank discount is a deduction from the face value of notes 
and drafts made in consideration of buying them before maturity. 

The discount is the simple interest on the face of the draft from day of 
discount to day of maturity. 

The proceeds is the difference between the face amount and the discount. 

TIME BASIS FOR COMPUTING DISCOUNT.—Banks usually charge in- 
terest and discount for the exact number of days from day of discount to 
day of maturity. 


The following table is used by bankers to find the number of days between 
two dates. 


Bankers’ Time Table 


From To THe Same Day or tHe Next 
ANY 
Day 
OF Jan. Feb. Mar. Apr. May June | July Aug. Sept. Oct. Nov. Dec. 
Jan. 365 31 59 90 120 151 181 212 243 273 304 3384 
Feb. 334 365 28 59 89 120 | 150 181 212 242 273 303 
Mar. 306 337 365 31 61 92 | 422 153 184 214 245 275 
Apr 275 306 334 365 30 61 91 122 153 183 214 244 
May 245 276 304 335 365 31 61 92 123 153 184 214 
June 214 245 273 304 334 365 30 61 DZ el 22 los weal Se 
July 184° 215" (243 274.304 1335 aes 31 62 O25 123 he 
Aug 153 184 212 243 273 304 | 334 365 31 61 92 122 
Sept 122 LSS: 181 212 242 273 | 303 334 365 30 61 91 
Oct 92 123 151 182 212 243 | 273 304 335 365 31 61 
Nov 61 92 120 151 181 212 | 242 273 304 334 365 30 
Dec 31 62 90 121 151 182 | 212 243 274 304 335 365 
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In Arkansas, Kentucky, Louisiana, Maryland, Missouri (in large cities), 
North Carolina, Pennsylvania, Utah, and Virginia, both the day of discount 
and the day of maturity are included in the term of discount. 

In all states except Mississippi and Texas, commercial instruments falling 
due on Sunday or a legal holiday are payable on the succeeding business day. 
In Mississippi and Texas they are payable on the preceding business day. 

The 3 days of grace allowed beyond the time fixed for payment in a com- 
mercial instrument have now been abolished in most states. 

Use of Table.—To find number of days from given day of one month 
to same day of a following month, follow line of given month to the right 
until column of same month is reached. Thus from Sept. 22 to Jan. 22 is 
122 days. When the days are not the same, find time to same day in later 
month, then add or subtract according as day in later month is earlier or 
later than day in earlier month. Thus, to find number of days from July 5 
to Sept. 20, find number of days from July 5 to Sept. 5, or 62, and add 15, 
which gives 77 days. 


BANK DISCOUNT ILLUSTRATED.—Find proceeds of a 90-day note of © 
$4,600 dated June 6, 1922, discounted July 3, 1922, at 6%. Collection 1/10%. 


June 6 plus 90 days is Sept. 4, the due date. 
_ July 3 to Sept. 4 is 63 days, the term of discount. 


Discount for 60 days is $46.00 
- fo 135 of Inkelioi2 39 


# “ 63 “* * $48.30 
1/10% of $4,600 = $ 4.60 collection charge. 
$48.30 + 4.60 = 52.90 bank’s total charge. 
$4,600— 52.90 = $4,547.10 proceeds. 


Find the proceeds of a 3 months’ note of $4,000 bearing interest at 6% 
dated May 10, 1922, and discounted June 12, 1922, at 6%. Collection 1/10%,. 


{onou 


May 10 plus 3 mos. is Aug. 10, due date. 
June 12 to Aug. 10 is 59 days, the term of discount. 


Interest for 3 mos. = $60. 


$4,000 + $60 = $4,060, value of note at maturity. 
$40.60 = discount for 60 days. 
68 = 4 = 1 day. 
$39.92 = ‘ « 59 days. 
1/10% of $4,060 = $4.06 collection charge. 
$39.92 + $4.06 = $43.98. 


$4,060 — $43.98 $4,016.02 proceeds. 


True Discount and Present Worth 


DEFINITIONS.—True discount is the difference between present worth 
of a debt and its amount at maturity. Present worth is a sum of money 
which put at interest would amount to the debt at maturity. 

Rule.—To find the present worth of a sum of money due at a given future 
date, divide the sum by the amount of $1 for the given time at the given rate 


of interest. 
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Illustration.— What is the present worth of $100 due in 4 months, interest 
at 6%? 


$1 + $0.02 = $1.02 amount of $1 in 4 mo., interest at 6%. 
$100 + $1.02 = $98.04 present worth. 
$100 — $98.04 = $1.96 true discount. 


Partial Payments 


DEFINITION.—A partial payment is the payment of part of an obligation. 

When interest-bearing notes have more than 1 year to run, the United 
States Rule is generally applied. It is: 

Rule.—1. A payment must first be applied against accrued interest. Rt 
it exceeds interest due, the excess should be applied to reduce the principal. 

2. Interest must be charged upon interest. 

When the time is less than 1 year, the Merchants’ Rule is frequently used. 
It is: 

Rule.—1. The face of a note draws interest from date to date of settlement. 

2. Each payment draws interest from its date to date of settlement. 


Commission and Brokerage 


DEFINITIONS.—A commission merchant is one who buys and sells goods 
for another person, called principal. A rate per cent, known as commission 
or brokerage, is charged by the commission merchant. A principal who 
consigns a shipment of goods to a commission merchant is a consignor, and 
the merchant to whom the shipment is made is a consignee. The shipment 
is a consignment. 

The principles of percentage apply in commission. 

Gross sales is the base. 

Rate of commission is the rate. 
Commission is the percentage. 
Net proceeds is the difference. 
Gross cost is the amount. 


Illustration.—A sale amounts to $5,500. Commission is 4%. Find amount 
of commission, also net proceeds. 


4% of $5,500 = $220 commission 
$5,500 — $220 = $5,280 net proceeds 


Trade Discount 


DEFINITION.—A trade discount is a deduction made from a list price to 
meet market requirements. Trade discounts are used to avoid the frequent 
publication of revised catalogs. As the market price increases, the discounts 
allowed are reduced, and vice versa. When two or more discounts are allowed, 
they are known as a discount series. Discount terms are printed on invoices. 

Illustration.—A bill is for $750, less 33 1/3%, 25% and 10%. 


$750 — (83 1/3 X 750) $500 
$500 — (.25 x 500) $375 
$375 — (.10 x 375) $337.50 the net amount 
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Short-Cuts and Checks 


ADDITION BY COLUMNS.—Add each column separately, beginning at 
the right, placing each result by itself. Then add the totals. Repeat the 
process, beginning at the left. 


Illustration.— 
2175 PUTO 
5490 5490 
6312 6312 
5865 5865 
12 18 
23 16 
16 23 
18 12 
19842 19842 


“CASTING OUT 9’S.’—Add the digits in each number, and divide the 
sum by 9. Place the remainders to the right of the number. Repeat for 
all numbers. Find the excesses of 9 in both the remainders and in the total 
The results should be the same. 

Illustration.— 

2175 6 
5490 0 
6312 3 
5865 6 
oe 76 

SUBTRACTION OF EXCESSES OF 9’S.—Cast out 9’s in minuend and 
subtrahend, and find the difference between the results. This should agree 
with excess of 9’s in the remainder. , 

Illustration.— 


\ 
' 


CASTING OUT 9’S IN MULTIPLICATION.—Find excesses of 9’s in 
multiplier and in multiplicand. The product of these excesses should equal 
the excesses of 9’s in the product. 

Illustration.— 
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MULTIPLICATION BY MULTIPLES OF 10.—Move the decimal point 
to the right as many points as there are 0’s in the multiplier. 


MULTIPLICATION OF NUMBERS ENDING WITH ZEROS.— Multiply 
the significant figures. Add as many zeros as there are in both multiplier 
and multiplicand. 


MULTIPLICATION BY 9, 99, 999, ETC.—First multiply by 10, or 100, 
or 1,000, etc. Subtract original numbers from the result. 


MULTIPLICATION BY 25, 50, 75, ETC.—To multiply by 25, first multiply 
by 100; then divide by 4. To multiply by 50, first multiply by 100; then 
divide by 2. To multiply by 75, first multiply by 100, then divide by 4, and 
subtract this quotient from the product. 


TO DIVIDE BY 10, 100, 1,000, ETC.—Move the decimal places to the 
left as many points as there are 0’s in the divisor. 


TO DIVIDE BY 25, 50, 75, ETC.—To divide by 25, divide by 100; then 
multiply by 4. To divide by 50, divide by 100; then multiply by 2. To 
divide by 75, divide by 100; then increase the quotient by 1/3 of itself. 

CASTING OUT 9’S IN DIVISION.—Find excesses of 9’s in the dividend, 
divisor, quotient, and remainder. Excesses in dividend equals excesses in 


remainder + excesses in product of excesses of divisor and quotient. 
INustration.—6,793 + 147 = 46, and a remainder of 31. 


Excesses of 9’s in 6,793 = 7 
“« “ « “ 147 — 3 

“a “ “ “ 46 = ih 

« « “ « 31 =— 4 

Si S< NE 

Excesses of 9’s in oso 
4+3=7 


Involution and Evolution 


DEFINITIONS.—Involution is the process of finding powers of numbers. 
The second power of a number is known as its square; the third power, as its 
cube. 16 is the square, and 64 is the cube, of 4. 

Evolution is the process of finding roots of numbers. The square root of 
16 is 4; the cube root of 64 is 4. The sign (\/) placed before a number 
indicates that its root is to be found. V4 reads, the square root of 4. 
»/ 64 reads, the cube root of 64. 


TO FIND THE SQUARE ROOT.—1. Point off the given number into 
periods of two figures each proceeding in either-direction from units place. 

2. Find the greatest square in the first period on the left; place its root 
on the right, like a quotient in division; subtract the square from the period, 
and to the remainder bring down the next period for a dividend. 

3. Double the root found, and place it on the left of the dividend for a 
trial divisor. Find how many times the trial divisor is contained in the 
dividend, exclusive of the right-hand figure; place the quotient in the root, 
and also on the right ‘of the trial divisor. 

4. Multiply the complete divisor by the last figure of the root; subtract 
the product from the dividend, and to the remainder bring down the next 
period for a new dividend. 


3 
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5. Double the whole root found, for a new trial divisor, and continue the 
operation in the same manner until all the periods are brought down. 

Illustration.— Extract the square root of 389.745. Point off 389.745 into 
periods of two figures each, by placing a point over 9, then over 3 to the left, 
then over 4 and 0 to the right. Proceed according to rule as per example. 


389.7450 (19.74+ 
1 
29)289 
261 
387)2874 
2709 
3944)16550 
15776 
774 
In case the divisor multiplied by the last figure in the root exceeds the 
dividend, reduce the last root figure until this product does not exceed it. 


TO FIND THE CUBE ROOT.—1. Point off the given number into periods 
of three figures each, proceeding in either direction from units place. 

. 2. Find the greatest cube in the first period on the left; place its root 
on the right, like a quotient in division; subtract the cube from the period, 
and to the remainder bring down the next period for a dividend. 

3. Square the root found, and multiply it by 300 for a trial divisor. Find 
how many times the trial divisor is contained in the dividend, and place the 
quotient in the root. 

4, Multiply the preceding figure, or figures, of the root by the last and by 
30, and square the last figure; add the products to the trial divisor; the sum 
is the complete divisor. 

5. Multiply the complete divisor by the last figure of the root; subtract 
the product from the dividend, and to the remainder bring down the next 
period for a new dividend. : 

6. Find a new trial divisor as before, and continue the operation in the 
same manner until all the periods are brought down. 

lllustration.—Extract the cube root of 399.745. 


399.745000 (7.36+ 


343 
7% ‘7x 300 = 14 700 | 56 745 
A BIS SY = 630 
3x 3 = 9 
15 339 | 46 017 3 
73 x 73 X 300 = 1598 700 | 10 728000 
73 xX 6 = 438 
Gx MG = 36 
1599 174 9 595044 
1 132956 
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Anticipation 

USE OF TERM.—This is a customary term used in retail business in 
connection with invoices for purchases which have dating terms. Thus, a 
bill of merchandise is purchased at 2%, 10 days, 90 days extra. If merchan- 
dise is received within 10 days from date of invoice, most concerns permit the 
purchaser to take additional discount at the rate of, say, 6% per annum 
for 90 days, equivalent to 14%, in addition to 2% cash discount. 

ANTICIPATION RATES ILLUSTRATED.’—In computing anticipation on 
invoices, the table on the following pages will be of assistance. The annual 
rates have been reduced to a daily basis. 

This table is based upon 365 days to the year and covers annual anticipation 
rates from 1% to 10% inclusive, covering periods from 1 to 90 days. 

The figures shown opposite the various number of days is the per cent 
applicable to the respective period, based upon the annual percentage shown 
at the top of the column. 


Invoice dated Mar. 31 for $4,750.90, terms 2%, 10 days, 90 days extra, 
f.o.b. destination, paid on Apr. 26. 


Invoices w53 ti Panes. share $4,750.90 
TESS nei BhiGaaeory teat a tae 30.40 
$4,720.50 
Less: Discount 2%......... 94.41 
$4,626.09 

Less: Anticipation 6% for 73 
days (1.2%, see table) bowod 
Amount ofechec kane ane $4,570.58 


The 1.2% anticipation shown above is taken from the table against 73 
days and under the 6% column. 

It is the custom with some stores to compute the discount on the face of 
the invoice and the anticipation on the net amount after deducting the dis- 
count; then deducting the freight charges. This plan, which favors the 
purchaser, is illustrated below: 

Using the same example as shown above, namely, invoice dated Mar. 31 for 


$4,750.90, terms 2%, 10 days, 90 days extra, f.o.b. destination, paid on Apr. 
27, the computations are as follows: 


Invoicess en ce eee eee $4,750.90 
Less: Discount 2%.......... 95.02 
$4,655.88 

Less: Anticipation 6% for 73 
days (1.2%, see table) 55.87 
$4,600.01 
Tessar eic hte ee 30.40 
$4,569.61 


F 8Adapted from 


publications of the Controllers’ g i i 
ee ontrollers’ Congress of National Retail Dry Goods 


ANTICIPATION 


Anticipation Rates and Percentages 


Per AnnuUM Rates 
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Days 


10 


1959 2% 083% DAG 25% 6% 27% ~i8%re O%RE IOS 
.00274 .00548 .00822 .01096 .01370| .01644 .01918 .02192 .02466 .02740 
.00548 .01096 .01644 .02192 .02740| .03288 03836 104384 [04932 ‘05479 
.00822 .01644 .02466 .03288 .04110| .04932 05753 106575 07397 ‘08219 
.01096 .02192 .03288 .04384 .05479| .06575 07671 08767 09863 10959 
.61370 .02740 .04110 .05479 .06849 | .08219 109589 10959 112329 °13699 
.01644 .03288 .04932 .06575 .08219| .09863 11507 .13151 14795 .16438 
.01918 .03836 .05753 .07671 09589 | .11507 113425 115342 17260 ‘19178 
.02192 .04384 .06575 .08767 .10959| .13151 15342 117534 19726 21918 
“02466 .04932 .07397 .09863 12329] .14795 117260 19726 ‘22192 ‘24658. 
.02740 .05479 .08219 .10959 .13699 | .16438 119178 (21918 124658 27307 
.03014 .06027 .09041 .12055 .15068| .18082 .21096 24110 .27123 30137 
.03288 .06575 .09863 .13151 .16438| .19726 123014 26301 (29589 "32877 
.03562 .07123 .10685 .14247 117808 | .21370 24932 (28493 32055 “35616 
.03836 .07671 .11507 15342 .19178| .23014 (26849 30685 134521 “38356 . 
.04110 .08219 .12329 .16438 120548 | .24658 128767 32877 36986 41096 
.04384 .08767 .13151 .17534 21918] .26301 .30685 .35068 .39452 .43836 
.04658 .09315 .13973 .18630 .23288| 127945 32603 37260 41918 (46575 
04932 109863 114795 .19726 124658] (20589 (34521 139452 (44384 49315 
.05205 .10411 .15616 120822 .26027| .31233 136438 41644 (46849 59055 
.05479 110959 .16438 .21918 .27397| .32877 138356 43836 49315 154795 
.03753 .11507 .17260 .23014 .28767| .34521 .40274 .46027 .51781 .57534 
.06027 :12055 .18082 .24110 .30137] .36164 142192 (48219 154247 “e0274 
(06301 .12603 .18904 25205 .31507| .37808 44110 150411 156712 63014 
.06575 113151 .19726 .26301 32877] .39452 .46027 52603 59178 ‘65753 
(06849 113699 120548 27397 34247] .41096 147945 154795 61644 '68493 
.07123 .14247 .21370 .28493 .35616 | .42740 49863 .56986 64110 .71233 
(07397 114795 22192 (29589 .36986| .44384 51781 159178 66575 173973 
107671 115342 .23014 .30685 .38356| .46027 153699 61370 [69041 (76712 
107945 115890 .23836 .31781 .39726| .47671 .55616 63562 171507 79452 
108219 116438 |24658 132877 .41096| .49315 (57534 165753 73973 182192 
: 16986 .25479 .33973 .42466 | .50959 .59452 67945 .76438 84932 
0876" “Ivs5 36301 35008 143836 | 52603 61370 vols? “yo0ee ‘87671 
(09041 |18082 127123 136164 45205] 154247 63288 72329 81370 90411 
(09315 118630 27945 .37260 46575] .55890 .65205 .74521 183836 93151 
109589 119178 128767 .38356 .47945| 57534 .67123 .76712 186301 95890 

29589 .39452 .49315| .59178 .69041 .78904 .88767 .98630 

MOI ‘2oe74 “Bo41t 40548 [50686 | 160822 70950 _S1096 91984 1.01370 
‘10411 120822 |31233 141644 .52055| .62466 .72877  .83288 .93699 1.04110 
10685 .21370 /32055 .42740 .53425'| .64110 .74795 85479 96164 1.06849 
‘10959 121918 132877 143836 .54795| .65753 .76712 .87671 .98630 1.09589 
33699 .44932 .56164| .67397 .78630 .89863 1.01096 1.12329 

T1507 33014 34501 146027 57534 | 169041 ‘80548 192058. 1.03563 1.15068 
"11781 _23562 135342 147123 158904 | :70685 82466 94247 1.06028 1.17808 
112055 124110 136164 .48219 .60274| .72329 .84384 196438 1.08493 1.20548 
112329 124658 136986 .49315 61644] .73973 .86301 .98630 1.10959 1.23288 
5 .37808 .50411 .63014|] .75616 .88219 1.00821 1.13424 1.26027 

12877 38758 "39630 ‘51507 .64384 | .77260 .90137 1.03013 1.15890 1.28767 
"13151 .26301 139452 152603 .65753 | .78904 .92055 1.05205 1.18356 1.31506 
"13425 (26849 140274 .53699 .67123| .80548 93973 1.07397 1.20821 1.34246 
"13699 127397 141096 154795 .68493| .82192 95890 1.09589 1.23287 1.36986 


eee 
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Anticipation Rates and Percentages—Continued 
Per ANNUM RATES 

Days| 1% 9 2% 13% 4% 5% 6% 7% 8% 9% 10% 

51 | .13973 .27945 .41918 .55890 .69863 .83836 .97808 1.11780 1.25753 1.39726 
52 | .14247 .28493 .42740 .56986 .71233 .85479 .99726 1.14146 1.28219 1.42465 
53 | 14521 .29041 .43562 .58082 .72603 .87123 1.01643 1.16164 1.30684 1.45205 
54 | 14795 .29589 .44384 .59178 .73973 .88767 1.03561 1.18356 1.33150 1.47945 
55 | .15068 .30137 .45205 .60274 .75342 90411 1.05479 1.20547 1.35616 1.50684 
56 | .15342 .30685 .46027 .61370 .76712 -92055 1.07397 1.22739 1.38082 1.538424 
57 | .15616 .31233 .48649 .62466 .78082 -93699 1.09315 1.24931 1.40547 1.56164 
58 | .15890 .31781 .47671 .63562 .79452 95342 1.11232 1.27123 1.43013 1.58904 
59 | .16164 .32329 .48493 .64658 .80822 96986 1.13150 1.29315 1.45479 1.61643 
60 | .16438 .32877 .49315 .65753 .82192 .98630 1.15068 1.31506 1.47945 1.64383 
61 | .16712 .33425 .50137 .65849 .83562 | 1.00274 1.16986 1.33698 1.50410 1.67123 
62 | .16986 .33973 .50959 .67945 .84932 | 1.01918 1.18904 1.35890 1.52876 1.69863 
63 | .17260 .34521 .51781 .69041 .86301 | 1.03562 1.20821 1.38082 1.55342 1.72602 
64 | .17534 .35068 .52603 .70137  .87671 | 1.05205 1.22739 1.40273 1.57808 1.75342 
65 | .17808 .35616 .53425 .71233  .89041 | 1.06849 1.24657 1.42465 1.60273 1.78082 
66 | .18082 .36164 .54247 .72329 .90411 | 1.08493 1.26573 1.44657 1.62739 1.80821 
67 | .18356 .36712 .55068 .73425 .91781 | 1.10137 1.28493 1.46849 1.65205 1.83561 
68 | .18630 .37260 .55890 .74521 .93151 | 1.11781 1.30410 1.49041 1.67671 1.86301 
69 | .18904 .37808 .56712 .75616 .94521 | 1.23425 1.32328 1.51231 1.70136 1.89041 
70 | .19178 .38356 .57534 .76712 .95890 | 1.15068 1.34246 1.53424 1.72602 1.91780 
71 | .19452 .38904 .58356 .77808 .97260 | 1.16712 1.36164 1.55616 1.75068 1.94520 
72 | .19726 .39452 .59178 .78904 .98630 | 1.18356 1.38082 1.57808 1.77534 1.97260 
73 | .20000 .40000 .60000 .80000 1.00000 | 1.20000 1.40000 1.60000 1.80000 2.00000 
74 | .20274 .40548 .60822 .81096 1.01370 | 1.21644 1.41917 1.62191 1.82465 2.02739 
75 | .20548 .41096 .61644 .82192 1.02740 | 1.23288 1.48835 1.64383 1.84931 2.05479 
76 | .20822 .41644 .62466 .83288 1.04110 | 1.24931 1.45753 1.66575 1.87397 2.08219 
77 | .21096 .42192 .63288 .84384 1.05479 | 1.26575 1.47671 1.68767 1.89863 2.10958 
78 | .21370 .42740 .64110 .85479 1.06849 | 1.28219 1.49589 1.70958 1.92328 2.13698 
79 | .21644 .43288 .64932 .86575 1.08219 | 1.29863 1.51506 1.73150 1.94794 2.164388 
80 | .21918 .48836 .65753 .87671 1.09589 | 1.31507 1.53424 1.75342 1.97620 2.19183 
81 | .22192 .44384 .66575 .88767 1.10959 | 1.83151 1.55342 1.77534 1.99726 2.21917 
82 | .22466 .44932 .67397 .89863 1.12329 | 1.34794 1.57260 1.79726 2.02191 2.24657 
83 | .22740 .45479 .68219 .90959 1.13699 | 1.86438 1.59178 1.81917 2.04657 2.27397 
84 | .23014 .46027 .69041 .92055 1.15068 | 1.38082 1.61095 1.84109 2.07123 2.30136 
85 | .23288 .46575 .69863 .93151 1.16488 | 1.39726 1.63013 1.86301 2.09589 2.32876 
86 | .23562 .47123 .70685 .94247 1.17808 | 1.41370 1.64931 1.88493 2.12054 2.35616 
87 | .23836 .47671 .71507 .95342 1.19178 | 1.43014 1.66849 1.90684 2.14520 2.38356 
88 | .24110 .48219 .72329 .96438 1.20548 | 1.44657 1.68767 1.92876 2.16986 2.41095 
89 | .24384 .48767 .73151 .97534 1.21918 | 1.46301 1.70684 1.95068 2.19452 2.43835 
90 | .24658 .49315 .73973 .98630 1.23288 | 1.47945 1.72602 1.97260 2.21917 2.46575 
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SECTION 3 


CORPORATE ORGANIZATION 


Types of Business Organization 


SOLE PROPRIETORSHIP.—The simplest and oldest form of organization is 
that in which one man is sole owner and manager. Farming and many of the 
smaller businesses are still carried on in thisform. Few large businesses are now 
conducted in this manner. Many enterprises are started by one man, but if they 
are successful they evolve into partnerships and ultimately into corporations. 

In a sole proprietorship of any size, actual operations of the business are 
handled by employees of varying degrees of ability and responsibility. The 
relation between the owner and these is usually that of principal and agent. 
Their respective rights and duties are governed by the law of principal and 
agent. 

When any of these employees masters the technique of the business, it. is 
usually deemed safest to make him a partner rather than to have him start 
as competitor, or to accept a partnership or stock interest in a competing con- 
cern. A single owner is at much disadvantage when he tries to conduct one 
of the largely expanded businesses characteristic of present-day conditions. 
It is a rare exception where any business achieves marked success and does 
not shortly become a partnership or a corporation. 


PARTNERSHIP.—When two or more persons co-operate to carry on some 
business for profit, the resulting organization is called a partnership. Of late 
years, a Uniform Partnership Law has been adopted in a number of the states. 
Before this law went into effect, the law of partnership was in all essential par- 
ticulars practically the same in all states. The members of a partnership are 
called partners and the organization is also termed a firm. 

The essentials of a legal partnership are: 


1. Parties legally competent to bind themselves by contract. 

2. An agreement, which if formally written out is termed ‘‘articles of 
copartnership.”’ 

3. Partnership property or capital. 

4. Some lawful business to be conducted for profit. 


The parties must be competent to contract. Minors, insane persons, or 
others not competent to contract, camnot become partners. Married women 
formerly could not become partners, but such disability does not probably 
exist in any of the states today. 

A partnership agreement may be formed by word of mouth, or without any 
express agreement if the parties act as partners. In the latter case, the law 
implies a contract. An implied partnership is where persons are found to have 
a common fund in which they have a community of interest and to be sharing 
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the profits and the losses of some lawful business. The law will hold them 
partners both as between themselves and as to third persons. In all cases 
the formation of a partnership should be by a carefully drawn written instru- 
ment or articles of copartnership. 

Original partnership property is derived from partners’ investments. Prop- 
erty purchased with partnership funds becomes prima facie partnership prop- 
erty. If profits are retained in the business, they become partnership property. 
The firm name, good-will, and any trade-marks used in the business, are part- 
nership property, in which each partner has an interest. On dissolution, after 
payment of debts, if there are sufficient funds, each partner is entitled first to 
the return of his investment, then to his share of the profits. Profits are 
apportioned equally, even though investments vary, unless the articles of 
partnership expressly provide otherwise. Partners are not entitled to interest 
on investments or to salary for services unless it is so provided in the agreement. 

To make a legal partnership, the business must be lawful. The law will 
not recognize any association which violates the law or carries on any business 
contrary to public policy. An agreement for association to conduct a lottery, 
or a gambling establishment, or to make, transport, or sell intoxicating liquor, 
makes the parties conspirators, not partners. 

The object must be to make profits. Clubs, lodges, societies, and associa- 
tions of many kinds exist, but unless they are conducting a business for profit 
they are not held to be liable as partners. In such associations, not organized 
for profit, members and officers can only be held personally for such contracts 
and obligations as they have voted for, assented to, or authorized. It is an 
essential feature of a partnership that the purpose of the association shall be 
to make profits. 

The two most salient features of a partnership are: 


1. The full authority of each partner to bind the firm by contract or by 
his dealings with the partnership property. Each partner is a general 
agent for the firm with full powers to act for it in the scope of the partner- 
ship business. 

2. The full responsibility of each partner for all firm obligations. The 
right to share profits involves the liability to share losses, which liability 
is not limited, but extends to the whole estate of the partner. This feature 
of the partnership is the most powerful reason for preferring the limited 
liability of corporate stockholders. 


As between themselves, partners may legally agree to limit the authority 
of one or all partners, but this agreement does not affect outsiders dealing with 
the firm. These may always assume that each partner has full authority to 
bind his associates, and that if the firm becomes insolvent the private estate 
of each partner is liable to satisfy creditors of the partnership. 

Active partners in whose names the business is conducted are termed general 
partners. 

A secret partner is one whose connection with the business is not known but 
who shares in profits. In case of insolvency and the discovery of his interest, 
he is held liable as a general partner. A silent partner is one who takes no 
active part in the business but supplies capital or in some other way entitles 
himself to share in profits. He is liable as a general partner. 

A special or limited partner is one who goes into the firm but limits his 
liability to the amount he invests. Such an arrangement can be made only 
in those states where statutes authorize such restriction on partnership lia- 
bility. 
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A partnership may represent the investment of the partners by shares of 
stock, when it is called a joint-stock company. The holders of such stock, 
however, are held to the full liability of general partners. On this account 
the form is rarely used. 

The partnership organization is nowadays not used for large enterprises of 
any kind, except to some extent in banking, brokerage, and in various profes- 
sional and semi-professional callings. J. P. Morgan & Co. have always been 
a partnership. It is difficult to finance a partnership where funds must be 
secured from many investors. 


EXPRESS TRUSTS.—‘ Express trusts” are used widely in this country as 
substitutes for corporations. Corporate taxation and reports are sometimes 
avoided by their use. 

In law a trust is created whenever property is placed in possession of one or 
more persons in trust to hold it and to pay over the profits to designated bene- 
ficiaries. It is an old legal form usually employed to provide for those unable 
to do business for themselves. Its use as a means,of business combination is 
recent. 

An express trust is a trust created by a written instrument called a ‘“‘declara- 
tion of trust,” “deed of trust,’ or ‘trust agreement.’ Parties to such instru- 
ment are: (1) the creator, (2) the trustee or trustees, and (3) the beneficiary 
or cestui que trust. The property may be real estate, money, goods, chattels, 
or anything else. 

In Massachusetts the corporation law for many years made no provision for 
organization of real estate companies. Consequently, when it was desired to 
deal in real estate, it was found practical to deed the property over to trustees 
to manage, those who had invested or who wished to invest being made bene- 
ficiaries. The trustees gave these beneficiaries certificates of trust, which they 
could transfer in same manner as corporate certificates of stock. Having been 
sustained by courts for real estate projects, its use has been extended to other 
lines of business and lately to other states. It is being used somewhat reck- 
lessly in some western states. What its future utility as a form of business 
organization may be, is not entirely certain. Express Trust is also known as 
“a business trust,” or ‘‘a Massachusetts trust,” or ‘‘a common law trust,” or 
“a voluntary association.”’ 

When the first combinations in restraint of trade were organized, the form 
used was an express trust. A controlling stock interest in each corporation 
to be controlled was transferred to a board of trustees who elected directors 
to do as they were told. In this way they dominated the trust industries. 
Until the courts decided that this use of the trust form was in restraint of trade 
and therefore illegal, the arrangement worked well. It was not the use of 
trustees that was illegal but the object of the trust. This has given the name 
ill repute, the word “trust”? being still used commonly in the sense of “monop- 
ly.” This false idea should be abandoned and its_use in ordinary and entirely 
-awful business should be studied. ; 

Well-known enterprises are organized as express trusts, among them being 
The Mackay Companies (Postal Telegraph), Amoskeag Manufacturing Co., 
Massachusetts Gas Companies, and the Montgomery Ward Warehouse Asso- 
ciates. It has also been used by many irresponsible oil companies. So many 
people have lost money through these that it is likely to give the form unde- 
served ill repute. Also, such trusts frequently are organized by incompetent 
parties who do not understand the law. None but a competent lawyer skilled 


in the laws of the state in which the trust is to operate should advise such form 
of organization and draft the trust agreement. 
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; Where this form of business organization can be safely used and the trust 
instruments are properly drawn, it has the following advantages, common also 
to the corporate form: 


1. Neither shareholders nor trustees are liable as partners. 

2. Shares are transferable as are corporate shares. 

3. Trustees can do business and manage the trust property as directors 
do with a corporate business and property. 

4. It can be made reasonably permanent. In most states a trust can 
be created for one or more lives and 21 years more. 

5. It may be dissolved by agreement. 

6. An express trust may sue and be sued as readily as a corporation. 

7. Shareholders may have accountings and such other information as: 
is proper. 


In addition it has these advantages over the corporate form: 

8. It can do business in any part of the country as freely as an individual 
or a partnership. (In some states, however, the members may be held to 
a partnership liability.) 

9. It is not required to make out reports, take out licenses, and pay 
taxes to the same extent that a corporation is. 

10. The trustees may ask for court guidance in some cases. where the 
rights and the powers of the trust are not clear. 

11. Under some circumstances it is better to have a continued board of 
trustees than to have annual elections of directors. 

12. If trustees are not elected annually, the trust is not subject to fed- 
eral income tax. 


In each state it is necessary to consult the local statutes to ascertain what 
taxes and other requirements may be imposed upon such trust associations. 

To avoid partnership liability there must be a full disclaimer in the trust 
agreement of any individual liability. This should also be printed on sta- 
tionery and in particular on all bills, orders, and invoices, and other instru- 
ments involving contractual liability. 


CORPORATE ORGANIZATION.—Men organize corporations for many 
purposes. There are municipal, ecclesiastical, charitable, educational, social, 
membership, and business corporations. The general peculiarity of all these is 
that many unite to act as one body. In referring to a firm, we say ‘‘they.”’ : In 
referring to a corporation, we say “it.” A corporation possesses an entity, 
distinct from its membership. It can take a deed to itself in its own name. 
If a partnership acquires real estate, it is deeded to the members of the firm 
by name or to a trustee to hold for the firm. 

Corporations are divided into membership and stock corporations. Mem- 
bership corporations include most religious, educational, charitable, and social 
organizations. Stock corporations include: (1) public utility corporations, to 
conduct railroads and telegraphs, or to supply water, gas, and electricity; (2) 
moneyed corporations, to manage financial or banking businesses; and (3) 
business corporations, for merchandising, manufacturing, mining, and all ordi- 
nary businesses conducted for profit. 

Stock corporations have capital represented by transferable shares of stock 
which are issued to the stockholders. As a general rule, stockholders have no 
liability except to pay for the stock for which they have subseribed. These 
two features, transferability of shares and limitation of liability, make the stock 
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corporation the favored form of modern business organization. With some 
variations of detail the form is used in every civilized country. 

A corporation is governed: (1) by the corporation laws of the state in which 
it is incorporated or in which it is doing business; (2) by the provisions of its 
charter; and (3) by its by-laws. These three rank as to authority in the order 
given. 

The Charter.—A partnership is a matter of private agreement between the 
parties immediately concerned. Incorporation must be authorized by the 
state and in form prescribed by the state. The instrument creating a corpora- 
tion is the charter, certificate of incorporation, or articles of incorporation. It 
is always made a public record. 

The charter is the basic law of the corporate organization, answering to the 
constitution of a state. Holders of ‘stock have the right under state laws and 
under their charter to adopt by-laws for government of the corporation and 
the business. 

By-Laws.—By-laws are the permanent rules of corporate action as distin- 
guished from motions and resolutions. The latter usually apply only to par- 
ticular occasions and special matters. By-laws are enacted by stockholders 
only, unless by statute, charter provision, or action of the stockholders, such 
power is delegated to the directors. By-laws prescribe how stock shall be 
issued and when corporate meetings shall be held, and define the duties and 
powers of directors and officers. 

The primary object of business organization is to combine good management 
with sufficient capital to conduct an enterprise profitably. The corporation 
accomplishes this more effectively than any other form of organization, and 
has become the usual form in which important enterprises are undertaken. 

The chief advantages of the corporate form are: 


. Limitation of liability of investors to a definite amount. 

. Distinct entity for legal and business ends. 

. Representation of its capital by transferable shares. 

Management by an elected board of directors acting through officers 
and agents. 

Stability and permanence of organization. 

Facility of obtaining capital because of these advantages. 


At present, practically all manufacturing, merchandising, and mining opera- 
tions are conducted under corporate form. Nearly all banking, trust business, 
insurance, and other financial organizations are corporations. All publie 
utilities are corporate bodies. Under no other form is it possible to secure 
capital and conduct the extended business operations of modern civilization. 


Dor wwe 


Internal Corporate Organization 


CORPORATE STOCK.—Corporations for profit are authorized to have a cer- 
tain fixed capital divided into shares collectively called stock. Those supplying 
the capital subscribe for as many shares of stock as they are willing to pay for. 
Thus, if $100,000 is needed to establish and supply working capital for an enter- 
prise, the promoters incorporate under a charter authorizing them to act as a 
corporation with a capital of $100,000, divided into 1,000 shares of par value 
of $100 each. An investor who subscribes for 50 shares, pays $5,000 to comply 
with terms of his subscription. By his stock subscription he becomes a stock- 
holder. When he pays his subscription in full he is entitled to a stock certifi- 
cate or certificates evidencing ownership. Par value of shares is usually put 
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at faut $50, or $10. Mining and oil company shares are often only $1 par 
value. 

Sometimes a portion of the stock is issued as preferred stock. Itis provided in 
the charter that such stock shall receive a specified annual dividend of 6%, 7%, 
or 8% before anything is paid to holders of common stock. If in any year there 
is not sufficient surplus profit to pay preferred dividends, or if directors fail to 
declare a dividend, it is customary to accumulate such passed dividends until 
paid. The stock is then termed cumulative preferred stock. 

Within the last decade, many states have authorized issuance of no-par-value 
stock. Shares of such stock are not valued, i.e., have no par value. Hach 
share entitles the holder to a proportionate share of any dividends declared. 
If a corporation has 10,000 shares of no-par-value stock outstanding and de- 
clares a’dividend, the holder of one share is entitled to 1/10,000 of the whole 
amount. 

Each share of stock issued entitles its owner to one vote in all stockholders’ 
meetings. Preferred stock is sometimes denied voting privilege by charter 
provision. It then is non-voting stock. 


STOCK CERTIFICATES.—Owners of full-paid stock are entitled to certifi- 
cates setting forth ownership, number of shares owned, and par value of shares. 
If it is preferred stock, details regarding preference are given. The certificates 
must be signed by two corporate officers, usually the president and treasurer, 
and have the corporate seal impressed upon them. “There is a blank form of 
transfer on the back of each certificate. Printed forms for such certificates 
are usually bound in a book, serially numbered, and attached to stubs on which, 
upon issuance, are entered data necessary for the corporate records. 


STOCK TRANSFERS.— When stock is sold, transfer is made by signing the 
blank transfer form on back of certificate and delivering same to transferee. 
When so endorsed in blank, it may be passed from hand to hand, but until it has 
been presented to the proper corporate officer for cancellation and issuance 
of a new certificate in holder’s name, the original holder remains the owner of 
record, entitled to vote and receive dividends. In many states corporations 
are required to keep a stock book or ledger showing names of stockholders, 
when they became such, and number of shares held. This stock book is final 
authority as to who are stockholders of record. 

Uniform Stock Transfer Acts are in force in Alaska, Connecticut, Illinois, 
Louisiana, Maryland, Massachusetts, Michigan, New Jersey, New York, Ohio, 
Pennsylvania, Rhode Island, South Dakota, Tennessee, and Wisconsin. 


STOCKHOLDERS.— Acceptance of a subscription makes the subscriber a 
stockholder. Failure to comply with terms of payment may cause a stock- 
holder to forfeit his rights, but until forfeiture is declared by formal procedure 
he remains a stockholder. When stock is purchased, the buyer turns in his 
certificate for cancellation. He becomes entitled to stockholders’ rights only 
upon issuance to him of a new certificate. 

Stockholders possess few rights other than those of voting for directors, for 
amendment of by-laws at corporate meetings, and sharing in dividends de- 
clared. Directors have direct management and control. Stockholders cannot 
act directly for the corporation in the conduct of its business. 

Rights of stockholders are: 

1. To be notified of stockholders’ meetings, take part in such meetings 
in person or by proxy, and cast one vote for each share of stock held. 

2. When dividends are declared, to share proportionately according to 
number of shares of stock held. 
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3. In event of dissolution, to share proportionately in assets remaining 
after payment of all debts. 
4. To inspect corporate books and records to limited extent. 


Powers of stockholders are: 


- To amend, repeal, or add to by-laws. 

. To elect directors. 

. To vote on any proposed amendment to the charter. 
To vote on any proposed dissolution of the corporation. 
To vote on any proposed sale of the entire assets. 

To exercise any special powers granted by the charter. 


PO 0 


If any illegal action is to be taken by directors or officers, any stockholder 
may appeal to the courts fo~ relief by injunction. 

Liabilities of stockholders are to pay their subscriptions in full. Even though 
certificates are issued marked “‘full-paid,” stockholders may be liable to credi- 
tors for amounts remaining unpaid. In New York, under some circumstances, 
a stockholder, even though his stock is fully paid, may by special law be held 
liable for unpaid wages. In California, stockholders are liable for their pro- 
portion of corporate debts remaining unpaid after assets of corporation are 
exhausted. These are exceptions to the rule that in business corporations 
owners of full-paid stock have no liability. 

Generally, stockholders of banks and trust companies are liable for an addi- 
tional amount equal to the face value of their stock if assets are insufficient to 
pay creditors. 

Minority stockholders are entitled to notice of corporate meetings, and may 
attend and vote. They are entitled to inspect the corporate stock books 
during business hours and may copy the names. Theoretically, they have the 
tight to inspect the books of account, but in a modern corporation with thou- 
sands of stockholders, it is necessary to restrict this right. Usually it is neces- 
sary to secure an order from a court to examine books of account. 

Some corporate proceedings, such as sale of all corporate property, require 
consent of all stockholders. This gives the minority a veto power. Under 
the common law, the majority can elect all members of the board, leaving the 
minority without representation, so that they have no means of knowing when 
illegal action is contemplated. Representation on the board is an advantage, 
so, in many states, cumulative voting is either prescribed or may be provided 
for in the charter. 

Cumulative voting insures minority representation. The Pennsylvania Con- 
stitution provides: ‘In all elections for directors or managers of a corporation, 
each member or shareholder may cast the whole number of his votes for one 
candidate or distribute them upon two or more candidates as he may prefer.’’ 

Under cumulative voting the majority control the corporation, but the minor- 
ity, if their holdings are material, can elect one or more directors. Use of cumu. 
lative voting to advantage may require careful calculation. If five directors 
are to be elected and 100 shares are voting, the holder of 17 shares is able to 
elect himself to the board. 

A voting trust is an arrangement among certain stockholders to maintain 
agreed management of a corporation for a period of time. Such arrangement is 
legal if not used fraudulently against other stockholders. This form of trust 
should be distinguished from ‘‘express trusts,’ also from trusts formerly 
created to establish trade monopolies. A voting trust is created by placing 
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in the hands of trustees enough stock to elect a majority of the directors. 
Powers of these trustees are defined by an instrument called the voting trust 
agreement, which is signed by all who enter the trust. This agreement specifies 
how long the stock is to be held and for whom it is to be voted by the trustees; 
or that voting is left to the discretion of the trustees. The stock held in trust 
is transferred to the trustees, certificates being taken out in their names. The 
trustees issue negotiable trustees’ receipts to those who deposit stock. Divi- 
dends declared on the trusteed stock are turned over to the equitable owners, 
the stockholders. In New York and Maryland voting trusts are authorized by 
statute. In Massachusetts, New-Jersey, California, and other states, they 
have been recognized by the courts. The highest court of Illinois condemned 
them unqualifiedly as illegal arrangements. 


DIVIDENDS.—Dividends may be declared only from surplus profits, and 
directors have power to declare such dividends at discretion. In New Jersey 
the statute law requires division of all surplus profits. In that state it is cus- 
tomary to grant to directors, by special charter provision, the right to use 
discretion in declaring dividends. 

When directors are unreasonable in refusing to declare dividends, it is some- 
times possible to compel them to make such declaration by court procedure. 
Courts do not act unless abuse of discretion is manifest. Directors are elected 
to manage the affairs of the corporation, and it is presumed that they do so 
properly. 

When a dividend is declared, it may be made payable at a future date. It 
was formerly customary to close stock booxs for transfers a certain number of 
days before the dividend is paid, so that the officers may know definitely to 
whom to make out dividend checks. Although this practice is still followed 
by some companies, many now pay dividends to stockholders of record as of 
a given date, the books not being closed. 

An exception to the rule that no dividend must impair capital stock, is made 
for companies working mines, operating under leases and under patents, and 
generally dealing with wasting assets. If such corporations are able to pay 
their debts, they may declare dividends consisting, in part at least, of their 
original capital. 

When dividends are once declared, they are debts of the company. If the 
company becomes insolvent before a given dividend is paid, it becomes a claim 
against the company. If stockholders are indebted to the corporation at the 
time the dividend is payable, their debts may be set off against the dividend, 

The amount apparently available for dividends may be improperly increased 
by charging replacements and repairs to capital instead of to expense and 
maintenance. Generally, only those expenditures for which stock or bonds 
may with propriety be issued, may properly he charged to capital account. 

Dividends must be equal as between stockholders of the same class. That 
is, preferred stockholders must all fare alike, and same is true of common 
stockholders. Time and method of payment must also be the same for all of 
each class. 

The simplest form of dividends is payment in cash. If, however, corporate 
profits are not in form of cash, and directors do not desire to borrow money 
with which to pay them, several courses are open to them: 


1. Capital stock may be increased by distributing a stock dividend. 
2. Bonds may be issued to the amount of the proposed dividend and dis- 
tributed in lieu of cash. 
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3. Serip may be issued against the profits and distributed as dividends. 
4. If the property is in such shape that it can be divided, it may be dis- 
tributed as a property dividend. 


In a few states, stock dividends are prohibited by statute. In Massachusette 
certain classes of public service corporations are forbidden to issue stock or 
scrip dividends. Generally, stock dividends are unobjectionable. If advan- 
tageous to retain profits as working capital, it is proper to do so. The decision 
of the Supreme Court that such dividends are not income when received by 
stockholders, has occasioned the payment of many such dividends. The stock 
dividend must represent real values, not consist in watering existing capital. 

Bond dividends may be issued against actual profits at discretion of the direc- 
tors. Bonds once issued are a continuing obligation and interest on them must 
be paid when due. Stock dividends create no such liability. 

Scrip dividends are issued in many forms. They are a form of deferred 
dividend. Date of payment may be absolute or contingent. It may be “at 
the pleasure of the company.’’ In such case the scrip must be paid within a 
reasonable time. 

Property dividends are usually paid in stocks or bonds of other corporations 
which have come into possession of paying corporation. Such dividends may 
be paid in other property, but usually this is difficult to divide. When cor- 
porations are liquidated, property may be assigned to the stockholders, but in 
such case it is not properly a dividend but a distribution of assets. 

Dividend checks are usually mailed. This is more convenient than sending 
notice of time and place of payment. When notice is given, it is sent out by 
the secretary or treasurer, as the by-laws prescribe. In such cases notice is 
also usually published in a paper of general circulation. 

Stockholders of record are legally entitled to receive dividends. The trea- 
surer can safely pay them over to those shown by the books to be stockholders. 
If some other person has an equitable right to receive such dividend, it is his 
duty to notify the treasurer. If the treasurer has received such notice, he 
should pay the dividend to the rightful owner. In case of doubt, it is safest 
for him to withhold payment until the parties have'settled the question of title. 
If stock is in the name of a married woman, the treasurer must pay her, not her 
husband, unless her husband has been authorized to receive it as her agent. 


THE CHARTER.—The charter is an instrument issued by authority of the 
state authorizing incorporators to do business under the corporate name. It is 
also termed “‘certificate of incorporation” or ‘articles of association.’’ The 
United States government grants charters for national banks and has chartered 
railway companies to construct interstate railways. For all ordinary businesses 
charters are granted by the states under general laws, by which any group of its 
citizens may Incorporate upon complying with prescribed formalities and pay- 
ing certain fees. Procedure for incorporation of companies designed to conduct 
ordinary business is simple. To secure charters for banks, or other financial 
institutions, is usually more difficult. If franchises to construct railways or 
other public utilities are sought, under which it may be necessary to condemn 
private property, requirements are usually even more strict. 

In the state of incorporation, companies are known as domestic corporations. 
If they do business in other states, they are there accounted as foreign corpora- 
tions, and must secure licenses and pay certain fees before they can lawfully 


de poeingss. It is unsafe to do business in other states before securing licenses 
0 do so. 
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Charters for business corporations usually provide for the following details 
of organization: 


1. Corporate name. This must not resemble the name of any existing 
corporation in the state. 

2. Corporate purposes. These may be set out simply, as ‘To buy, sell, 
and generally deal in groceries and foodstuffs.’’ Or it may be amplified 
at great length, which most clients prefer. 

3. Amount of capital stock, shares into which it is divided, and par 
value of each share. If any stock is preferred, this is set forth, and if any 
part is to be no-par-value stock, that is also set forth. 

4. Location and duration of corporation. 

5. Number of directors. In some states, the first board of directors is 
named in the charter. 

6. Names and addresses of incorporators and, usually, number of shares 
for which each subscribes. 

7. It is usual to add any special provision allowed by the state law, such 
as a provision to give power to hold the stock of other corporations, to 
use the system of cumulative voting, or to limit the power of directors to 
incur debt. 


The name must not be similar to, or resemble that of any other corporation 
in the state. Where a partnership is incorporated, it is usually desirable to 
retain the firm name, which is done by adding the word ‘‘Company,” or the 
abbreviation ‘“‘Inc.”’ For a new organization it is advisable to take some name 
that is not commonplace and that lends itself to use as a trade-mark. It is not 
easy later to change a corporate name. 

Corporate purposes should be set out at sufficient length to include all that 
the corporation is likely to undertake. While individuals or firms may do 
any manner of business or change from one form of business to another at 
will, corporations are limited to the purposes set forth in their charters, and 
on this account setting forth the comprehensive purposes of modern corpora- 
tions is justified. If illegal powers are set out, the charters will not be granted, 
or, if carelessly granted by the state officials, such grant is void as to such illegal 
powers, i.e., the charters are good as to the legal parts and void as to the others. 
If corporations do things not authorized by their charters, as when manufac- 
turing corporations undertake banking, such acts are ultra vires, in plain 
English, beyond their powers. Corporations cannot enforce contracts relating 
to ultra vires business, and the directors who vote it may make themselves 
personally liable. 

Amount of capital stock which a corporation issues must be set out with 
precision. If directors issue stock in excess of amount authorized, it is an 
ultra vires act for which they are answerable. The charter should state number 
of shares and par value of each. If preferred or other special classes of stock 
are to be issued, they should be carefully described. If preferred stock is to 
be issued, amount of preference as to dividends should be stated; whether it 
is cumulative or not; also whether it is preferred as to assets in event of liqui- 
dation; whether it is to participate with the common stock after receiving its 
preference; and whether it is to be deprived of the voting right. If nothing is 
said as to voting, preferred stock has same voting right as common stock. 

The location of a corporation and of its principal office should be given. The 
natural locality for a corporation is the state in which it proposes to do business, 
but in some cases there is advantage in incorporating elsewhere and doing busi- 
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ness in the home state as a foreign corporation. Sometimes another state is 
selected to save fees and taxes. 

In some states duration of corporations is limited to from 20 to 50 years. 
Usually, however, corporations may be made perpetual, and this is then 
always done. 

The number of directors is not always given in the charter. Where it can 
be given it is best to do so. Three is the minimum. A large board is rarely 
advantageous, and, if large, most of the real management is turned over to 
standing committees. 

Qualifications of directors are usually prescribed in the statute law relating 
to corporations. In some states one or more directors must be residents of 
the state of incorporation. It is usual to require that they be stockholders. 
Sometimes it is provided in the charter that directors shall own a considerable 
amount of stock. By such provision it is possible to prevent big stockholders 
from filling the board with ‘ dummy directors,”’ that is, directors who have been 
given a share or two to qualify them. Sometimes power is given directors to 
pass by-laws. 

Incorporators who sign the charter are often merely dummies, who drop 
out as soon as they have acted for their principals through the first meetings. 
Usually the least number of incorporators possible is three. Each must sign. 
and acknowledge the instrument. Where there are a number of incorporators 
living in different places, it takes time and trouble to get the instrument prop- 
erly signed. Hence the preference in some cases for dummy incorporators. 


FILING THE CHARTER.—The procedure incident to filing the charter 
varies. In some states it is filed first with the county clerk. Then a duplicate 
copy is forwarded to the secretary of state at the state capital. Filing fees are 
due with each filing, and the organization tax due the state is paid to the officer 
authorized to receive it. Sometimes state officials scrutinize proposed charters 
closely and send them back for correction if not in accordance with their ideas. 
If the charter is satisfactory and all fees are paid, a copy of the instrument is 
issued under the state seal and signed by the secretary of state. Other copies 
duly certified can be had on payment of fees. 

Generally, the grant of a charter carries without specification the following 
rights as incidental to the main purpose of corporate operations: 


1. To sue and to be sued in the corporate name.—A partnership is 
treated as a collection of individuals and in any litigation each separate 
partner must be named, 

2. To have a corporate seal.—The right to use a seal was once highly 
valued. Usually 4 corporation is bound by its corporate signature affixed 
by an authorized officer. The seal is used for deeds, powers of attorney, 
and certificates of stock. 

3. To buy, sell, and hold property.—This refers to property required for 
corporate business and purposes, ‘ 

4. To appoint directors, officers, and agents.—The corporation is man- 
aged by its directors and through its officers and agents and necessarily has 
power to appoint them. 

5. To make by-laws.—The charter confers a few basic powers, the de- 
tails of corporate operation being fixed by by-laws adopted by the stock- 
holders. 

6. To dissolve itself.—Formerly all the stockholders had to agree to a 


dissolution. In most states the statutes now prescribe some specified 
majority that can act in this matter. 
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7. To do all things necessary.—The power, for instance, to make shoes 
gives incidental powers to buy land for a factory, contract for or build a 
factory, buy machinery and raw materials, employ necessary labor, also 
have a selling organization. On this account it is not necessary to have 
the extremely detailed powers set forth in most modern charters. 


AMENDMENT OF A CHARTER.—This somewhat troublesome procedure 
may be made necessary by hasty and unconsidered incorporation. In New 
Jersey or Delaware an amendment before organization is completed may be 
arranged with little trouble. After organization is completed any amendment 
must be made according to statutory procedure in each state. 

Generally, to amend a charter requires a duly called meeting of stockholders, 
at which a two-thirds majority must vote for the proposed amendment. Then 
the amendment must be signed and acknowledged, and, with evidence that 
the stockholders’ meeting was properly assembled and held, it is filed in same 
offices as is the original charter. Thereafter, the charter is composed of original 
charter and amendment taken together, the original charter being in force 
except as altered by amendment. 

Formalities of calling the stockholders’ meeting, advertising it, and evidencing 
what was done in it, vary with states. 


BY-LAWS.—Charter forms! provide but foundations for corporate structures. 
Granting a charter confers the right to adopt by-laws for government of the 
corporate body and regulation of its affairs. A simple by-law form is given.” 
Regulations set forth therein may be expanded into greater detail. By-laws 
provide for the following essential matters: 


Issue and transfer of stock. 

Time, place, and notice to be given for stockholders’ meetings. 

Powers of directors, and time, place and notice required for their meet- 
ings. 

Appointment of officers, and their powers, duties, and compensation. 

Handling of funds and declaration of dividends. 

Provisions as to corporate seal and amendment of by-laws. 


When a partnership is incorporated and there are few stockholders, all of 
whom are active in the business, the by-laws may be few and simple, and opera- 
tions of the corporation may be conducted with little formality; but in a large 
organization, carrying on extensive operations, by-laws are necessarily more 
complex. 

By-laws may usually be adopted and repealed by majority vote at a regular 
meeting, or at a special meeting of stockholders called for the purpose. Under 
some circumstances, by-laws become contracts. In such cases they can only 
be modified in manner prescribed. Thus, in a New Jersey case where stock 
had been sold in consideration of a by-law providing that the existing by-laws 
should not be changed except by a specified majority vote of stockholders, it 
was held that the by-laws constituted a contract between old and new stock- 
holders and could not be set aside even by an act of legislature. 

By-Laws Regulating Stock Issues.—The amount of stock a company 
may issue is prescribed by charter. Sometimes the charter provision is re- 
peated in the by-laws. Usually it is prescribed that each paid-up stockholder 
is entitled to a certificate for his stock signed by specified officers, sealed and 
issued from the certificate book in numerical order, and that a record thereof 
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is to be entered on the stub. It is likewise provided how transfers shall be 
made, and for how long stock books shall be closed to transfers before elections 
and dividend days. Provision is sometimes made for redemption of lost certifi- 
cates. 

Treasury stock is sometimes defined as ‘‘outstanding stock of the company 
that has been donated or otherwise acquired.” It is held subject to disposal 
by the directors and can neither vote nor participate in dividends while held 
by the company. Under such circumstances, treasury stock is considered an 
asset and is distinguished from unissued stock, which, being merely a right to 
issue stock, is not an asset. 

By-Laws Regulating Meetings.—By-laws usually prescribe when and 
where regular meetings of stockholders and directors shall be held, what 
notice shail be given, requirements as to quorum, and order of corporate busi- 
ness at such meetings. They also prescribe how special meetings are to be 
called—how the notice shall be given as to time, place, and objects of such spe- 
cial meetings. If elections are to be held at any such meetings, it should be so 
stated and formalities of procedure should be prescribed. 

By-Laws Regulating Directors.—Powers of the board of directors are 
specified in the by-laws. If there are to be limitations on these powers, 
they should be set out in the by-laws. It is usual to specify what officers are 
to be elected by the board and how. If the board has power to fix their com- 
pensation, or to remove them, it should be set out in the by-laws. Power of 
the board to fill vacancies in its own membership should be specified. If the 
corporation is to have standing committees, their membership, powers, and 
method of appointment should be set forth. Time and place for directors’ 
meetings, number needed to make a quorum, and order of business at such 
meetings, should be set forth in detail. 

By-Laws Regulating Officers.—By-laws should specify the several officers 
of the company, give their powers, duties, compensation, or how compensation 
is to be fixed, and what if any powers of removal exist. Limitations or vari- 
ations of their usual powers should also be given. 

By-Laws Regulating Dividends and Finance.—Power of the board to 
declare dividends from surplus profits should be set forth. Duty of depositing 
funds of corporation in a suitable bank in the name of the corporation, and 
manner of checking out moneys so deposited, should be specified. 

Other By-Law Regulations.—It is usual to specify what the seal shall 
be and who shall have custody of it. Other provisions often relate to method 
of amending or repealing by-laws. If board has any power to make or repeal 
by-laws, it should be set out. 

Many provisions of the state or common law may often be repeated in by-laws 
to advantage. For example, provision that no dividend shall be declared that 
will impair capital of the company is common law and has been re-enacted by 
legislatures of most states, but it is well to have it repeated in by-laws. 

MEETINGS.—All corporate action must be authorized by meetings of 
stockholders or directors. A corporation must be authorized by the state before 
it can act in any capacity. When so authorized, an organization meeting of 
incorporators or of the first stockholders is held to elect directors, adopt by-laws, 
sion, authoring sl of ice and oe nett next meet, elect officers, ron 

; : EGE any g else that is needed to enable 
the corporation to begin business. In Maine, Massachusetts, and some other 
states, this procedure is reversed. There directors and officers are chosen and 
by-laws are adopted before the corporation is chartered, 
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Meetings held at times set forth in the by-laws are called regular meetings. 
Meetings held at other times for special purposes are called special meetings. 

1. First Meeting of Stockholders.—The number of incorporators is usuaily 
the least allowed by law. When the charter has been granted by the state, the 
incorporators are usually assembled for the first meeting by a call signed by 
each one. This call fixes time and place, mentions important business to be 
transacted, and closes with waiver of additional notice of the meeting. As 
those who incorporate the company conduct the first meeting and know exactly 
what they want, desired proceedings are often written out in advance of the 
meeting. This results in ‘‘cut and dried minutes” which are usually followed 
to the letter. The meeting can, if it wishes, vary these minutes, but usually 
they are adopted as written. At this first meeting, the charter is presented and 
accepted by the meeting, by-laws prepared by counsel are read and adopted, 
and directors are elected. If stock is to be exchanged for property, the exchange 
is approved by the stockholders and the directors are authorized to close the 
deal. 

2. First Meeting of Directors.—This must usually be assembled by all direc- 
tors joining in the call, thus waiving any additional notice. Such a meeting 
may be assembled by the procedure prescribed in by-laws, but as this involves 
delay in giving notice, meeting by a signed call or, if all are present, by unani- 
mous agreement, is the usual plan. The business at this first meeting is to 
elect officers, authorize the sale or issue of stock, rent offices, adopt a form of 
stock certificate, accept any stock subscriptions that have been made, and 
do anything else necessary to start the corporate business. 

3. Regular Meetings of Stockholders.—Regular meetings of stockholders 
are the annual meetings to elect directors, hear reports, amend by-laws, and 
take any action necessary. 

In the case of regular meetings of both stockholders and directors, by-laws 
usually provide for a notice of regular meetings to be sent to each person 
authorized to attend. If this notice is neglected, by-laws themselves are held 
to give legal notice of time and place. 

Regular meetings of directors are usually held on some specified day of each 
month. They may be held quarterly, or, in some cases, weekly. In large cor- 
porations standing ccmmittees, that is, executive and finance committees, may 
set regular times for meetings. 

4. Special Meetings.—By-laws should provide for calling of special meetings 
and for notice to be given of such meetings. Special meetings must be called 
exactly as specified in by-laws, and both call and notice must give time, place 
and particular business to be brought before the meeting. No business except 
that mentioned in the call and notice may legally be transacted at the meeting. 


DIRECTORS’ POWERS AND LIABILITIES.—The board of directors is 
the managing body of a corporation. Except as restricted by statute, charter, 
or by-laws, its power is absolute in corporate affairs. It cannot do things 
outside the regular corporate business, such as dissolve the corporation, sell 
all its assets, or change the nature of the corporate business. In most states, 
laws limit its powers and define its liabilities. Thus it is usually necessary 
for stockholders to authorize any mortgage of the corperate property before 
directors can act. The powers of directors are collective, not individual; 
i.e., anything within the board’s power must be authorized by the board 
itself assembled in legal meeting. Ifa particular director is authorized by the 
board to do a particular thing, he becomes agent of the whole board; but apart 
from some such special authority, a director has no power. 
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1. Powers of Directors.—The board of directors is usually given power to 
appoint officers of the corporation. It has authority to appoint agents and 
delegate its authority to standing committees composed of members of the 
board. Such standing committees are usually an executive committee and a 
finance committee. In large corporations, these committees do most of the work 
under their respective functions. 

Directors are responsible to the stockholders. It is tneir duty to exercise the 
same care and diligence in conduct of corporate business that careful and 
prudent business men exercise in conduct of their own affairs. They should 
have no personal interest adverse to that of the corporation. 

2. Liabilities of Directors.—Directors are personally liable for any losses 
caused by their ultra vires acts, i.e., by acta authorized by them but which are 
beyond the legal powers of the corporation. They are also liable for illegal 
transactions which they have authorized or consented to, or which are com- 
mitted by agents of the corporation with their knowledge. They may be liable 
for issuance of stock as full-paid if it is unpaid or only partly paid. They are 
liable if they declare dividends when there are no surplus profits from which 
the dividends can be paid legally. They are liable for gross mismanagement. 
They are not liable for errors of judgment or honest mistakes in handling 
corporate business. 

In most of the important states, special statutory penalties have been imposed 
for various misfeasances; e.g., in New York a director is personally liable for loan- 
ing corporate funds to stockholders, for making false reports, notes or certifi- 
cates, or for making transfers of corporate property to defraud or prefer creditors. 

Criminal prosecutions may follow most statutory offenses. Difficulty often 
arises from a director’s having personal interests adverse to those of his cor- 
poration. A director should be careful when he contracts with his corporation. 
He should withdraw from the room when his contract is discussed and voted 
upon, and it should be adopted by a quorum in which he is not included. If 
he is included the contract is voidable, but not necessarily void. 

A director may resign when he wishes. His resignation may be peremptory 
or it may be worded to take effect when accepted. It should be in writing. 

Directors have no power to remove a fellow director. The stockholders do 
so after trial for adequate cause. In some states right of recall is given by which 
directors may be removed with or without cause by a specified majority, usually 
two-thirds, but in some cases by a bare majority. 

Vacancies on the board may be filled by the stockholders, or, if by-laws so 
authorize, by the remainder of the board, if there is a quorum. If directors 
are not elected at the annual meeting, or if it is not held, the existing members 
hold over and have all powers of directors. In small corporations the same 
board may run on in this way many years. 

In large corporations it is usual to provide in the by-laws for payment of a 
fee ranging from $5 to $25 for attendance at meétings. Except for performing 
special service as agents or officers, directors are not entitled to compensation. 

In a few states directors are given more or less power to make and amend 
by-laws. Such power is unusual and unwise. The principal object of by-laws 
is to enable stockholders to impose limitations and directions on the extensive 
powers of management belonging to directors. 

OFFICERS OF THE CORPORATION.—Sometimes directors are called 
officers. This leads to confusion. The officers are usually the president, 
secretary, and treasurer. In small corporations two of these offices may be held 
by the same person. In large corporations one or more vice-presidents, assis- 
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tants for secretary and treasurer, a managing director or general manager, a 
chairman of the board, an auditor, a comptroller and others, may be found. 
These officers are usually elected by the board, for one year, as soon as possible 
after the annual election. The new board should usually have officers of its 
own selection to carry out its policies. Large corporations have many others 
than those named, but these rank as agents and employees, not as officers. 

President and vice-president should be chosen from the board, because 
they may be asked to preside at meetings of the board. Secretary and trea- 
surer may or may not be directors. 

Directors have power to fill vacancies of office. Officers cannot be removed 
except for cause, unless by-laws, charter, or statute law give such authority. 
When an officer is to be removed for cause, charges must be preferred and oppor- 
tunity given him for a hearing. 

Officers are liable for negligence or active wrongdoing in connection with 
their duties. Usually the state law prescribes special penalties for making 
false reports, loaning corporate funds, refusing to allow inspection of stock 
books, etc. 

Duties.—Duties of the respective officers should be set out in the by-laws. 
If not thus prescribed, the board can prescribe duties within the usual scope 
of official duties. Such duties are practically the same in all organizations. 

The President.—The president is head of the corporation. He usually signs 
officially all important instruments. He generally supervises the corporate 
business and reports to the board and stockholders its condition. There is 
usually some routine business handled by the president without specific authori- 
zation. Any transaction outside this routine should be specially authorized 
by the board. He usually signs certificates of stock. Sometimes he signs or 
countersigns corporate checks. He signs corporate notes and drafts if in the 
usual routine of his business. Otherwise he should be specially authorized. 
He presides at meetings of the board and, in some cases, at meetings of stock- 
holders. : 

Vice-presidents, in order of precedence, perform the president’s duties in 
his absence, disability, or refusal to serve. In large corporations, some routine 
business is probably given each vice-president. 

The Secretary.—Usual duties of the secretary are: to keep a record of 
meetings of stockholders and directors, send out notice of meetings, issue 
stock certificates, notify directors and officers of election, and keep safely 
corporate records and instruments. He signs or countersigns all such instru- 
ments as the board directs, keeps the corporate seal, and attests its impress 
when affixed to a corporate instrument. He may be given certain duties of 
correspondence, or other functions in the conduct of corporate business. 

The Treasurer.—The treasurer by virtue of office has charge of the com- 
pany’s money and securities. If these are considerable, he is usually required 
to give bond for their safe keeping and due return to the corporation. He is 
usually instructed to deposit the company funds in the name of the company 
in a bank or trust company designated by resolution of the board. He 
signs or countersigns company checks, and indorses checks and drafts for 
collection. In small corporations, either the treasurer keeps the books or it 
is done under his supervision. In large corporations this function comes 
under supervision of the auditor or comptroller. 

General Manager.—The general manager is not concerned with corporate 
functions. He supervises and conducts the corporation’s business operations, 
managing as he would were he employed by a firm or an individual. His duties 
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and compensation are fixed by the by-laws or the board. An executive officer 
is elected for one year, but to secure continued services of a capable manager, 
the board may contract with him for a term of years. Specifications of 
such contract should define his term, duties, and compensation. 

Counsel.—In large corporations a lawyer or legal firm is retained as part of 
the management. Counsel for a corporation has no independent authority to 
act, except as authorized by the board. The duty of counsel is to advise with 
officers of the company in matters requiring legal advice, prepare or revise 
contracts, and represent the company in litigation. 


CORPORATE RECORDS.—Apart from financial records and books of ac- 
count, there are certain important books of record peculiar to the corporation. 
These are, minute book, stock certificate book,‘ transfer book, stock book, 
and stock ledger. These books are kept by the secretary. 

The minute book, if kept properly, is legal evidence of proceedings at stock- 
holders’ and directors’ meetings. The secretary is its custodian. Entries in it 
should be made by him only. Any director has the right to inspect it at any 
suitable time. It should be in such shape that minutes cannot be easily altered. 
Minutes are usually entered in conventional form. They should present an 
accurate record of transactions at each meeting; but not of what is said, unless 
that is necessary to evidence what is done. Minutes should be approved at 
the next legal meeting of the body whose proceedings are recorded. When, 
before such approval, minutes made by the secretary are corrected, the record 
should show what was stricken out as well as the correction ordered. 


CORPORATE OPERATION.—The object of business organization is to 
combine good management with sufficient capital to conduct some line of busi- 
ness profitably. In a modern business corporation, shareholders furnish the 
capital, and elect a board of directors to manage the operations of the corpora- 
tion. The shareholders also adopt by-laws to prescribe powers and authority 
of the directors. Directors individually have no authority. They act only 
as a board when legally assembled with a quorum present. As a board their 
power to manage is limited only by state laws, charter and by-laws passed 
by stockholders. To carry their plans into effect, they pass resolutions and 
motions, elect officers, and appoint agents to transact such business as the board 
directs. Sometimes the board designates certain of its members to act as an 
executive or finance committee, or both. Such committees have only such 
powers as are granted by the board or set out in by-laws. If a board member 
is appointed an officer or agent of the company for any special undertaking, he 
has the same powers as any other person appointed to the same office or position. 

In a close corporation, where all stock is held by a small group, the same indi- 
viduals are likely to be stockholders, directors, and officers. In such case pro- 
cedure may be informal. Meetings, elections, records, and other formal pro- 
cedure may be omitted. So long as such corporation is solvent and no one 
concerned objects, no harm is done. 

In a large corporation, where stockholders are numerous and scattered, it 
is not safe to conduct corporate affairs informally. Meetings should be given 
notice of and held regularly. Elections should be held annually, and careful 
records kept of the meetings. Everything pertaining to transfer of stock and 
handling of finances should be conducted as a careful man of business handles 
his affairs. Officers when elected should give due attention to their duties, 
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neither neglecting them nor interfering with duties that pertain to other offices. 
Careful records should be kept of corporate proceedings and of financial trans- 
actions. When corporate machinery is used intelligently and in good faith, it 
is the most satisfactory form of organization. The chart given below shows 
the typical corporate organization, and delegation of authority to directors, 
officers, and agents, 


CORPORATE OPERATION CHART 


; VOTING STOCKHOLDERS 


| BOARD OF DIRECTORS 


Secretary President Treasurer 
and and and 
Assistants Vice- Presidents Assistants 


Purchasing Sales General Auditor or 
Agent Manager Manager Comptroller 


[Assistants | Dept. Heads] [Accountants 


DISSOLUTION.—A charter is usually granted for a specified term of years. 
the expiration of that period, the corporation terminates unless the charter 
| renewed. : 

At any time stockholders, by unanimous consent, may surrender their 
harter and terminate the company’s existence. ; 

Usually, the state reserves power to repeal the charter and thus terminate 
1e corporation at any time. Unless such power is expressly reserved by the 
ate, a charter is held to be a contract protected by the constitution, which the 
ate cannot dissolve. LES i 

A court can dissolve a corporation when proper application is made to it for 
isuse or non-use of power. : 

An ordinary business corporation is dissolved by proceedings in bankruptcy. 

corporation operating a public utility, in event of insolvency, is usually 
organized in some shape to avoid forfeiture of its franchise. 

Usually statutes provide means by which a specified majority of stockholders 
ay by proper procedure wind up the affairs of a corporation. In such case 
is necessary to dispose of its assets, pay off its obligations, and divide remaining 
sets proportionately among stockholders. 

Frequently where small corporations fail to pay and have exhausted their 
sets, they dissolve informally by simply stopping, 
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Corporate Promotion and Financing 


CORPORATE PROMOTION.—One who actively engages in the financing 
and organization of an enterprise under corporate form is called a promoter. 
The legal definition is more restricted: a promoter is one “ who brings about the 
incorporation and organization of a corporation.’ A promoter usually expects 
to make a profit out of what he does—in many cases undue profits, and in con- 
sequence of this last tendency the name has come into some ill repute. The 
proper work of a promoter is legitimate and useful. 

Abuse of promotion occurs when promoters arrange for issuance of large 
amounts of stock to themselves and associates for nominal service or for over- 
valued properties. This can easily be done when the first meetings are held and 
the whole organization is in the hands of its promoters and their associates. 
If a corporation, from its business, has not only to pay dividends to stockholders 
who supply cash, but also has to earn dividends on as much or more stock issued 
for nominal values to promoters, it is carrying a double burden. 

It is legal to issue stock for property, but when organization meetings are 
in hands of promoters, who are in most cases buying their own property, or 
paying themselves for their own services, the property or services are likely to 
be overvalued. If later this overvaluation is brought before a court, it will 
be set aside and the promoters will be compelled to disgorge. In many cases 
this cannot be done on account of the cost of litigation, or because of the diffi- 
culty of enforcing judgments. 

This rule is given by an authoritative writer: ‘‘There is no rule of law pro- 
hibiting a person from forming a corporation for the purpose of selling property 
to it and making a profit from the sale. The law merely requires that such a 
transaction be entirely open and free from deception upon the company and 
those who become members.’”® 

In subscribing for stock or buying stock in a new corporation, arrangements 
with promoters should be carefully examined. Dividends are surplus profits 
divided among holders of outstanding stock. If a corporation has 1,000 shares 
authorized, 500 shares being issued to the promoters for patents, services, 
contracts, etc., and 500 shares are sold at $100 each to bona fide subscribers, 
each $100 so paid in must earn enough to pay dividends on $200 if the cash 
subscribers are to get fair returns. 

No-par-value stock is deceptive when used to compensate promoters. In 
one case capital stock of a corporation was 200,000 shares of no-par-value stock. 
Half of this was issued to the promoter in payment for the scheme. He tried 
to sell 10,000 shares at $10 a share, seemingly a moderate price. If he had 
succeeded in selling the amount offered, the corporation would have received 
$100,000, the working capital required to finance its business. The promoter 
would have had ten times as many shares as the cash investors. If there had 
been profits, he would have received 10/11 and the investors 1/11. For the 
investors to get a 5% dividend, their money would have had to earn 55%. 
Yet stock on this basis was sold to good business men. 


FINANCING A CORPORATION.—To insure a corporation’s success three 
things are essential: 
1. A sound undertaking 
2. Sufficient capital 
3. Efficient management 


51 Morawetz, Sec. 293. 
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Without these an enterprise will fail. Even if the enterprise is otherwise sound 
and management is efficient, enough capital must be provided. If $75,000 is 
raised but $100,000 is needed, the $75,000 will ordinarily become exhausted and 
the corporation be involved in debt. Efforts made to raise additional money 
required will fail because no one likes to put money into a corporation already 
in bad shape. 

When an ordinary going business owned by an individual or a partnership 
is incorporated, it does not necessarily require additional finances. The 
business is taken over in exchange for stock of the new corporation and there- 
after is conducted under corporate form. If desirable to enlarge the business— 
oiten the motive for incorporation—a stock issue in excess of the present worth 
of the business is required. This excess of stock is sold to investors. The 
working capital is increased by the stock thus sold. Arrangements for disposing 
of stock are usually made before incorporation is effected. 

If it is a new enterprise, on small or moderate scale, arrangements will prob- 
ably be made to secure the amounts required before organization, although it is 
not uncommon first to organize the corporation, then to finance it by selling 
the stock to parties in the vicinity familiar with the proposed enterprise and 
business ability of those who are to conduct it. 

When a larger enterprise is organized or a merger or reorganization of estab- 
- lished enterprises is effected, heavy sales of stock and other securities may be 
necessary. The investing public is then reached through bankers, brokers, 
and investment houses. Such financing may require services of the largest 
banks and financial institutions. 


CORPORATE SECURITIES.—The general term ‘‘corporate securities”’ 
is comprehensive, embracing stock of all kinds, bonds of numerous varieties 
and various forms of notes and similar obligations. Giving shape to and 
marketing these corporate securities requires skill and experience. 


CORPORATE BONDS.—The purchaser of stock becomes a stockholder. 
His investment not being a debt, does not have to be paid. Neither is there 
obligation to pay him dividends, except when surplus profits exist, and in the 
judgment of the directors these are not needed in the business. With bond 
issues the case is different. Purchasers are creditors of the company. They 
have a legal claim for interest, and, when due, for the principal of their invest- 
ment. The advantage to the corporation is that interest is less than dividends 
should be. If a well-managed corporation can borrow half its necessary capital 
by means of a 6% bond issue, and can earn 8% or more on capital, the stock- 
holders benefit by the 8% earned on their own investment and secure the extra 
2% earned on bond capital. A corporate bond is a promise to pay a certain 
amount at a certain time, meanwhile to pay interest at given times on that 
amount. It is in practice secured by a mortgage or deed of trust on all or part 
of corporate property. 

Ownership of a bond carries with it no right of corporate control and no interest 
in corporate profits. The money paid is a loan to the corporation. The face 
value of a bond is usually $500 or $1,000, though recently many $100 bonds have 
been issued. Bonds are usually made payable in gold coin or its equivalent. 
Interest is usually paid semiannually. Interest coupons are usually attached 
to the bond. Some bonds are registered, giving greater security against loss 
by the owner. Bonds payable to bearer are more convenient. 

A debenture, or debenture bond is an unsecured bond or obligation of a 
corporation. 

A convertible bond is one exchangeable at some time and on certain terms for 
common stock. 
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A participating bond, in addition to interest, isentitled to some participation 
in profits. 

A short-term note runs from 1 to 5 years. If money is needed to meet a 
temporary emergency, short-term notes are issued instead of bond. Short- 
term notes are often issued because the market is not favorable for a long- 
term bond issue. 

A sinking fund to pay off a bond issue when due is created by setting aside 
each year such portion of corporate earnings as will, on maturity of bonds, pay 
them off. This is especially necessary when the corporate property consists 
of diminishing or ‘‘ wasting assets,” as in case of oil, mining, and lumber com- 
panies. 

UNDERWRITING.—If the corporation is large and managed by responsible 
men, the customary method of disposing of securities is to secure an under- 
writing agreement with a banking house, bankers, or dealers in securities, by 
which they agree to pay not less than a given price for the securities within a 
fixed period. If the underwriters are responsible, the corporation can count on 
the money at once and proceed with its plans. The full amount of issued 
securities will be sold, and the venture will not be crippled by getting only part 
of the amount required. 

Usually an underwriting agreement is made with one banking house which 
invites others to join in the underwriting, sharing risks and profits. The — 
resulting group is an underwriting syndicate. Commissions of such syndicates 
range from 114% to 10%. They may be payable partly in securities. If the 
syndicate fails to sell the securities at an advanced price, it may lose heavily 
when compelled to pay the agreed price. 

STOCK EXCHANGES.— When large issues of securities of established com- 
panies are to be marketed, it is usually advisable to list them on the stock 
exchange as soon as possible. A stock exchange is a meeting place for 
sellers and buyers of securities. 

Stock exchanges are membership, unincorporated associations issuing no 
stock. They are practically clubs. Members pay dues, and usually secure 
membership by buying ‘‘seats”’ from retiring members. Applicants are passed 
upon by the membership committee, and may be rejected. Stock exchanges 
are found in all our large cities. They make their own rules. Securities must 
qualify before being listed and dealt in on the floor of the exchange. 


Corporate Combinations 


FORMS OF COMBINATION.—American business men have a faculty 
for combining if advantage is to be gained by co-operation. Combinations 
having been most frequently employed to enhance prices, to restrain competition, 
and to create monopolies, they have been the object of denunciation and adverse 
legislation. The Interstate Commerce Act of 1887 was intended to prevent 
combination of railroads to raise or maintain rates. The Sherman Anti-Trust 
Act of 1891 was directed against combinations in restraint of trade. Most 
states have similar laws against this abuse. Still the tendency to combine 
persists and has worked itself out in various forms, among which are: 

Trusts 

Holding companies 
Pooling arrangements 
Trade associations 

. Interlocking directorates 
. Consolidation and merger 


O oR oo to 
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Control of prices has been sought by informal but sometimes very effective 
arrangements, such as gentlemen’s agreements, price-control understandings, 
“Gary dinners,” and the like. 


1, TRUSTS.—These, the first great combinations to attract public oppro- 
brium, were formed by appointment of a board of trustees in whose hands 
was placed a majority of the stock of each corporation to be controlled. The 
trustees elected boards of corporate directors to manage their respective com- 
panies in the common interest. 

Among early trusts of this kind were the Standard Oil Trust, the Sugar 
Trust, and the Bay State Gas Trust. The first two were declared illegal because 
of monopolistic and trade-restraining characteristics. Thereafter, various 
other forms of combination were used, and use of the word ““trust’’ to describe 
a trade combination still continues. Combination, trade combination, or 
industrial combination is a better general term. 

Trusts of this type should be distinguished from “ business trusts,’ ‘‘express 
trusts,’ and “Massachusetts trusts,” a legitimate form of association for 
business purposes; also from ‘‘voting trusts,”’ by which, when desired to continue 
a corporation under the same management for a term of years, enough stock to 
elect a majority of directors may be placed in the hands of voting trustees with 
instructions for voting the trusteed stock. 

After the courts decided that combinations to control an industry cannot 
be formed by putting stock of the companies to be controlled in the hands of a 
board of trustees, the plan fell into disrepute and is not now used. 


2. HOLDING COMPANIES.—A holding company is a corporation formed 
to control other corporations by ownership of a majority of their voting stock. 
Under the common law one corporation cannot hold stock in another corpora= 
tion except incidentally to save a debt. To buy stock in another corporation 
involves the purchasing corporationin a new and distinct enterprise. At 
common law this cannot be done. 

Holding corporations in the modern sense came into existence in 1888, when 
New Jersey passed a law allowing corporations under its law to purchase, hold, 
sell, mortgage, and transfer stock and securities of other corporations, and to 
exercise the right to vote on such stock. Delaware and Maine followed, and 
in New York such rights may be had by making provision in the charter. 

As courts had held that combinations cannot be formed by placing stock of 
corporations to be controlled in hands of trustees, this legislation provided a 
new plan by which a group of corporations could be unified. Enough stock 
of each corporation to be controlled is placed in the name of a holding company. 
This company votes the stock at the annual elections for such directors as can 
be relied upon to act as it directs or instructs them. It is not usually necessary 
to hold 51% of a corporation’s outstanding stock to control it. If stock is 
scattered, 40%, or less, is sufficient. A holding corporation usually has full 
power to conduct the business or industry it is intended to control. It some- 
times operates directly, buying or establishing its own factories. Usuaily those 
who organize the holding company retain only enough of its stock to insure 
control, selling the remaining shares to investors. By this plan only half the 
cost of control need be furnished by the promoters. 

In the Northern Securities Case and in the cases against the Standard Oil Co. 
and the American Tobacco Co., the Supreme Court held that control of compet- 
ing companies by a holding company in such manner as to violate the Sherman 
Anti-Trust Law was illegal. Where control exercised is not in restraint of 
trade, and does not lessen competition or tend to create a monopoly, use of 
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the holding company to form a combination is not illegal. This is the distinc- 
tion between ‘‘good trusts’’ and ‘‘bad trusts.’’ 

It is desirable in many cases to effect combinations so that the business ot 
the combined corporations may be conducted more economically. Many 
such combinations have been held not to be illegal, notably the United States 
Steel Corporation. 

The Clayton Act of 1914, relating to corporations engaged in interstate 
commerce, specifically forbids acquisition by one corporation of the whole or 
any part of the stock of another corporation ‘‘where the effect may be sub- 
stantially to lessen competition between the corporation whose stock is so 
acquired and the corporation making the acquisition, or to restrain such com- 
merce in any section or community, or tend to create a monopoly of any line 
of commerce.” 

A useful and legitimate variety of the holding corporation is the parent 
company and subcompanies. If an invention is to be exploited, the parent 
corporation may hold the title to the patents, licensing subordinate companies 
in each state to handle the invention locally. Sometimes this is done to advan- 
tage by a manufacturing corporation desiring to establish selling organizations 
in each state. In such case it is possible to vary the stock arrangements to 
meet almost any desired situation. 

Corporate stockholders have rights of individual stockholders, if it is legal 
for them to hold stock. Stock so held is personal property and is liable to 
taxation as such. The corporate stockholders share in dividends declared on 
the stock so held, and have full rights of representation and voting at stock- 
holders’ meetings. Such stock is voted, either in person or by proxy, by the 
trustee or the official in whose name it is held, or, if held in the name of the 
holding company, by such person as is formally designated by the directors 
to be its proxy. 

3. POOLING ARRANGEMENTS.—Use of pools to prevent price-cutting 
and competition probably antedates use of the trust. In forming a pool, the 
component bodies retain their own organizations intact, but create a central 
body to exercise control over: (1) supply of the commodity, (2) market demand, 
or (3) selling price, or over two or all of these factors. The railroads first used 
them to avoid disastrous rate wars. Afterwards the plan was used in many 
large industrial combinations. The anti-trust laws bar their use at this time. 

One form of pool operates by ailotting a certain amount of business to each 
unit, then giving concerns manufacturing less than this a bonus based on how 
far they are below their limit. Concerns exceeding their allowance are fined in 
proportion to their excess. By thus keeping within the demand of the market, 
prices are maintained. 

Another form of pool curtails output by limiting it, sometimes arranging to 
close down mills or factories to effect this end. 

Another form divides the market, assigning certain territory to each member 
of the pool. At one time a pool of tobacco corporations and combinations had 
parceled out the world’s markets among their members. 

Another plan is to organize a sales corporation to which each member agrees 
to sell at something below the market price, or else to make the sales corporation 
its exclusive selling agent. This form has been legalized for all foreign trade 
under the Webb Act of 1918. Since then many such pools have been formed. 

Another plan is to form a pool to control the visible supply of the commodity. 


This savors too much of speculation'to be safe. In several cases it has brought 
its originators to grief. 
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The price-fixing pool has often been used. The drug business attempted 
it. The book trade did likewise, but came to grief in the courts. 

Attempts have been made to control prices through ownership of basic patents 
by a central corporation regulating their use by the members of the pool, but 
the courts have condemned the plan. In fact, there is no plan by which a 
pool can be formed that will not come under condemnation of the law if it 
violates any of the provisions of the Sherman Anti-Trust Act. 


4. TRADE ASSOCIATIONS.—A form of association that has had wide 
popularity is the ‘‘trade association,” or, on occasion, the ‘‘open-price asso- 
ciation.”” Trade association is a broad term and cannot be closely defined. 
It is based on the theory that while most forms of combination are liable to 
government action as being violations of the anti-trust laws, an association to. 
exchange information, promote better methods of business, and generally to 
promote the welfare of the particular industry would not be forbidden by law. 
It is based further on the belief that if full information as to prices charged, 
orders taken, bids made, and probable future markets is open to all concerns 
interested in the industry, prices tend to become uniform, and that an intelligent 
self-interest leads all to sell at about the same level of prices—hence the name 
“open-price associations.” 

Trade associations are loose central organizations of the principal corporations 
engaged in an industry, having for their object gathering and dissemination 
of trade information among members. ‘They have no fixed form of organization 
and may be simple membership associations or may be incorporated under the 
membership corporation law of the state in which situated. They have rules 
governing membership, meetings, dues, reports, and the like. They maintain 
certain offices serving as association headquarters. Their principal executive 
is usually an able secretary who receives, tabulates, and distributes information 
as to prices, orders, supplies, and demand. 

There is a wide range of useful activities for such associations. In most 
industries there is some organization of the kind to which the major portion of 
the leading corporations belong. Some associations have been condemned 
on the ground that they have enhanced prices and restrained competition. 

The Supreme Court condemned practices of the American Hardwood Manu- 
facturers’ Association which involved not only interchange of trade infor- 
mation but holding of frequent meetings, withholding of price reports from 
buyers, analysis of trade conditions by an expert, and sending out of letters 
urging increases in price and restrictions on production, with resulting enhance- 
ment of price. 

In the recent case of Gypsum Industries Association before the U. 8. District 
Court, a consent decree was entered by which the parties were ordered to 
dissolve the association and were enjoined from doing anything forbidden by 
the anti-trust laws. They were then given permission to maintain a non- 
profit-making corporation for the general welfare of the members, which was 
to be limited to the following activities: 

1. To advance and promote use of gypsum products. 
2. To deal with engineering and trade problems incident to the industry. 
3. To carry on educational work pertinent to the industry. 
4. To furnish traffic information and to assist in transportation problems 
incident to the industry. 
To deal with improved methods of plant and mine operation, sanitation, 
labor, plant, and mine development, and methods of accounting. 
6. To maintain a credit bureau to furnish credit information. 


A 
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The things prohibited by the injunction included about all the usual practices 
of combinations in restraint of trade. 


5. INTERLOCKING DIRECTORATES.—It has been found possible to 
effect practical corporate combination by having common directors. A majority 
of common directors is not required for this purpose, but one or two in common 
are enough to enable two or more corporations effectively to act together to 
raise prices, restrain competition, and create a monopoly. At times a carefully 
worked out plan of interlocking directors has been carried out, resulting in a 
smoothly working combination. In other cases, the same result has happened 
almost incidentally where men engaged in similar business have become inter- 
ested in several corporations conducting like undertakings. 

To prevent this practice, the Clayton Act of 1914 prohibited directors and 
officers in banks and other financial institutions under the federal laws, with 
deposits and capital assets in excess of $5,000,000, from serving on any other 
similar bank or other financial institution, and prohibited any private banker 
or officer in a state bank or trust company from being a director in any United 
States banking association. 

The Act also provided that no person should be a director in any two or more 
corporations in whole or in part engaged in interstate commerce, if any such 
corporation should have a working capital of over $1,000,000. 

This eliminates forming corporate combinations on a scale large enough to 
be effective in regulating prices or creating monopolies. 


6. CONSOLIDATION.—A consolidation or merger of corporations is 
effected by any of the following four methods: 


1. Two or more corporations may be consolidated by statutory procedure 
in states where laws for the purpose have been enacted. 


Such consolidation can be secured only where the statutes prescribe a way. 
It is the legal method of effecting a consolidation or merger. When this method 
is followed there is one new corporation which includes in itself all of the rights 
and property of the merged corporations. Railroads and other public utility 
corporations often combine by this statutory procedure. Ordinary business 
and manufacturing corporations can usually accomplish the same end by simpler 
procedure. 

In nearly all states the laws provide for consolidation of non-competing 
railroads. Such statutes usually apply only to corporations engaged in the 
same or similar businesses. For instance, a non-competing gas company 
and an electric light company would be allowed to consolidate. In such 
cases it is usually specified that a majority, or two-thirds or three-fourths of 
the stockholders of each railroad or other public utility, must vote in favor of 
such a consolidation. In many states dissenting stockholders can require the 
corporation to buy their stock at an appraised valuation. If there is no statu- 


tory form for consolidation it can be authorized by unanimous vote of all 
stockholders. 


Usual procedure for statutory consolidation is as follows: 


(a) Agreement as to terms by directors of consolidating corporations. 

(b) Submission of such agreement to stockholders of consolidating cor- 
porations at duly assembled meetings. 

(c) Assent of stockholders by statutory majority. 

(d) Filing of certified copies of the agreement and of the vote in its favor 


in the same offices in which the original charter of each of the con- 
solidated companies was filed. 


Sec. 3] CORPORATE COMBINATIONS 213 


2. One corporation may purchase the entire assets of one or more corpor- 
ations. 


This makes it comparatively easy to combine ordinary business and manu- 
facturing corporations. When desired to consolidate one or more existing 
corporations, it is possible to use one of the organizations as the permanent 
corporation, which buys up the assets of the one or more other corporations. 
It is also not costly to organize a new corporation to supplant all of the cor- 
porations to be consolidated. 

When an ordinary corporation is to be absorbed into a consolidated corpora- 
tion in this manner, it is necessary in most states that its stockholders unani- 
mously agree to the sale. This often occasions no little trouble, as some stock- 
holders are likely to object and refuse to sell their shares at a reasonable price. 
Some diplomacy is required in such cases, as there is no legal way to compel a 
stockholder to sell out or to vote to sell the corporate assets. When such a 
sale has been consummated, the corporation that has sold out may divide the 
price received among its stockholders and then dissolve. The price in such 
cases is usually wholly or in part in stock or other securities of the purchasing 
company; if these are divided out, those who receive the dividends become 
stockholders in the new company and there is usually no reason for keeping up 
the old company. This method, varied to suit the circumstances; is a practical 
method of consolidation or merger that can be used whenever all stockholders 
agree to it. 


3. One corporation may lease the entire property of one or more cor- 
porations. ' 


In case of a lease the old corporation may continue an inactive existence 
merely, receiving its rentals and paying them out in dividends to its stock- 
holders. Sometimes the terms of the lease will be the guaranty of an assured 
dividend on the outstanding stock of the lessor corporation. 


4. Consolidation may be effected by the use of a holding company. 


When it is desired to secure unity of operations between two corporations, 
it may be attained by common ownership of a majority of the stock in each. 
This controlling stock may be held by one individual, by a partnership, by 
trustees, or by a holding corporation; the effect is the same. If this common 
control is exercised to enhance prices, to restrain competition and create a 
monopoly, or for any purpose forbidden by law, it may be destroyed by the 
proper legal proceedings. So long as it is used for legitimate purposes, it will 
not be disturbed. 


REORGANIZATION.—When a corporation has become insolvent or finan- 
cially embarrassed, but it has a name, property, franchises, trade-marks, or 
good-will worth saving, some effort is usually made to reorganize it. The 
term is a ioose one and may be applied to any form of consolidation that has 
been described, or to an increase of stock to be sold for enough to clear its 
debts and allow it to start anew. It is in many cases necessary to get the 
creditors to agree to some adjustment or postponement of their claims. If this 
cannot be done some of the larger stockholders may raise enough money to buy 
in the assets of the corporation when they go at forced sale and then organize 
a new corporation. This new corporation has realy no connection with the old. 
Sometimes such procedure is resorted to fraudulently, the corporation being 
Jeliberately allowed to become inyolved for the purpose of freezing out minority 
stockholders. 
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Corporate Forms 


Form 1. Charter 


CERTIFICATE OF INCORPORATION 
of the 
HOLLIS BAKERY 


First—The name of this corporation is 


“Hous BAKERY” 


Second—The location of its principal office in the State of Delaware is to be in the 
City of Wilmington, County of New Castle. The agent in charge thereof is James L. 
MacPherson. 

Third—The objects and purposes for which this corporation is formed are to do any 
and all of the things herein set forth, as fully and to the same extent as natural persons 
might or could do, and in any part of the world, viz.: 


(a) To manufacture, buy, sell, pack, prepare, and generally to deal in and with 
breads, biscuits, crackers, cakes, Italian paste, confectionery, cereals, coffees, teas, 
dried fruits, and foods and food products, and materials of all kinds, either raw or 
smanufactured, that may be used in foods and food products, or for the packing, 
adapting, preparing, or preserving of such foods, or food products; and generally 
to mix, adapt, refine, prepare, preserve, manufacture, and dispose of all such 
goods, wares, merchandise, and materials, either in original packages or in such 
cans, jars, boxes, cartons, or other containing packages as may be found necessary 
or desirabie. 

(b) To purchase, lease, or otherwise acquire lands, buildings, tenements, and 
factories, in Delaware or elsewhere, for the plants, offices, workshops, warehouses, 
laboratories, and manufactories of the Company, and to purchase, lease, or other- 
wise acquire tools, implements, engines, machinery, apparatus, fixtures, and con- 
veniences of all kinds, for the manufacture, manipulation, preparation, preserva- 
tion, packing, and handling of the materials and products of the Company. 

(c) To apply for, obtain, purchase, lease, or otherwise avquire, and to register, 
hold, own, and use any and all trademarks, trade secrets, processes, formulas, in- 
ventions, and improvements capable of being used in connection with the work of 
the Company, whether secured under letters patent in the United States or else- 
where or otherwise; and to use, operate, and manufacture under the same, and to 
sell, assign, grant licenses in respect of, or otherwise dispose of and turn the same 
to the account and profit of the Company. 

(d) To do any and all things set forth in this certificate as objects, purposes, 
powers, or otherwise to the same extent and as fully as natural persons might do, 
and in any part of the world, as principals, agents,;-contractors, trustees, or other- 
wise, and either alone or in company with others. 

(e) To have offices, conduct its business, and promote its objects within and with- 
out the State of Delaware, in other States, the District of Columbia, the territories 
and colonial dependencies of the United States, and in foreign countries, without 
restriction as to place or amount. 


Fourth—The amount of the total authorized capita] stock of this corporation is Five 
Hundred Thousand Dollars ($500,000), divided into Five Thousand (5,000) Shares of 
the par value of One Hundred Dollars ($100) each. 

The amount of capital stock with which this corporation will commence business is 
the sum of One Thousand Dollars ($1,000). 
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Fifth—The names and places of residence of each of the original subscribers to the 
capital stock, and the number of shares subscribed for by each, are as follows: 


NO. OF 

NAMES RESIDENCES SHARDS 
Henry A. Hous Cincinnati, Ohio 3 
Joun H. Mason - ~ 3 
FRANK MENCKEN % vs zt 


Sixth—The existence of this corporation is to be perpetual. 

Seventh—The private property of the stockholders shall not be subject to the payment 
of corporate debts to any extent whatever. 

Eighth—In furtherance, and not in limitation of the powers conferred by statute, 
the Board of Directors are expressly authorized: 


To make, alter, amend, and repeal the by-laws; to fix the amount to be reserved 
for working capital, and to authorize and causeto be executed mortgages and liens, 
without limit as to amount, upon the property and franchises of this corporation. 

With the consent in writing, and pursuant to a vote of the holders of a majority 
of the capital stock issued and outstanding, to dispose in any manner of the whole 
property of this corporation. 

To determine from time to time whether and to what extent the accounts and 
books of this corporation, or any of them, shall be open to the inspection of the 
stockholders; and no stockholder shall have any right of inspecting any account, 
or book, or document of this corporation, except as conferred by law, or the by-laws, 
or by resolution of th e stockholders. 


The stockholders and directors shall have power to hold their meetings and keep 
the books, documents, and papers of the corporation outside of the State of Delaware, 
at such places as may be from time to time designated by the by-laws or by resolution 
of the stockholders or directors, except as otherwise required by the laws of Delaware. 

It is the intention that the objects, purposes, and powers specified in the third para- 
graph hereof shall, except where otherwise specified in said paragraph, be nowise limited 
or restricted by reference to or inference from the terms of any other clause or paragraph 
in this certificate of incorporation, but that the objects, purposes, and powers, specified 
in the third paragraph and in each of the clauses or paragraphs of this charter shall be 
regarded as independent objects, purposes, and powers. 

We, the undersigned, being all the original subscribers to the capital stock herein- 
before named, for the purpose of forming a corporation under the laws of the State of 
Delaware, do make, file, and record this certificate, and do hereby certify that the facts 
herein stated are true; and we have accordingly hereunto set our respective hands and 


seals, this sixteenth day of January, A. D. 19—. 
Henry A. Houris [spar] 


JoHn H. Mason (SEAL 
Frank MencKEN  [SBAL] 


In presence of 
James BEHRENS 
Samvue. S. Miniter 


SravTe or DELAWARE - 
Counry or New Casrip{**" 


Be It Remembered, that on this sixteenth day of January, A. D. 19—, personally 
came before me, Howard Franklin, a Notary Public in and for the county and state 
aforesaid, Henry A. Hollis, John H. Mason, and Frank Mencken, parties to the fore- 
going certificate of incorporation, known to me personally to be such, and severally 
acknowledged the said certificate to be the act and deed of the signers respectively, 
and that the facts therein stated are truly set forth. 


Given under my hand and seal of office the day and year aforesaid. 
Howarp FRANKLIN, 


Notary Public 


Siena 
SEAL f 
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Form 2. By-Laws 


BY-LAWS 
of the 
COLLINWOOD MOTORS COMPANY 
Newark, N. J. 


ARTICLE I. Stock 


1. Certificates of Stock shall be issued in numerical order from the stock certificate 
book to each stockholder of record whose stock has been paid in full, be signed by the 
President and Treasurer, and be sealed by the Secretary with the corporate seal. A 
record of each certificate issued shall be kept on the stub thereof. 

2. Transfers of Stock shall be made only upon the books of the Company, and before 
a new certificate is issued the old certificate must be surrendered for cancellation. The 
stock books of the Company shall be closed for transfer twenty days before general 
elections and ten days before dividend days. 

3. ThesIreasury Stock of the Company shall consist of such issued and outstanding 
stock of the Company as may be donated to the Company or otherwise acquired, and 
shall be held subject to disposal by the Board of Directors. Such stock shall neither 
vote nor participate in dividends while held by the Company. 


ARTICLE II. STOCKHOLDERS 


1. The Annual Meeting of the stockholders of this Company shall be held in the 
principal office of the Company, in New York City, on the second Monday in January 
of each year, at 3 p.m. if not a legal holiday, but if a legal holiday, then on the next 
business day following. 

2. Special Meetings of the stockholders may be called at the principal office of the 
Company at any time by resolution of the Board of Directors, or upon written request 
of stockholders holding one-third of the outstanding stock. 

3. Notice of Meetings, written or printed, shall be prepared and mailed to the last 
known post-office address of each stockholder not less than ten days before any regular 
or special meeting of stockholders, and if for a special meeting, such notice shall state 
the object or objects thereof. No failure of or irregularity of notice of any regular meet- 
ing shall invalidate such meeting or any proceeding thereat. 

4. A Quorum at any meeting of the stockholders shall consist of a majority of the 
voting stock of the Company, represented in person or by proxy. A majority of such 
quorum shall decide any question that may come before the meeting. 

5. The Election of Directors shall be held at the annual meeting of stockholders, 
and shall, after the first election, be conducted by two inspectors of election, appointed 
by the President for that purpose. The election shall be by ballot and each stockholder 
of record shall be entitled to cast one vote for each share of stock held by him. 


6. The Order of Business at the annual meeting, and, as far as possible, at all other 
meetings of the stockholders, shall be: 


1. Calling of roll 

. Proof of due notice of meeting 
. Reading and disposal of any unapproved minutes 
Annual reports of officers and committees 

. Election of directors 

Unfinished business 

. New business 

. Adjournment 


‘ 


ONIRM Pwr 


ArTicLe III. Drrectors 


i. The Business and Property of the Company shall be managed by a Board of five 
Directors, who shall be stockholders of the Company and who shall be elected annually 
by ballot by the stockholders for the term of one vear, and shall serve until the election 
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and acceptance of their duly qualified successors. Any vacancies may be filled by the 
Board for the unexpired term. Directors shall receive no compensation for their 
services as such. 4 

2. The Regular Meetings of the Board of Directors shall be held in the principal 
office of the Company in New York City on the third Tuesday of each month, at 3 p.m. 
if not a legal holiday, but if a legal holiday, then on the next business day following. 

3. Special Meetings of the Board of Directors may be held in the principal office 
of the Company in New York City at any time on call of the President, or of any three 
members of the Board, or may be held at any time and place without notice, by unani- 
mous written consent of all the members, or with the presence and participation of all 
members at such meeting. 

4. Notices of both regular and special meetings, save when held by unanimous con- 
sent or participation, shall be mailed by the Secretary to each member of the Board 
not less than five days before any such meeting, and notices of special meetings shall 
state the purposes thereof. No failure or irregularity of notice of any regular meeting 
shall invalidate such meeting or any proceeding thereat. 

5. A Quorum at any meeting shall consist of a majority of the entire membership 
of the Board. A majority of such quorum shall decide any question that may come 
before the meeting. 

6. Officers of the Company shall be elected by ballot by the Board of Directors at 
their first meeting after the election of Directors each year. If any office becomes vacant 
during the year, the Board of Directors shall fill the same for the unexpired term. The 
Board of Directors shall fix the compensation of the officers and agents of the Company. 

7. The Order of Business at any regular or special meeting of the Board of Directors 
shall be: 


Reading and disposal of any unapproved minutes 
Reports of officers and committees 

. Unfinished business 

New business 

. Adjournment 


CUR 9 No 


ARTICLE LV. Orricers 


1. The Officers of the Company shall be a President, a Vice-President, a Secretary, 
and a Treasurer, who shall be elected for one year and shall hold office until their suc- 
cessors are elected and qualify. The position of Secretary and Treasurer may be united 
in one person. 

2. The President shall preside at all meetings, shall have general supervision of the 
affairs of the Company, shall sign or countersign all certificates of stock, contracts, and 
other instruments of the Company authorized by the Board of Directors, except as 
otherwise directed by the board; shall make such reports to the Directors and stockhold- 
ers as he may deem necessary or as may be required of him, and perform all such other 
duties as are incident to his office or are properly required of him by the Board of 
Directors. In the absence or disability of the President, the Vice-President shall 
exercise all his functions. 

3. The Secretary shall issue notices for all meetings of stockholders and directors, 
shall keep their minutes, shall have charge of the seal and the corporate books, shall 
sign, with the President, such instruments as require such signature, and shall make 
such repcrts and perform such other duties as are incident to his office, or are properly 
required of him by the Board of Directors. 

4, The Treasurer shall have the custody of all moneys and securities of the Company 
and shall keep regular books of account and balance the same each month. He shall 
sign or countersign such instruments as require his signature, shall perform all duties 
incident to his office or that are properly required of him by the Board, and shall give 
bond for the faithful performance of his duties in such sum and with such sureties as 
may be required by the Board of Directors. 


ARTICLE V. DIVIDENDS AND FINANCE 


1. Dividends shall be declared from the surplus profits of the Company at such 
times as the Board of Directors shall direct, and no dividend shall be declared that will 
impair the capital of the Company. 
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2. The Moneys of the Company shall be deposited in the name of the Company in 
such banks or trust companies as the Board of Directors shall designate, and shall be 
drawn out by checks signed by the Treasurer and countersigned by the President. 


ARTICLE VI. SBAL 


1. The Corporate Seal of the Company shall consist of two concentric circles between 
which is the name of the Company and in the center shall be inscribed ‘‘ Incorporated 
1923, New Jersey,’’ and such seal, as impressed on the margin hereof, shall be the 
corporate seal of the Company. 


ARTICLE VIT. AMENDMENTS 


1. These By-Laws may be amended, repealed or altered, in whole or in part, by a 
majority vote of the whole outstanding stock of the Company, at any regular meeting 
of the stockholders, or at any special meeting where such action has been announced 
in the call and notice of such meeting. 4 

2. The Board of Directors shall not alter or repeal any by-laws adopted by the stock- 
holders of the Company, but may adopt additional by-laws in harmony therewith. 


Form 3. Subscription Blank 


THE CORD-TREAD TIRE COMPANY 
175 Montgomery St. 
Jersey City, N. J. 


To be Incorporated under the Laws of New Jersey 
for the Manufacture of Automobile Tires 
By Frank Auston, Joun STonE, AnD Howarp CouEe 


Capital Stock.......... $500,000 
Shares x6:.0..0suee $10 each 
I hereby subscribe for.............. shares of the capital stock of the Cord-Tread 


Tire Company at the par value thereof, and agree to pay Twenty-Five Per Cent (25%) 
of such subscription on demand of the Treasurer as soon as said Company is incorpo- 
rated, and Twenty-Five Per Cent (25%) on demand of the Treasurer of the Company 
at any time after ninety days from the incorporation of said Company; the remainder 
of said subscription to be paid at such times and in such amounts, not exceeding ten 
per cent of said subscription in any one month, as may be required by the Board of Di- 
rectors of said Company. 7 


The right is reserved to reject or prorate any or all subscription 


The reservation of the right to reject or prorate subscriptions enables the 
parties in control to exclude undesirable subscribers and also to scale or reject 
applications in case of oversubscriptions. 
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Form 6. Stock Certificate—No-Par-Value Shares 


No. 35 100 Shares 
Incorporated under the Laws of 


the State of Delaware 
KINSEY-MORGAN MOTORS COMPANY 


Cc g Common Stock, 10,000 shares without nominal or par value 
APITAL STOCE) Preferred Stock, 1,000 shares of $100 each ~ 
Full-paid and Non-assessable 


Tuis is ro Crrtiry that Henry P. Williams is the owner of One Hundred Shares of 
the no-par-value Common Stock of the Kinsey-Morgan Motors Company, transferable 
on the books of the Company by the owner thereof in person or by duly authorized 
attorney, upon surrender of this certificate properly indorsed. 


ee Witness the Seal of the Company and the signatures of its duly 
SEAL authorized officers this tenth day of January, 19—. 
Howarp McAtprin, 
President 


Frank W. KINSEY, 
Treasurer 


ET a a a ee 
The following assignment is complete, the parts which have been filled in 
being indicated by parentheses: 


Form 7. Assignment of Stock 


For Value Received, (I) hereby sell and transfer unto (John J. McMillan of New York 
City, Twenty-five) Shares of the Capital Stock represented by the within Certificate, 
and do hereby irrevocably constitute and appoint (Harry 8. Gunnison) my attorney 
to transfer the said stock on the books of the within named Company with full power 
of substitution in the premises. 

Dated (March 2, 19—) (Howarp §S, ALLEN) 
In presence of 

(Anna H. MarsHaxy) 


Usually the secretary of the company is designated as the attorney who is to 
make the transfer on the books of the company, though any other suitable 
person might be named instead. 


Form 8. Call for First Meeting of Stockholders 


THE BARSTOW MOTOR CORPORATION 


CaLL AND WatverR or Notice 
FOR 


FIRST MEETING OF STOCKHOLDERS 


We, the undersigned, being all of the incorporators of the above-named corporation 
and all of the subscribers to its capital stock entitled to notice of said meeting, do 
hereby call the first meeting of the stockholders of said corporation to be held in the 
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office of George H. Madison, 845 Broad St., Newark, New Jersey, at 3 p.M., on the 5th 
day of January, 19—, for the purpose of receiving charter, adopting ten. electing 
directors, considering and acting upon a proposal for the issue of the capital stock of 
the corporation in exchange for property, and the transaction of all such other business 
as may be necessary or convenient in connection with the organization of said corporation, 
and we do hereby waive all requirements as to notice or publication of the time, place 
and purposes of this first meeting and do consent to the transaction thereat of any and 
all business pertaining to the affairs of the Company. 
Dated Newark, N. J., December 28, 19—. 
(Signatures of all Incorporators) 


This call and waiver must be signed by every person entitled to be present 
at the meeting, although the presence of any person not signing the waiver 
would be held in itself to be a waiver of notice and an acceptance of the call. 


Form 9. Minutes of Stockholders’ First Meeting 


THE BARSTOW MOTOR CORPORATION 


of New Jersey 


MINUTES OF FIRST MEETING OF STOCKHOLDERS 
Held January 5, 19— 


Pursuant to written call and waiver of notice signed by all of the incorporators, the 
first meeting of stockholders of the Barstow Motor Corporation was held in the office 
of George H. Madison, 845 Broad Street, Newark, New Jersey, at 3 o'clock in the after- 
Noon, on the 5th day of January, 19—. 

The meeting was called to order by Howard Milliken, and on motion, George H. 
Barstow was appointed Chairman of the meeting and Sargent Davis was appointed 
its Secretary. 

The Secretary presented and read the call and waiver of notice pursuant to which 
the meeting was held. On motion it was ordered to be entered in the Minute Book 
following the minutes of the meeting. 

The proxy of Frank Harris appointing James C. McCormick his representative was 
presented, and was ordered to be filed. 

There were present in person: 


NAMES NO. OF SHARES 
George H. Barstow 1 
Howard Milliken............... 1 
OAT SONG VER sachin laa wiers ote oe 1 
Wilson P. Noble 1 


There were present by proxy: 


. 
NAME NAME OF PROXY NO. OF SHARES 
Frank Harris James C. McCormick 1 


The Chairman presented a certified copy of the Certificate of Incorporation and stated 
that the original had been recorded in the office of the Clerk of Essex County on the 
3rd day of January, 19—, and was filed in the office of the Secret ary of State at Trenton, 
on the 4th day of January, 19—, and that the organization tax, and statutory filing 
and recording fees have been duly paid. On motion it wa: ordered that the said Cer- 
tifieate of Incorporation be entered on the first pages of the Book of Minutes. 

The Secretary presented a form of By-Laws prepared by counsel for the Company, 
which was read article by article, and as a whole unanimously adopted and ordered to 
be entered in the Book of Minutes immediately following Certificate of Incorporation, 
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_The Chairman announced that the next business in order was the election of seven 
directors as provided in the By-Laws, and thereupon appointed Messrs. Harold Conrow 
and John Miner inspectors. Said inspectors then proceeded to open the polls and re- 
ceive ballots. All the stockholders present in person or by proxy having voted, the 
inspectors reported that ballots were cast as follows: 


FOR DIRECTORS VOTES 
GeorgesEL (Barstow: ase a a ee 5 
Howard Willikensasie 79.) 204 fet 40d 5 
Saleen avisemcurs chee 5 
WalsonsPay Nobles, sieve sce yy as neste pee 5 
LN yal coi eal Say eee Mai eee sates 2.5 x a 5 
HarveysCrawford...c...4As Ne «tiny Mee 5 
LUIMISCs SNOWMAN os onyuicc aol epee ee. e.. 5 


and that the gentlemen named were therefore duly elected directors of the Company. 
It was ordered that the report of the inspectors be entered in the Minute Book follow- 
ing the minutes of the meeting. 

On motion duly made and seconded, the following resolution was unanimously 
adopted: 


ReEsotvep, That the principal office of this Company in the State of New Jersey 
shall be at No. 845 Broad Street, Newark, and the agent in charge upon whom 
process may be served, shall be George H. Madison. 2 


The Secretary presented a waiver of notice of assessment and of the time and place 
of payment thereof signed by all the incorporators. The waiver was ordered to be 
entered in the Minute Book following the minutes of the meeting. 

The Secretary presented a proposal from George P. Willis of Montclair, New Jersey, 
offering to assign to the Company in exchange for its entire common stock, the United 
States letters patent granted him for motors of the internal combustion type, together 
with his agreement to assign to the Company any future inventions or improvements 
made by him in motors of the internal combustion type. 

Said proposal was ordered received and the following resolution in regard thereto 
was moved, seconded and unanimously adopted: 


WHEREAS, George P. Willis, for and in consideration of the issue to his order of 
the entire common stock cf this Company of the par value of Two Hundred Thou- 
sand Dollars ($200,000), has offered to sell and assign to this Company the United 
States right for his improvements in motors of the internal combustion type, to- 
gether with his agreement to assign to the company all future improvements and 
inventions in motors of the internal combustion type, all as set forth in his written 
proposal submitted to this meeting; and 

Wuerpas, It appears to the stockholders of this Company that such property 
is necessary for the business and lawful purposes of the Company, and that the 
same is of the reasonable value of Two Hundred Thousand Dollars ($200,000) ; 

Now, THEREFORE, Br Ir Resotvep, That the Board of Directors of this Com- 
pany be and hereby are authorized and empowered and directed to accept the said 
proposition and to issue the said common stock of this Company in exchange for 
the said letters patent and agreement of the said George P. Willis. 

There being no further business, the meeting was declared adjourned. 
Gerorce H. Barstow, SARGENT Davis, 
Chairman Secretary 


In pursuance of the motions of the preceding minutes, the following forms are entered 
in the minutes: 

1. Certificate of Incorporation 

2. By-Laws 

3. Call and Waiver of Notice 

4. Report of Inspectors of Election 

5. Waiver of Notice of Assessment 

Sarceyt Davis, 
Secretary 


ee 


‘ 
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Important instruments received during the course of a meeting are frequently 
ordered embodied in the minutes or entered in the minute book immediately 
following the minutes. There is no legal objection to either arrangement. 
The minutes are, however, clearer and more closely connected when the instru- 
ments are appended instead of being brought into the body of the minutes. 


Form 10. Call for First Directors’ Meeting 


CALL FOR FIRST MEETING OF DIRECTORS 
of the 
BARSTOW MOTOR CORPORATION 


We, the undersigned, Directors of the Barstow Motor Corporation, hereby call the 
first meeting of the Directors of said Company to be held in the office of George H. 
Madison, at 4 p.m. on the 5th day of January, 19—, for the purpose of electing officers 
acting upon a proposal to assign property to the Company in exchange for stock, and 
doing all such other things as may be necessary or desirable in connection with the 
organization of the Company and the promotion of its business. 

: (Signatures of all directors) 

New York City, 

December 30, 19—. 


At this first meeting of directors, officers are to be elected and various details 
connected with the commencement of the corporate business are to be attended 
to, including the taking over or purchase of property to be acquired by the 
new corporation. The following minutes are of a New Jersey corporation and 
comply with the requirements of that state. They may easily be adapted to 
meet requirements of other states. 


Form 11. Minutes of Directors’ First Meeting 


THE BARSTOW MOTOR CORPORATION 
of New Jersey 


MINUTES OF FIRST MEETING OF DIRECTORS 
Held January 5, 19— 


Pursuant to written call and waiver of notice, the Board of Directors of The Barstow 
Motor Corporation held its first meeting in the office of George H. Madison, 845 Broad 
Street, Newark, New Jersey, at 4 p.m., on the 5th day, of- January, 19—. 

Howard Milliken called the meeting to order and on motion, George H. Barstow was 
appointed Chairman, and Sargent Davis was appointed Secretary of the meeting. 

There were present: 


George H. Barstow 
Howard Milliken 
Sargent Davis 
Wilson P. Noble 
Harvey Crawford 
Ellis C. Sherman 


constituting a quorum of the Board, Absent: Frank Harris, 
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The Secretary presented the call and waiver of notice signed by all the Directors, 
pursuant to which the meeting was held. It was ordered spread upon the Minute Book 
immediately following the minutes of the meeting. 

The Chairman announced the first business in order to be the election of officers to 
serve for the remainder of the corporate year and until the election of their successors, 
and appointed Messrs. Howard Milliken and Ellis C. Sherman tellers to conduct the 
election. The votes of those present were duly cast by ballot, resulting in the unani- 
mous election of the following officers: 


Tesi entescbiiam et cieayaasceny Ne George H. Barstow 
Wice-Presid entre seca tua ona Lance rarris) 
Sectretary.:J. 7d. eee See Oe Sargent Davis 
Preasurersiked we WIN ee Bt Harvey Crawford 


It was ordered that the Secretary be sworn and subscribe a written oath of office, 
and that said oath be spread upon the Minute Book immediately following the minutes 
of the present meeting. The Secretary thereupon took said oath and entered upon the 
discharge of his duties. 

It was ordered that the Treasurer give bond as provided in the by-laws, in the sum 
of Five Thousand Dollars ($5,000), the form and sureties of same to be approved by 
the Board of Directors. The Treasurer thereupon submitted a bond signed by himself 
as principal and by the Fidelity Surety Company of Maryland as surety. The bond 
as presented was approved and ordered to be filed in the custody of the Secretary of 
the Company. 

Upon motion duly made and seconded the following resolutions were unanimously 
adopted: 


Resotvep, That the officers of the Company be authorized to lease an office 
for the use of the Company at 80 Broadway, New York City, the rental thereof 
not to exceed One Hundred and Fifty Dollars ($150) per month, and that the 
meetings of the Board of Directors be from time to time held there or at the desig- 
nated office of the Company in the State of New Jersey as the Board of Directors 
may direct. 

RESOLVED, That the Treasurer be and hereby is authorized and instructed to 
open an account for the Company with the Irving National Bank of New York 
City, and to deposit therein all funds of the Company coming into his possession, 
such account to be in the name of the Company and funds deposited therein to be 
withdrawn only by check signed by the Treasurer and countersigned by the Presi- 
dent. 

Resouven, That certificates for common and preferred stock as submitted to the 
Board and identified by the signature of the President, be and hereby are adopted 
as the stock certificates of the Company, and that the same be spread on the pages 
of the Minute Book immediately following the minutes of the present meeting. 

ReEsotveD, That the Secretary be instructed to procure Five Hundred (500) 
certificates of common stock and Five Hundred (500) certificates of preferred stock 
in form as adopted, also a corporate seal as provided in the by-laws, and in addition 
thereto such records, stock and transfer books, books of account, and stationery 
and office supplies as may seem necessary for the proper conduct of the Company’s 
operations and business 

REsoLvED, That the Treasurer be hereby authorized and instructed to pay from 
the Company funds all expenses properly incurred in connection with the incorpora- 
tion of the Company, the total of such payments not to exceed Hight Hundred 
Dollars ($800). 

ReEso.tvep, That an assessment of One Hundred Per Cent (100%) be levied upon 
the shares of stock subscribed for by the incorporators as shown by the certificate 
of incorporation. 

RESOLVED, That the Secretary prepare the certificate of election of directors and 
officers required by the New Jersey statutes, and that the proper officers of the 
Company execute and file the same in the office of the Secretary of State of New 
Jersey within thirty days from date, and that a copy thereof be spread upon the 
Minute Book immediately following the minutes of the present meeting. 
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The President then brought to the attention of the meeting (1) the written proposal 
of Mr. George P. Willis of Montclair, New Jersey, to transfer and assign his patents 
for improvements in motors of tbe internal combustion type to the Company, together 
with an agreement to assign all future inventions and improvements in motors of the 
internal combustion type made by him, in exchange, and full payment for the entire 
common stock of the Company; and (2) the resolution of the stockholders approving 
said proposal and instructing the Board of Directors to accept the same. 

Mr. Willis’ proposal was ordered received and spread upon the Minute Book immedi- 
ately following the minutes of the meeting, and on motion duly made and seconded 
the following resolution relating thereto was unanimously adopted. 


Wuerpas, The Patents and agreement offered by Gecrge P. Willis in exchange 
for the entire common stock cf this Company is adjudged by this Board to be of 
the reasonable value of Two Hundred Thousand Dollars ($200,000) and to be 
necessary for the use and lawful purposes of this Company: 

Now, Tuererorn, Be Ir RESOLVED, That the said proposed assignment of 
Letters Patent and the agreement for the assignment of future rights and patents 
in exchange for the entire common stock of this Company, as set forth in the said 
proposition of George P. Willis and spread upon the Minute Book of this Company 
is hereby accepted and the proper officers of the Company are hereby authorized 
and instructed to receive the duly executed assignments and agreements of said 
George P. Willis in form approved by counsel for the Company, and to issue in 
exchange ‘therefor the entire common stock of the Company consisting of Two 
Thousand (2,000) Shares of the par value of One Hundred Dollars ($100) per 
share, to such person or persons as may be designated by the written orders of the 
said George P. Willis, and to do all other things necessary and convenient to con- 
summate the said exchange and issue of stock for property 


There being no further business, the meeting was adjourned. 


SarGent Davis, 


Secretary 
Grorer H. Barstow, 


President 


In pursuance of the motions of the preceding minutes, the following forms 
are hereunto appended: 


1. Call and Waiver of Notice 
2. Secretary’s Oath of Office. 
2. Report to Secretary of State. 
4 Forms of Stock Certificates—Common and Preferred 
5. Written Proposal of George P. Willis to Exchange Patents for the Common Stock 
of the Company. 
SarRGEenT Davis, 
Secretary 


Sa a te ee eet tere dente slaw Anne ions 


Form 12. Notice of Annual Meeting 


HARMON PUBLISHING COMPANY 
765 Main Street, Dover, Delaware 


May 1, 19— 
Mr. Francis H. Jamieson, 


336 Ocean Ave., Atlantic City, N. J. 
Dear Sir: 

You are hereby notified that the annual meeting of the stockholders of the Harmon 
Publishing Company will be held at the office of the Company in Dover, Delaware, 
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on Tuesday, May 15, 1923, at 10 a.m., for the elections of five Directors for the ensuing 
year and for the transaction of such other business as may come before the meeting. 
The stock transfer books of the Company will be closed at 3 p.m., May 5, 19—, and 
remain closed until 10 a.m., May 16, 19—. 
Respectfully, 
James H. Howarp, 
Secretary 


Notice of the annual meeting must be sent out in accordance with the require- 
ments of the by-laws. 


Form 13. Outline Minutes for Annual Meeting 


HARMON PUBLISHING COMPANY 


MINUTES OF ANNUAL MEETING 
Held May 15, 19— 


Meeting called to order at.......... RB NY as Sites oct jatacane ean NS aisle aes ae eae ae 


who presided over saat D Officiating ‘Secretary .. .0.05 000s cs +s 0.0 del Mae TUReeW MRD cde ae 
i Shares. By 


quorum, 751 Shares. 

Copy of notice of meeting submitted with Secretary’s certificate of due service at- 
tached. Ordered spread upon minutes. 

Minutes tof previous! meeting) readyand)) .yicielem cic dale ale» stotebel. fe cfalcisteblc tira: atatee oe 


Annual Reports: 
President’s 
Treasurer’s 
Special 


Election of Directors. Nominated: 


Results: 
New business: 


At the expiration of the specified term the following proxy becomes null and 
void without formal revocation or other action on the part of the maker. 


Form 14. Proxy—Time Limited 


PROXY 


I, the undersigned, do hereby constitute and appoint Henry M. Williams my true 
and lawful attorney to represent me at all meetings of the stockholders of the Carney 
Falls Power Company held en or prior to the 15th day of June, 19—, and do hereby 
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authorize and empower him for me and in my name and stead to vote at such meetings 
upon the stock now standing in my name on the books of said Company, and I hereby 
grant my said attorney all the power at said meetings that I should myself possess if 
personally present thereat. 
Witness my signature and seal this lst day of February, 19—. : 
SamuxExt B. FrEMonT [L. 8.] 
In the presence of 
J. J. Masrerson 


ee OS kk ssc 


Form 15. Revocation of Proxy 


REVOCATION OF PROXY 


Know Att Men sy Tuese PRESENTS: 

That I, the undersigned, do hereby revoke and annul any and all proxies or powers 
of attorney heretofore given by me, authorizing or empowering any person or persons 
to represent me, or vote in my name and stead cr act for me in any way whatsoever at 
any meeting or meetings of the stockholders of the Carney Falls Power Company. 

Witness my signature and seal this 10th day of May, 19—. 
; Danieu H. Ronaups [L. 8.] 
In the presence of 
Joun H. Dunn 


on 


The foregoing revocation of outstanding proxies is sweeping in its terms. 
If some particular proxy is to be excepted from the general revocation, such 
proxy may be specifically reserved, or otherwise the revocation may itself be 
limited by its terms to the one or more proxies to be revoked, in which case any 
other outstanding proxies are not affected. 

The following is a simple form of resolution authorizing the treasurer to open 
a bank account. It should be certified before submission to the bank. 


Form 16. Directors’ Resolution to Open Bank Account 


Resotvep, That the Treasurer be and hereby is authorized and instructed to open 
an account for the Company with the Irving National Bank of New York City, and 
to deposit therein all funds of the Company coming into his possession, such account 
to be in the name of the Company and funds deposited therein to be withdrawn only 
by check signed by the Treasurer and countersigned by the President. 


Form 17. Directors’ Resolution Authorizing Contract 


= 


ReEsoitvep, That the President and Secretary be and hereby are authorized and 
instructed to enter into a Contract with the Wilbur Collins Construction Company on 
behalf of this corporation, for the erection of a power house, the construction of said 
power house to be in accordance with the plans and specifications on file in the office 
of this corporation, and the cost thereof not to exceed Twenty-Five Thousand Dollars 
($25,000), payment thereof to be made as set forth in the written proposition heretofore 
submitted to this corporation by the said Wilbur Collins Construction Company. 


SS eee 
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Form 18. Dividend Notice—Common Stock 
S60O—O0OwaOoooooqoa0Saaa 
; OFFICE OF 

AMERICAN DREDGING COMPANY 


No. 145 Broapway, New York Ciry, 
April 4, 19— 


QuARTERLY Common Stock Divipenp No. 23 


The Directors of the American Dredging Company have this day declared a dividend 
of Two Per Cent on the Common Capital Stock of the Company, payable May 15, 
19—, to stockholders of record April 28, 19—. The books of the Company for the 
transfer of Common Stock will be closed at 3 p.M., April 28, 19—, and will be reopened 
May 2, 19—. 

M. W. Ericxson, 
Treasurer 


—————————eeeeeSeSSSeSSSS 


Form 19. Dividend Notice—Common and Preferred Stock 


AMERICAN RADIATOR COMPANY 
PREFERRED DrvyIDEND 


Common Divipenp 


A dividend of one and three-quarters per cent., being the 92nd consecutive quarterly 
dividend, hag been declared on the Preferred Stock, payable February 15, 19—, to 
stockholders of record close of business February 1, 19—. 

A dividend of One Dollar per share, being the 70th consecutive quarterly dividend, 
has been declared on the Common Stock, payable March 31, 19—, to stockholders of 
record close of business March 15, 19—. 

The Transfer Books will not close. 

Wermore Hopass, 
Secretary 


a ee 


When the corporate signature is affixed to important instruments, usually— 
though not necessarily—two or more official signatures are employed. The 
seal is also usually affixed even when not legally necessary. It is to be remem- 
bered that seals were used before signatures and for many years corporations 
used seals, unaccompanied by written signatures, in attestation of their accep- 
tance of the instruments to which their seals were affixed. 


Form 20. Corporate Signature—Formal 
> 


WesTERN CHEMICAL Company, 
By Josern H. McCreary, 


CORPORATE President 
SEAL FREDERICK WELLMAN, 
Secretary 


rere ay st 
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The corporate signature may be legally affixed by any corporate official or 
agent authorized thereto by the directors or by-laws. In all current business 
however, where but one signing officer is desired, the president is usually 
designated, unless the transaction pertains specially to the department of some 
other official. 

Signatures affixed to formal instruments are customarily preceded by an 
explanatory statement termed a ‘‘testimonium clause.’’ Common forms of 
testimonium clauses follow. 


Form 21. Testimonium Clauses—Corporate Signature—Seal Attested 


(1) In Witness Wuereor, the said Powell Steel Company has caused its 
corporate name to be hereunto subscribed by its President and 
its duly attested corporate seal to be hereunto affixed by its Secre- 
tary, all in the City of Hartford, State of Connecticut, on the 
12th day of January, 19—. 


co peo PowrLu STEEL Company, 
SEAL By ALEXANDER H. McDoweE.Lt, 
President 
Attest seal: 
FRANKLIN B. Lorp, 
Secretary 
(2) In Witness WueEreor, the said corporation has hereunto affixed its 
corporate signature and seal, acting through its President and 
Secretary, duly authorized thereunto, all being done in the City, 
County, and State of New York, this Ist day of February, 19—. 
Horuick Carpet CORPORATION, 
By Howarp Horticx, 
ees} President 
SEAL WILLIAM JOHNSON, 
Secretary 


——_—_—_ Ova — — — — — 


Form 22. Testimonium Clause—Two Corporate Signatures 


In Witness Wupreor, the said parties of the first and second parts 
have caused their respective corporate signatures and seals to be 
hereunto affixed by their duly authorized officers, in the City, 
County, and State of New York, on the day and year first above 


written. 
pecrececwr ARLINGTON BrAss Works, 
{ SEAL By Henry Brigrry, 
Cnt President 
Attest seal: 
Joun H. Savacs, 
Secretary 
eee Newark Castincs Company, 
SEAL By Horace D. Powers, 
President 


Attest seal: 
Henry M. Sunrser, 
Secretary 
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Form 23. Corporate Note—By President 


$500.00 New Yorks, April 5, 19— 


Ninety days after date the Hillman Dredging Company promises to pay to the 
order of Howard P. Hunt the sum of Five Hundred Dollars. 
Value Received. 
Hituman Drepeine Company, 
By NarHaniEL Porrer, 
President 
Payable at 
Irvine Nationa Bank, 
New York 


— a eee 


Form 24. Corporate Note—By Treasurer 


$2,500.00 Boston, Mass., December 1, 19— 


Four months after date the Hanover Securities Company promises to pay to the 
order of James C. Bennett the sum of Twenty-five Hundred Dollars, with interest 
from date until paid, at the rate of Six Per Cent per annum, at the Sedgwick National 
Bank of Boston. 

Value Received. 

Hanover SxEcuriries Company, 
By Wiiu1am Curtiss, 
No. 725 Treasurer 
Due April 1, 19— 


a 


The preceding notes are in the simplest form. The corporate signature is 
affixed by one officer or by two as may be customary or required by by-law 
provision or directed by the board. 

When a corporate acknowledgment is taken, the notary should not be an 
officer or stockholder of the corporation. The form of acknowledgment is 
usually regulated by statute and therefore varies in almost every state. The 
following form of corporate acknowledgment is that prescribed by the statutes 
of New York. 


Form 25. WNotarial Acknowledgment—New York 


Stare or New Yorx« s 
Ss 
County or New Yorx 


On this 16th day cf March in the year 19—, before me personally came John J. 
Kerry, to me known, who, being by me duly sworn, did depose and say that he resided 
in the City of New York; that he is the President of the Kerry Machine Works, the 
corporation described in and which executed the above instrument; that he knew the 
seal of said corporation; that the seal affixed to said instrument was such corporate 
seal; that it was so affixed by order of the Board of Directors of said corporation, and 
that, he signed his name thereto by like order. 

Joun J. Kerry 
Sworn to before me the 
day and year aforesaid. 
(Notarial signature and seal.) 
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CORPORATIONS 


CORPORATE RECORDS.—Certain records are peculiar to corporate or- 
ganization. Some of these form part of the accounting records; others do not. 
In some states certain of these are specified by statute. The usual ones are: 


Minute Book Register of Transfers 
Subscription Records Stock Ledger 
Instalment Receipts Dividend Book 
Instalment Book Bond Register 


Stocks Certificate Book 


Certain of these may be specified in the by-laws. It may be advisable to 
consult both the statutes and the by-laws to determine the requirements. 
In addition to prescribing certain books, the statutes may specify where and 
how they must be kept and what they must contain. Not all necessary records 
need be prescribed either by statutes or by-laws. The size of the corporation 
and the nature of its business must be taken into consideration in determining 
what books are necessary. It is essential that all transactions be accurately 
and systematically recorded. Small corporations sometimes employ a combi- 
nation zecord, which is divided into parts, each taking the place of one of the 
separate records mentioned above. 


Capital Stock 


CAPITAL STOCK ENTRIES.—Opening entries on corporate books must be 
clear and complete. It is especially important that the journal entries be 
accompanied by all data which may be necessary at any time to throw light on 
the situation. The following classification of entries covers various conditions 
of stock issues: 


. Entries for original issues of stock sold under different conditions. 

. Entries relating to stock donated to the treasury. 

. Entries where an original issue of stock or treasury stock is given in 
direct payment of corporate obligations. 

. Entries relating to purchase and sale by corporation of its own stock 
(not an original issue). and of other stocks. 


wh = 


nis 


PAR-VALUE STOCK.—Preceding the formal entry of stock authorized or 
subscribed there should be brought in a short statement of facts relative to 
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organization. In case of a reorganization or the incorporation of a partnership 
this preliminary statement may be expanded into a concise history of preceding 
events of importance. The following is illustrative: 


The Acme Hardware Co., organized under the laws of the State of 
New York, begins business this day with an authorized capital stock 
of $300,000, consisting of 3,000 shares of a par value of $100 each, all of 
which were subscribed at par, as follows: 


SpOMGordon...e; sete ee eee ee ree 1,000 shares 
ego pV lulleiven wt ceva): vlembe Tats Oy. 800 ‘* 
VERS Smartt: Ge Myce. A fe he eae 600 “ 
afd DONOVAN yy Mole Mitte tte, oh ees 600 “ 


These subscriptions have all been paid in cash, except that of S. O. 
Gordon, who turned over merchandise valued at $20,000 and real 
estate valued at $50,000 and paid the balance, $30,000, in cash. 


If a formal journal entry is desired to show the total authorized stock regard- 
less of whether it is all subscribed and issued, the following is suitable: 


iWnissued' Capital Stock, 2820235 RI Vene soe $300 , 000 
Capital Stock Authorized.................. $300, 000 


For authorization by charter of an issue of 
$300,000 of capital stock, consisting of 300 shares 
of a par value of $100 each. 


The above entry has a better justification for its use when the total amount 
authorized is not at once issued. Assume that of the $300,000 authorized 
$200,000 is issued for cash, while the remaining $100,000 is held for future 
requirements. The first entry would be as above. The next entry would 
show the issue of $200,000 of stock for cash, thus: 


(COINS esate AB. AES RN TR RRL OR bore $200, 000 
Wmissued  Capitalsstock 1. a) ae eee $200,000 
For cash received by the company in full payment 
of following subscriptions: 


ES eA TUTUT Mra cians say.caaxsyretiss’ epsyei Keone 1000 shares 
oO eV ere ne cas wrorinus. tot savh tes A00 nua 
Ase ee VLOG COR crabs cass itd oe ccorer eee NO 
Ne) earn Ga Wes, Mai. tes en ete 100; 


In case of the Acme Hardware Company illustration the formal entry would 
be followed by an entry showing receipt of cash, merchandise, and real estate, 
thus: 


CAS Lie eer cM Tey kent RR. Re ee A $230, 000 

Werchandisem tenn set ihn nels tind Slhe: <u hae Siva ae 20,000 

Real Metabo tee eye enn. iota Py en ai cy ee 50,000 
WhrssucdiCanital Stockre waa $300,000 


For cash, merchandise, and real estate received in 
full payment of capital stock issued. 


When these entries are posted, proper ledger accounts must be set up. These 
are, in outline, as follows: | 
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Capital Stock Authorized 


Debit: For any reduction in the | Credit: For amount of capital stock 
amount of authorized stock. authorized by the charter. 


Capital Stock Unissued 


Debit: For amount of capital stock | Credit: For amount of capital stock 
authorized by the charter. issued. 


When preferred and common stocks are issued, distinctive titles should 
be employed for each. Instead of the accounts, Capital Stock Authorized, 
and Capital Stock Unissued, there would be Preferred Capital Stock Autho- 
rized, Common Capital Stock Authorized, Preferred Capital Stock Unissued, 
and Common Capital Stock Unissued. The same principles apply as when 
but one class of stock is issued. 

When no Capital Stock Authorized account is kept, the actual amount of 
stock issued is credited to a Capital Stock account at its par value. In this 
case the balance of Capital Stock account indicates par value of stock issued 
and outstanding. The original amount authorized does not appear, unless 
merely in the form of explanatory matter preceding or following the opening 
entry. Tendency is to use a Stock Authorized account, thus showing amount 
of authorized stock. Outstanding stock at any time is found by deducting 
stock unissued from stock authorized. 


FUNCTION OF CAPITAL STOCK ACCOUNTS.—The capital stock 
accounts show par value of stock outstanding. They represent net worth 
in somewhat the same sense as do proprietor’s and partners’ accounts; but 
in case of stock having par value, profits and losses are not added to or 
deducted from capital stock accounts, as is sometimes done in case of no-par- 
value stock. 


SUBSIDIARY STOCK RECORDS.— Certain books and records are necessary 
for adequate handling of capital stock, summarized in the controlling Capital 
Stock account, which is the equivalent of the difference between the balances 
of the Capital Stock Authorized account and the Capital Stock Unissued 
account, when the latter are kept. 

The stock ledger or book is controlled by the Capital Stock account. It 
shows stock acquired, transferred, and number of shares held at any given time 
by each stockholder. Subscriptions to stock and payments thereon are shown 
preferably in a subscription ledger. The great majority of entries in the stock 
ledger consist of transfers of stock from one stockholder to another—a matter 
of no significance from the accounting point of view. The stock ledger affords 
legal evidence of stock ownership, showing stockholder’s name and address, 
number of shares held by him, whether issued originally or subsequently 
transferred, and current balance to his credit. I+ shows numbers of certificates 
issued to each stockholder, number transferred, and date of the transaction. 
Postings to the stock ledger are made from the stock certificate book; but 
transfers may be posted from the transfer book or transfer register. Where 
both preferred and common stock exist a separate stock ledger should be kept 
for each class of stock. The stock ledger may be made Self-balancing by 
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opening a Capital Stock account on the front page, debiting it with aggregate 
amount of stock outstanding. 


STOCK LEDGER FORM.—Main object of stoek ledger is to show number 
of shares standing in a stockholder’s name at any time. In one form of stock 
ledger, stockholder’s account is debited for stock purchased and credited for 
stock sold. In the other form, stockholder’s account is credited for stock 
purchased and debited for stock sold, as shown in Form la. Since the general 
Ledger Capital Stock account is credited for stock issues, better practice is 
to credit stockholders’ accounts for their purchases of stock. Form 1b shows 
stock ledger form prescribed by New York Tax Commission. 


Hill River Copper Company 


Serial die 
No. of No. o 
No. of By Whom To Whom No. of 
Date vaeees Shares Surrendered Issued Ro Shares 


cate cate 


Form 1b. Capital Stock Ledger (New York Form Prescribed by 
Tax Commission) 


Both stock ledger and certificate book should be treated as parts of general 
system of accounts, to avoid difficulties in reconciling Capital Stock account 
and stock ledger. This is especially true where number of stockholders is 
large. Problem of reconciliation disappears when all authorized stock has 
been issued; but tests should be made each month to determine that no errors 
have been made in transferring stock from one account to another. This can be 
done by making a schedule of outstanding stock and seeing that its total agrees 
with the Capital Stock account. : 

In making transfers of stock care must be taken in case a stockholder desires 
to transfer part of his shares. His original certificate should be canceled and 
two new ones issued, one in favor of transferee for number of shares transferred 
and one in favor of transferor for number remaining in his ownership. Lack 
of attention to these details is the cause of much ‘trouble. When a stockholder 
surrenders one certificate for two or more of smaller denomination it is a split. 
The surrender of two or more smaller certificates for one larger is also a split. 

When transfers are made frequently, a transfer register or journal should be 
used as a posting medium to the stock ledger. Each transfer involves a charge 
to transferor and a credit to transferee. Where transfers are infrequent, 
postings may be made from the transfer book or even the steck certificate book. 

ACCOUNTING FOR STOCK SUBSCRIPTIONS.—Stock certificates 
should not be issued to subscribers until they are paid in full. Until the sub- 


scribers pay in full their accounts are in the nature of accounts receivable. 
Procedure is illustrated as follows: 
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The Atwater-Lawson Company, incorporated 
under the laws of Massachusetts, with an author- 
ized capital stock of $200,000, receives sub- 
scriptions to $150,000 of stock at time of organi- 
zation. The entries to show stock authorized 
and subscriptions to $150,000 thereof are: 


Winissuedi@apitalsStockee dese as eke eel $200,000 
Authorized Capital Stock.................. $200,000 
Subscriptionsmepess ews <n ase erie erp tiche. | $150,000 
Capital Stoek Subscribed: ..:...1.:.......! $150,000 


For subscriptions, at pat, to 1,500 shares, by the 
following incorporators: 


iA eakvansdell aa. eee as eee 700 shares 
Tie At kins en soci ee eee A009 
Sl Sordanws Bien Fe Oe oe ee oe 200 eee 
JU NLOLTOMUR bio Heh. a, wae ee AA) 


Ramsdell and Atkins pay their subscriptions immediately in full cash, Jordan 
pays his by transferring merchandise valued at $20,000 ,but Morton pays nothing 
at present. The following entries are in order: 


(CERN Pras MOL La ah wel ae A dee oh Le ier ie $110,000 
SUDSCHID CONS sa iore Lis atin eee ee ae $110,000 
For payments of subscriptions, as follows: 
sates fold Rew ansfo KE) Ulises ill Po 700 shares 
eA CLS Ceres ee se mere oe 400 ‘* 
NIETCHAD CISC mene Teter Mea ee te tte ee $ 20,000 
SUDSCHIDWMONS Wem ty oe ance Meth een $ 20,000 


For transfer of merchandise by S. T. Jordan 
in full payment of his subscription. 
Capitalyscock, supscribed. 4. canto $130,000 
WmissivoduCapitalistock=-1 serie ase ee $130,000 
For stock certificates Nos. 1, 2, and 3 issued to 
subscribers having paid their subscriptions in full. 


The Subscriptions and Capital Stock Subscribed accounts are outlined below: 


Subscriptions 


Debit: For amount of subscriptions to | Credit: For cash or property paid 
capital stock. on subscriptions; or for amount of 
each instalment as it falls due; also 
for unpaid balances of subscriptionge 

canceled. 


Capital Stock Subscribed 


Debit: For par of stock subscribed and | Credit: For par of capital stock sub- 


credited to this account, when cer- scribed, debit being to Subscrip- 
tificates of stocks are issued for shares tions account. 

paid up, credit being to Capital Stock 

Unissued. 


For par of canceled stock subscriptions, 
having been pre-credited to this 
account. 
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Capital Stock Subscribed account is a suspense account in which subscriptions 
are entered until certificates are issued, which is ordinarily done when they are 
paid in full. It shows total original par value of all subscriptions certificates 
for which have not been issued. 

To illustrate, A, B, and C are subscribers to stock of the X Company in 
amounts of $200, $700, and $1,200, respectively. A has paid in full, B has 
paid $500, and C nothing. C is to receive his stock for $1,000. Entry for 
subscription is: 


IDISCOUNECONY SCOCK:) . lit ts da ae ata oe apie sane tee aheiee = $ 200 
SUPDSCTIDULONS 4 dpe. stg «contre has eas Tae Sin cats et Poe eat ehabane 1,900 
Capital Stock Subaoribed SechOrianctsiaare teases hoot aneeeens $2,100 
(Full explanation.) 
(CRE NG ER eas for a ieee cileanle meinst aad eh resin iainiin, Cibernnen OS hein $ 700 
Siblocthayoin Cont WArIranICh AOR HOA AEN S Oba.c biG mS Ode $ 700 
When A’s stock is issued: 
Capital: Stock: Subscribed set. qyrascremrertcia-tolemie ieee eleven $ 200 
Capital Stock Unissued ie iadtin seteetsieletricere) aera $ 200 


' (Full explanation.) 


The Capital Stock Subscribed account now stands credited with $1,900, 
this being amount subscribed but not as yet fully paid. Sometimes stock 
subscribed on the instalment plan is credited directly to Capital Stock account; 
but the above method is ordinarily preferable. 

Subscriptions Ledger.—Where subscriptions are numerous and are paid in 
instalments, a subscriptions ledger should be kept. This is controlled by the 
Subscriptions account in the general ledger. In it is kept an account with 
each subscriber. This account is debited with the amount of his subscription 
and credited with amounts paid thereon. A trial balance should be taken 
monthly to ascertain that the subscription ledger agrees with controlling account. 
For this ledger any form of small ledger sheet, bound book or card system, is 
suitable. For debits, show date, subscription number, number of shares 
subscribed, journal folio from which posted, and amount. For credits, show 
date, receipt number, cash book folio from which posted, and amount. 

Subscription Cancellation—Cancellations of subscriptions are sometimes 
permitted. If so, and no payment thereon has been made, entry is: 


Capital'Stock Subseribedis. 4) aes... 58 coe eee $2,000 
SUDSELIPEIONS > “Seer teen. cleat ran Sher mete acne $2,000 


To cancel subscription No. 78, of C. J. Astor, for 20 
shares. 


If money has been received and it is decided to return it to subscriber, fol- 
lowing entries are made in journal and cash book, respectively: 


CapitaliStock Subseribeds seca ct eer ne $1,500 
Subseripticnsncc atc eee core ae teste eer ee ae ore $1,500 
To cancel unpaid balance of subscription No. 78, of 
C. J. Astor, for 20 shares. 


Cashiicals d4ctocberan Se borers lt ee Oe ans $ 506 
To refund payment by C. J. Davis, on subscription 
No. 78, for 20 shares. ‘ 
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If the company retains, say, 20% of amount paid in, entry is: 


CapitalistockiSubscribedee ob), esa gheee osc oe ke $500 
CASTE BOE Sen ees ee SN gots vn aN BEN oo. oe ee $400 
Profit on Forfeited Subscriptions.................... 100 


To refund 80% of payment by C. J. Dayis, on subscription 
No. 78, for 20 shares. 


Stock Sales After Organization.—Entry is same as if made at time of incor- 
poration. 

Transfers of Subscriptions——These are sometimes permitted, whether or 
not fully paid. If numerous, provide a subscriptions transfer journal similar 
to stock transfer journal. Amount of unpaid balance is credited to transferon 
on subscription ledger and debited to transferee. 

Other Books Used.—In case of large companies a subscriptions journal 
should be used. It shows date, subscription number, name and address of 
subscriber, number and kind of shares of stock subscribed, amount to be paid 
thereon, name of salesman, if any, and his commission. Each month following 
entry is made in journal for the total month’s subscription: 


Amounts receivable on subscriptions are posted to the subscriptions ledger, 
an account being opened for each subscriber. This ledger must agree with the 
controlling Subscriptions account in the general ledger. 

Payments on subscriptions are entered in cash book in a receipts from sub- 
scriptions column, from which total is posted monthly to general ledger, whereas 
details are posted to the subscriptions ledger. 

When a certificate representing stock previously unissued is issued, number 
of shares and certificate number are posted from certificate stub to stock 
ledger. At end of month total number of shares thus issued is represented in 
following journal entry: 


Stock subscription transfers are entered in subscriptions transfer journal 
or in unissued column of transfer register the same as transfers of certificates. 
Name of subscriber to whom transferred, subscriptions number, and number 
of shares should be recorded. These transfers are posted to the subscriptions 
ledger. 

Stock subscription cancellations, no payment having been made, are indicated 
by a red ink entry on subscriptions journal giving same information as at time 
subscription was entered. It indicates a deduction and is posted to credit 
of subscriptions ledger. 

An instalment book is employed when stock is to be paid on instalment 
plan. (See Form 2.) A new page is made out for each instalment. Instead 
of rewriting the names each time, short pages may be used after the first. 
Consider the instalment book a subsidiary ledger to the Instalment account. 
Number in first column indicates folio of subscriptions ledger in which sub- 
scriber’s account is recorded. Figure in last column preceding ‘‘remarks”’ 
column indicates cash book folio to which payments should be carried each day 
in total, being credited to Instalment account. An Instalment account should 
be opened in general ledger and charged to aggregate amount of subscriptions 
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due at that date. It is desirable to carry each day’s total receipts to the cash 
book instead of waiting until all are paid, because it is unlikely that all instal- 
ments will be paid as they fall due. Data for compilation of the instalment 
book is secured from the subscriptions ledger. The instalment book may be 
bound or loose-leaf, the latter ordinarily being preferable. When subscribers 
are few in number, the instalment book may be dispensed with, in which case 
cash received on instalments is entered directly in cash book and posted there- 
from to subscribers’ accounts in subscriptions ledger. Totals are carried to 
general Subscriptions controlling account. 
An outline of the general ledger Instalment account is as follows: 


Instalment Account 


Debit: For instalment due, cor- | Credit: For amounts paid on instal- 
responding credit being to Subscrip- ments due. 
tions account. 


The Instalment account is opened each time an instalment falls due, and 
closed when all payments have been made thereon. It should be used only 
when the amount of stock subscribed is considerable. Each time it is opened, 
the number and per cent of total subscription represented should be indicated, 
as, “‘Instalment No. 1, 20%.’ To ascertain total due on subscriptions, balance 
of Instalment account, if any, should be added to balance of the Subscriptions 
account. When Subscriptions controlling account is credited to offset charge 
made to Instalment account, individual subscribers’ accounts in subscription 
ledger must also be credited. When subscribers pay, credit Instalment account 
for total and in detail in the Instalment book. 

To illustrate, Johnson Manufacturing Co. is organized Mar. 1, 19—, capital 
stock $500,000, subscribed thus: 


MucaldiStewartles. as aes eer en oe 500 shares 

‘bas Hanovertattlaacal, HOA. Us Geir. host oe 500mm 

DA KS not bry a crore. rah ts wii en ee 00m te 

JMOROT Ona Hes Sein oe car are ok eee OKO) 
Terms are 40% down and balance in two equal instalments. The entries are: 

Mar. 1, 19— 

(MECapitalestockaUmissued amen nee eee $500,000 
Capital Stock Authorized... .....7./.7.- $500,000 

(2)"Subscriptions@ eee oe ee ee eee $500, 000 
Capital Stock Subseribed............... $500,000 


The Johnson Manufacturing Co. is organized 

this date with an authorized capital stock of 

$500,000, there being 5,000 shares of a par 

value of $100 each, the total of which is sub- 

scribed as per following list. Terms are 

40% down and balance in two equal instal- 

ments due, respectively, Apr. 1 and May 1, 

19—— 

G)RinstalmentuNowle eee ss ee ree $200,000 
Subscriptions, seca soue vos. soe. oe ek $200,000 

For first instalment (40%) due on date of 
incorporation. 
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(4)? Cashaient Ua, 22 E08 eet, 9 nreate Se $200, 000 
InstalinentsNowllee® sere wae ve see ae $200,000 
For payment of first instalment of 40%. 
Apr. 1, 19— 
G)einstaimentiNow. seeee tie te ee ees $150,000 
Subscripbionsise cit evske ble Oe eh $150, 000 
For second instalment (30%) due on Apr. 1, 
1 
(6) ‘Cashaut.-\: 0. as Fazer ee eee ee eto bere $150,000 
EnstalmenteNo soe eee ee eee $150,000 


For payment of second instalment (30%) 
due Apr. 1, 19—. 


May 1, 19—. 
(i) Instalmenti Nov Seas eee eae ene ee $150,000 
Subsctiptronshenete ees eae ea eee $150,000 
For third instalment (30%) due on May 1, 
19—. 
(BG aah Licata age: a ees $150,000 
Instalment.NogSsiea-s. Gr aes se $150,000 
For payment of third instalment (30%) due 
May 1, 19—. 


STOCK SOLD BELOW PAR.—Original issues are sometimes sold below 
par, the laws of some states specifically permitting this. Unless some such 
statutory provision exists and is followed, so long as the stock stays in hands of 
purchasers or of those who purchase it in turn with a knowledge of facts, the 
liability for the unpaid part attaches. Discount is not the same as a commission, 
however; the latter being a legitimate deduction, no liability accrues. 

Illustration.—The James Hardware Co. is organized under laws of State of 
Maryland, July 22, 19—, authorized capital stock, $200,000. At date of organi- 
zation stock having a par value of $50,000 is sold to Martin Lawrence at a 
discount of 20%. The entry is: 


CL) Rashi Ae te. 8 vie vm, Bak amecntoomcin scarves tare a ee $40,000 

Discount oniCapitaliStockce.. jars dee eee ae 10,000 
@apital StockiSubsexibed 394.6 eee ee $50,000 

(2) )Capitalpotock Subscribeds:e a ee nee $50,000 
Unissued (Capital Stocks pees $50,000 


The outline of the discount on Capital Stock account is: 


Discount on Capital Stock 
_ OO  ————— 


Debit: For amount of discount on | Credit: For amount amortized, 
capital stock sold below par. against surplus or otherwise. 


Discount on capital stock should be regarded as either a capital loss or as a 
developmental cost. If a loss, it should be charged to Surplus. If a develop- 
mental cost, it should be capitalized by charging to some fixed asset account, 
such as Cost of Development. 

STOCK SOLD ABOVE PAR.—When stock is sold at a premium, credit 
proceeds in excess of par to a Premium account or to Capital Surplus. If held 
in a Premium account this should be regarded as a classification of surplus. 
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Where there are both discounts and premiums resulting from sales of stock, 
the net balance of the two accounts should ultimately find its way to Surplus. 

Illustration.—The Lewiston Manufacturing Co. sells stock with a par value 
of $100,000 at a premium of 20%, for cash. The entry is: 


Waser ots tp een eee ELL aban Sy sP Are onc ere es $120,000 
Wilisstedi Capital: Stock-e mere mine atten eae $100,000 
Premium’ on CapitaliStock...0.......58.52- 20,000 
For stock sold to provide for extensions and 
betterments. 


NO-PAR STOCK.—No-par stock should be entered on books at sale price, 
and should not be given a nominal value. If authorities insist on employing 
a nominal value, excess or deficiency of saie price above or below this nominal 
value should be carried to a Capital Surplus or Deficit account, as the case 
may be. In general the principles governing book entries for no-par stock are 
the same as those for par value stock. In accounting for no-par stock there is 
no need of Capital Stock Authorized and Capital Stock Unissued accounts. 

Opening Entries for No-Par Stock.—A pro forma statement is necessary, 
since it is impossible to indicate authorized capital stock by means of a journal 
entry. The opening journal entry should show the subscriptions first received. 

Ilustration.—The Atkins Wholesale Co. was incorporated Apr. 1, 19—, with 
an authorized capital of 200,000 shares without par value. At time of incor- 
poration 100,000 shares were subscribed at $30 per share, one-half payable 
immediately in cash and balance July 1. Entries are as follows: 


Apr. 1, 19— 
DUDSCIIP MONS MEE eee Meh te tee ee $3,000,000 
Capital Stock Subscribed.............. $3,000,000 
The Atkins Wholesale Co. is this day or- 
ganized with an authorized capital stock of 
200,000 shares, no-par value stock. Sub- 
scriptions are received for 100,000 shares at 
$30 per share, one-half payable this day 
and one-half July 1. 
Gash ee..cn cern LS cote «hse cl die $1,500,000 
SUPSELIDULONS Ueto tin chee ene oes alee $1,500,000 
(Full explanation.) : 


LOY :| 1S pmeiememenieataee isla & op-loneh ein oaaeh aes Fas os aac $1,500,000 
Sulbscriptionsween mer aes see earns $1,500,000 
(Full explanation.) 
Canitalestockssubseribed)ry. smcke a tus el ereciaese.s. ons. e $3,000,000 
Capital Stock twanay. ead Fetdettasnass cuss $3,000,000 
For certificates Nos. .... issued to .... for 
subscription paid in full. 


No-Par Stock Records.—Same records are used as in case of par-value 
stock. Corporations having no-par stock are not able to tell number of shares 
outstanding by subtracting debit balance of Unissued Capital Stock account 
from credit balance of Capital Stock Authorized Account, and dividing difference 
by par value of stock. To determine how many shares Capital Stock account 
represents, it is necessary to trace back individual transactions, unless details 
thereof are shown in ledger account in addition to money value. This may be 
done as per following illustration: 
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Capital Stock 


19— 
July 1, 100,000 shares at $30.... 
$3,000,000. 


Surplus.—In case of corporations having no-par stock net profits should be 
carried to Surplus as is done when there is par-value stock, and earned surplus 
should be distinguished from capital surplus. The need of differentiating 
between capital stock and surplus in case no-par stock is employed is an accepted 
principle. 

Book Vaiue = (Capital + Surplus) + Number of Shares Outstanding 


No-Par Preferred Stock.—No-par preferred is given a declared value more 
frequently than is no-par common, because if it is given a preference as to assets, 
amount applicable to each share must be indicated. It need not be carried in 
books at this value. 

Par preferred and no-par common sometimes exists in combination in same 
corporation. In this case the usual rules apply to each regardless of existence 
of other kind of stock. 

To illustrate, The Arlington-Smith Co. is incorporated with a capital of 20,000 
shares no-par common stock and 15,000 shares preferred, having a par 
value of $100 each. Of these, 10,000 shares of common are sold for $40 each, 
and 5,000 shares of preferred at par. The additional 10,000 shares of common 
are issued in payment for real estate valued at $339,500. The entries are: 
SERA ee Lae PT eM Geaed Cacia Roca re $400, 000 

Common Stockay. Ge Bd adel tere $400, 000 
For payment in full of 10,000 shares of common 
stock, this being one-half of total amount of 
common stock authorized. 
@ashivee oid dos SA e ew eth etererree, Seartorereracs ots $500, 000 
IPFELEENOd StOC ki a: seater ee rn ee $500, 000 
For payment in full in cash of 5,000 shares of 
preferred stock. 
Real Estate...... SER CVS 2) oe ku Oo coe $339, 500 
CommMo»nreStocks ca: se eee ener ne $339, 500 
For purchase of real estate, in payment for which 
10,000 shares of no-par common stock are issued. 


Change from Par to No-Par Stock.—This may be illustrated as follows: 
Company A has outstanding common stock amounting to $500,000, par value 
per share $100. It also has a surplus of $200,000, $50,000 of which is capital 
surplus resulting from sale of stock at a premium. Charter is changed to author- 
ize an issue of 10,000 shares of no-par stock. Of these, 5,000 shares are to be 
issued pro rata to present stockholders. Entry, first plan: 


Capital Stok iio ae See een, aes $500, 000 
Surplusseniee oar RTE S hE ASST AR tes Val Mie Sp Co is oe * 50,000 
Capital Stock yao Ay dime Ratt hthae ee pe tet tonee $550, 000 


For exchange of par stock for no-par stock on a 
pro rata basis, as per amended charter. (See 
minute book, p. ....) Surplus derived from 
sale of stock is canceled, credit being to new 
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Capital Stock account. Old Capital Stock 
account is closed, credit being likewise to new 
Capital Stock account 
If the theory that the surplus derived from sale of original stock at a premium 
does not enter into valuation of stock is adhered to, the entry is: 
CapitalStock Maas wet seg ea ewas ixercens irecane. onde. $500, 000 
CapitalsStoelsoiasinga aniiians Walla. Aen $500,000 


account and issue of new no-par Stock; as per 
amended charter. (See minute book, p. ties) 


If the theory is followed that book value of old stock should be basis for 
valuation of no-par stock, following is the necessary entry: 


Capital Stockserncie ata ccg akira e Tepe a de x Cig E $500, 000 
SUBD US te Oger ie ck pute ia howd bgt Accor Ae = ae oe 200,000 
CapitaliStockzrita. 26. ancecon, ufcaln eis lod $700,000 


(Full explanation.) 


No-Par Treasury Stock.—If no-par stock is repurchased above original 
sale price, excess represents a reduction of surplus, and should be charged to 
Surplus. If repurchased at less than original sale price, difference may be 
credited to Contingent Profit on Treasury Stock, or be regarded as paid-in 
surplus, charge to Treasury Stock account being at original sale price. Where 
stock was originally sold at various prices some prefer to charge Treasury 
Stock at an average of these various prices. Later sales of stock might make 
this average somewhat meaningless. In case of donated no-par stock, best 
practice is to make a memorandum entry, thus: 


For donation of 500 shares for working capital. 


When donated stock is sold, charge Wash and credit Donated Surplus. If 
intangibles are received in payment for original issue, conservative practice 
is to credit proceeds of sale of donated stock to asset account representing 
intangibles. 

No-Par Stock Legislation—In New York a committee of the State Bar 
Association, in 1892, suggested no-par stock. In 1907, the Bar Association 
committee devised a bill which was passed by the New York legislature the 
same year. This was vetoed. Same bill, changed somewhat, was again passed 
Apr. 15, 1912, since when it has been in effect. Following states have passed 
no-par stock legislation: 


1916 Maryland 

1917 California, Delaware, and Maine 

1918 Virginia 

1919 Illinois, Pennsylvania, New Hampshire, Ohio, Wisconsin, and Ala- 
bama, 

1920 Massachusetts, New Jersey, Rhode Island, and West Virginia 

1921 Colorado, Idaho, Kansas, Michigan, Missouri, North Carolina, 
and Utah 

1922 Georgia and Arizona 

1923 Washington 


Following are among the corporations which have adopted no-par stock: 
Kennecott Copper, Columbia Graphophone, Consolidated Textile, Cuba 
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Cane Sugar, General Motors Corp., Otis Elevator, Loew’s, Inc., Radio Corp. 
of America, Sinclair Consolidated Oil Corp., United States Stores, Vanadium 
Corp., and Wilson & Co., Inc. 

Thomas Conyngton gives characteristics of laws authorizing no-par stock 
as follows:! . 

1. Authorization may be secured upon organization by charter provision, or by 
amendment of existing charter. Latter method facilitates reorganization. 

2. The privilege is generally limited to what are termed in New York business 
corporations, i.e., those organized for mining, manufacturing, and mercantile ventures. 
3. The statutes provide that in all cases such shares shall be equal in all respects. 

4. These equal rights and privileges are: each share entities holder to one vote for 
each share held; to notice of corporate meetings; to inspection of corporate books; to 
participate proportionately in dividends after preferred dividends are paid; and to share 
proportionately in surplus after debts are paid and after preferred stockholders have 
been paid their principal and accumulated dividends. 

5. Certificates of shares with no par value must give number of shares to which 
holder is entitled and should give whole number of shares authorized to be issued. 
As shares have no par value, holder should be informed as to his proportionate holding. 
In New York this information must be given but it is not compulsory in other states. 

6. All states prescribe a method of fixing a selling price, but there is a diversity of 
methods. May be prescribed in charter. This is objectionable, because an advantage 
of stock without par value is that corporation may sell it at any price. Any change 
in price would require an amendment of the charter. 

SUNDRY CONSIDERATIONS.— Frequently capital stock is issued in pay- 
ment for organization expenses. This may be gradually written off or 
permanently capitalized. The former plan is ordinarily the better one. For 
this purpose five years is often regarded as a suitable period, one-fifth 
being charged off each year. 

Commissions to bankers and syndicates who market the capital stock of a 
corporation are sometimes paid in capital stock. If paid by an original issue 
of stock the charge should be to Commission or to Organization Expense, and the 
credit to Capital Stock or Unissued Capital Stock, according to method adopted 
to handle capital stock. Sometimes commissions are paid in treasury stock 
or in donated stock, in which case the one or other of these accounts is credited. 

Sometimes salaries are paid in capital stock. The stock is ordinarily issued 
only once a year in payment, although the accruing liability should be shown 
monthly by a charge to Salaries and a credit to Salaries Accrued, to a Sub- 
scriptions to Stock account, or to the individual. When stock is issued, charge 
Salaries Accrued, Capital Stock Subscribed, or the individual, and credit 
Capital Stock, Unissued Capital Stock, or Treasury Stock, according to the 
particular method followed. 

Any debt may be paid in capital stock, so long as rules governing issuance 
of stock are observed. When paid in no-par stock, amount to be credited 
to Capital Stock account is amount of debt canceled. 

The term treasury stock applies only to stock of issuing corporation donated 
back or repurchased. Stocks of other corporations purchased constitute invest- 
ments and should be carried at cost; unless buying and selling stocks is the 
business of company, in which case cost or market, whichever is lower, may be 
used as basis. If purchased to secure control, considerations applicable to 
holding companies apply. 

To illustrate, The Alexander-Johnston Co. buys $100,000 par value of stock 
of the Smithson-Jones Co. at $80 per share. Later it disposes of $50,000 par 
value of this stock at $90 per share. Entries are: 


1 Administration, Jan. 1921, pp. 91-92, 


Sec. 4] DIVIDENDS 249 


Stock of Other Companies...............:..0.-.... $80,900 
CUEn SSE ee ois ce ae CU ee Gee dine 2s $80,000 


Stocks of Other Companies................... $45, 000 


If laws permit, purchase of stock of other companies may be made by issuing 
stock of purchasing company in payment. 

Bonuses may be paid in stock, either unissued or treasury. They are some- 
times given to employees as an additional compensation, and are sometimes 
given in connection with bond sales or sales of a different class of stock. Charge 
Bonus and credit Donated Stock or Capital Stock. Disposition of the charge 
to Bonus accounts will depend on the nature of the transaction. 


Dividends 


NATURE AND PAYMENT OF DIVIDENDS.— Ordinarily dividends are 
declared from net profits of a corporation. Once legally and publicly declared, 
they cannot be rescinded, but become the direct liability of the company. 
As soon as declared, an entry should be made on the books expressing this 
liability. Cumulative dividends do not become such an obligation until 
declared. The Dividends Payable account is used to express this liability, 
Surplus being charged. 


The Oliver Mining Company 
Capital Outstanding $400,000 
Dividend No. 24 Sheet No. 48 
List of stockholders of this company as shown by the transfer books at the 
closing thereof at six o’clock p.m., Feb. 15, 19—, and to whom the dividend 
of Ten Per Cent, declared Feb. 12, 19—, is payable on Mar. 1, 19—. 


Shares outstanding 40,000 Rate of dividend 10% 
To Whose Order Check ; Number Amount No. of 
Name of Should be Drawn if | Mailing of - cont Check 
‘Stockholder |Different from that of} Address Shabes Dividend | Issued in 
Stockholder ‘ Paid Payment 


OO STE TPES PB SARS AI OF EOE aA Tae COR CLG aT aah RY CMEC Leesa Hull Slaw ean ocr, 


Form 3. Dividend Book—Payment by Mail 


If the stockholders are few in number, dividend checks may be drawn against 
the general bank account. At time of payment, Dividends Payable account 
is charged and Cash credited. The larger corporations, after determining the 
amount of a dividend, draw one check for the total, deposit this in a special 
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Hillsport Manufacturing Company 
Semiannual Dividend No. 24.......... 19.. 4% 


Name of dates pee Sy We Hereby Acknowledge Receipt 


Stockholder Bice | ets es of the Accompanying Dividend 


©) Welle lee) ehe a) ee foe ee cio wile a © ei pile os si[ 6 slim eld twiae will ho 6 sre ols ¥ ele ln wis ¢ sie lee © si eheue eeneeie © 


Form 4. Dividend Book—Personal Payment 


bank account, and then draw the individual dividend checks against this 
account. Balance in this account at any time indicates total amount of out- 
standing dividend checks. Specially printed dividend checks may be used. 
These give date and number of dividend. An addressing machine is used 
to stamp name and address of stockholder in lower left-hand corner, and amount 
is filled by means of a typewriter or printing machine. After being signed 
by proper official, they are mailed in window envelopes. 

The dividend book (Form 3) is used to show names of stockholders, dividend 
date, amount of checks, etc. The list is made up from the stock ledger for each 
dividend declared. To accomplish this it is frequently customary to close the 
transfer books. Loose-leaf dividend books are customary in case of large 
corporations. Where stock is closely held and stockholders call at company’s 
office for their dividend checks, Form 4 may be used. 

Illustration.—The Hanover Corp. has net profits of $3,127,528.13 for the 
year ended Dec. 31, 19—. On Jan. 22 the directors declared a cash dividend 
No. 13, of 5%, on the $20,000,000 outstanding stock, payable quarterly, Mar. 1, 
June 1, Sept. 1, and Dec. 1. Entries are: 

Dec. 31, 19— 
PrOMtanGd wl OSS 2 devils sian t chore devas $3, 127,528.13 
SUTOIUS ES srcese.e Recieyces AOR eens $3,127,528 .13 
To carry net profits for year ended 
Dec. 31, 19—, to Surplus. 
Jan. 22, 19— 
SUT DIUS Se ie eR I Aces ytd no $1,000, 000.00 
Dividend Payable No. 13........ Ce $1,000,000.00 
To show liability for dividend of 5% 
on outstanding stock, declared today 
by the Board of Directors and payable 
quarterly, Mar. 1, June 1, Sept. 1, 
Dec. 1, 19—. 


Dividend Payable No. 18.............. $ 250,000.00 


Caigh'). YG, Ba Sink See Tea? TOES $ 250,000.00 
For first quarterly payment of 
dividend No. 13. 


Entries for June 1, Sept. 1, and Dee. 1, are similar to the last entry above. 
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Dividends on no-par stock are expressed as amounts of money per share, 


not as a per cent per share. Otherwise procedure is same as in case of par-value 
stock. 


SPECIAL FORMS OF DIVIDENDS.—A scrip dividend is one paid by 
promissory note owing to temporary shortage of cash. It usually bears interest 
and is given a definite due date. The scrip is a certificate which contains com- 
pany’s promise to pay and all details necessary to make it a proper form 
of contract. They are frequently transferable, and may be convertible into 
the company’s stock. When the dividend is paid, Scrip instead of Cash is 
credited. Later when the scrip is paid, Cash is credited and Scrip and Interest 
are charged. ; 

Special (including interim) dividends are sometimes declared additional to 
the regular dividend. They are ordinarily declared only when justified by 
extraordinary profits. 

Dividends may be set off against stock subscriptions, providing the debt is 
due when the dividend is payable. This is accomplished by charging Dividend 
Payable account and crediting Instalment account, instead of Cash. 

Cumulative dividends passed require no formal entry because they do not 
become debts until declared. The contingent liability therefore should be shown 
in a footnote to the balance sheet. 

Stock dividends are dividends payable in the company’s own stock. Un- 
issued, purchased, treasury, or donated stock may be used for this purrose, 
but sufficient surplus must exist from which to make the distribution. The 
entry is the same as for a cash dividend except that Capital Stock is credited 
instead of cash when the dividend is paid. If the dividend is paid in no-par 
stock, the amount of surplus is not affected, unless each share is given an 
arbitrary valuation. The stockholders’ interest is merely split up into more 
shares. Entries for stock dividends paid in par value stock are: 


SUTpICIER er ee eRe Tk Rm Breen Alb Oe (Taso 
TD aCONL GOING. eG eel Meee aD ne vee Dies 6 


Dividends are sometimes paid in assets other than cash, as property or bonds 
of other companies, providing sufficient profits exist. In this:case the charge 
is to Surplus and the credit to the property account in question. 


Accounting for Bond Issue 


DEFINITIONS.—A bond is a written promise, under seal, to pay a sum of 
money at a specified time. Bonds are registered and coupon, : but coupon 
bonds may be registered as to principal. In case of bonds registered as to 
interest the interest is paid by check. In case of coupon bonds the interest is 
secured by cutting off the coupons as they fall due and cashing them. All 
bonds of a given issue usually bear the same date. If one or more coupons 
mature before a bond is sold, these are clipped off and pasted in the coupon 
register. Of an authorized issue the total or less may be outstanding at any 
time. Thus of an authorized issue of $15,000,000 Union Bag & Paper Corp. 
First Mortgage Gold 6’s, dated May 1, 1922, there were outstanding $6,500,000 
in Oct., 1922. To the amount authorized but not issued the term treasury 
bonds is sometimes applied, but some accountants apply this term only to 
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E 455 
METROPOLITAN INVESTMENT CO. 


BOND REGISTER 


$1,000.00 6% Trust Bonp 


Dated Jan. 1, 1922 Due Jan. 1, 1932 First Coupon due July 1, 1922 


20 1 15 10 5 


Canceled 


Form 5. Coupon Register 


[assay 


a ee ee ee ea ee 
BONDHOLDER'S ADDRESS TRANSFERRED TO | 


Address 
a, 
Street and No. 
gape mere Tre 
Transferred From : ; 


Form 6, Index of Bondholders 
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bonds which have been outstanding and have come again into possession of the 
company. 

Nominally issued bonds are those which have been certified by trustees and 
placed with proper officer for sale and delivery; or pledged, or placed in some 
special fund of the accounting company. 

Actually issued bonds are those sold to a bona fide purchaser. 


ACCOUNTING RECORDS.—Method of disposal of bonds determines what 
records are essential. If corporation sells bonds direct, treasurer must keep a 
full record. If sold through-a syndicate or trust company, much detail of 
recorcing, transfers, etc., is taken care of by the syndicate or trust company. 

A coupon register is necessary if coupon bonds are issued (Form 5). An 
index of bondholders should be kept in card index form (Form 6). 

The bond register (Forms 7a, 7b) provides space for name and address of 
holder, number of his bond, date acquired, name of transferee, and columns for 
interest payments. In case of a 10-year bond, interest payable semiannually, 
20 columns are necessary. When a registered bond is transferred, old bond is 
canceled and a new one is issued in its place. Surrendered bond is canceled 
and filed. In bond register a red-ink line is ruled through name and address 
of former owner, also through number and amount of canceled bond. Number 
of new bond is written directly after last entry of interest payment on old bond. 
A line should be ruled through remaining interest columns. Next,name and 
address of new holder is recorded on first vacant line of register in ‘‘to whom 
issued”’ column. Bonds should be entered in numerical order to make location 
of any specified bond easy. Number of page of bond register on which a given 
bond is registered should be entered on index of bondholders. Difference 
between footings of amount column of bond register and total bonds canceled 
should agree with general ledger Bond account balance. When interest on 
bonds is paid by check, Interest is charged and Accrued Interest credited, 
monthly in general ledger. When interest is paid, Cash is credited and Accrued 
Interest charged. In case of registered coupon bonds, interest columns are 
omitted from the register, and bonds are entered as presented, not numerically, 
as are registered bonds. One page of coupon register should be used for each 
bond, spaces being numbered to correspond with coupon numbers. 


BOND ACCOUNTS.—If a formal entry is desired to show total authorized 
bond issue, credit Bonds Authorized and charge Unissued Bonds for par value 
of the bonds authorized. If in series, open separate accounts for each series. 
Each issue should be given a distinguishing title, as, ‘‘'Ten-Year Gold Sse 
“Convertible Debenture Gold 6’s,”’ “‘ Fifteen-Year 7% Equipment Trust Certifi- 
cates,’ etc. If undesirable to show bonds authorized in a formal account, a 
Bond account should be credited with par of bonds actually issued. Failure 
to indicate in some way amount authorized is a failure to indicate the true 
amount for which property subject to the bond mortgage may be mortgaged 
in case of future sales of bonds. 

Bond Premium and Bond Discount accounts are employed, respectively, 
when bonds are sold above or below par. 

To illustrate, A $100,000 issue of 20-year first mortgage 6% bonds is sold 
at a premium of 10. The entry is: 

Gash pewr erect tis htc asaten alate eg a ZO) ac ak, $110,000 
Hirst; Mortgage 695 Bonds iy. 2.4.2 «05. $100,000 
Prenuumcons DOs aerate traci oe cn 10,000 
For sale of $100,000 20-year first mortgage 6% 
bonds at a premium of 10. 
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A $100,000 issue of 20-year first mortgage 6% bonds is sold at a discount of 
10. The entry is: 


CET Were Geph=d ae ate ea Ui De HO i ae $ 90,000 
Discount on Bonds) ems nen eee eee 10,000 


Hirst Mortgage 6% Bonds)... as.) el oln. $100,000 


See section on ‘‘Mathematics’’ for principles governing accumulation of 
bond discount and amortization of bond premium. 

Interest on Bonds account should be charged each month or fiscal period 
with interest on bonds applicable to the month or fiscal period, Accrued Interest 
on Bonds account being credited. When interest is paid, Cash is credited and 
Accrued Interest on Bonds is charged. 

Bonds bear interest from date of issue. If sold at a subsequent date, interest 
accumulated but not due must be accounted for. This the purchaser buys by 
adding it to the purchase price of the bonds. 

To illustrate, $500,000 of 5% bonds are sold at par one month after date oi 
issue. Entry is: 


OEE) ES Re «Aa parr Ae ree eae ee | $502 , 083 .33 


Bonds: (siovrtiar oe $500, 000.00 
Interestronvbond sss. ann 2,083 .32 


The purchaser loses interest on interest thus bought for period between date 
of purchase and next interest due date, in above illustration 5 months. 

Bond subscriptions may be paid for in instalments. In this case Bond 
Subscriptions should be charged and Unissued Bonds credited at time of sub- 
scription. As instalments are paid, Bond Subscriptions is credited and instal- 
ment receipts issued. When all instalments are paid the receipts are exchanged 
for the bonds. Deferred instalments may be made to bear interest at rate 
paid on bonds. This, when received, is a credit to Bond Interest. 

When bonds are sold through bankers, the bankers are charged with total 
issue and credited as payments are made by them. 

To illustrate, James & Allison, investment bankers, guarantee purchase of 


un issue of $500,000 first mortgage bonds at 98. Entry at time contract is 
bigned is: : 


James & Allison, Bankers... ..0.05.,7..0..0..8.1° $490, 000 
Discountion Bonds sae ne eee eee Seoeichse 10,000 
Hirst MortgacosBondss et oe $500, 000 
When a payment of $300,000 is received: 
Cash: sanmtines lteter tier aroma aaterere ee epaeed B $300, 000 
James & Allison, Bankers.................. $300, 000 


Bonds guaranteed as to interest constitute a contingent liability on books of 
guaranteeing company. If guaranteeing company is compelled to pay this 
interest through default of principal debtor, defaulting company is charged 
therefor on books of guaranteeing company, and on books of defaulting company 
guaranteeing company is credited. 

Collateral trust bonds are secured by a deposit of stocks or bonds, or both, 
of other corporations, The North American Edison Co. Secured Sinking 
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Fund Gold 6’s, Series ‘‘A,’”’ dated Mar. 15, 1922, and due Mar. 15, 1952, are 
secured by a pledge of 72.7% of outstanding common stock of the Cleveland 
Electric Illuminating Co. and the entire outstanding common stock of the 
Union Electric Light & Power Co. of St. Louis. Collateral must be turned 
over to trustee before bonds are sold. At time of transfer charge Pledged 
Investments and credit Investments or other equivalent accounts, giving full 
explanatory details. If more than one collateral issue is outstanding, separate 
accounts should be kept for pledged collateral applicable to each. 

Equipment trust bonds are usually redeemable in series, one each year. 
Such bonds are secured by equipment upon which lessee usually makes an 
initial payment. As each series is paid, an entry is made on books of lessee 
charging Equity in Leased Equipment and crediting Leased Equipment. 

To illustrate, Spring Valley Railroad Co. issues equipment trust 5% bonds, 
dated June 1, 1922, for $5,000,000 payable in 10 yearly instalments of $500,000, 
beginning June 1, 1923. Security consists of new equipment costing $7,000,000, 
upon which an initial payment of $2,000,000 is made by the railroad company. 
Equipment is purchased through agency of Carlton & Hayes, bankers, who also 
market the bonds, guaranteeing a return of 100 to the company. Expenses of 
issue amount to $10,000. Entries are: 


June 1, 1922 


Equity in Leased Equipment................. $2,000,000 
Gas linen tert Wake ia ice RS $2,000,000 
Initial payment on following equipment. 
(Give list and details.) 


‘Leased Hquipment, cea ee. 2k see $5,000,000 
Equipment Trust Bonds............... $5,000,000 
For issue of equipment trust bonds maturing 
$500,000 each year. 


Expense—Equipment Trust Bond Issue....... $ 10,000 
@ashyietsach, Anke, Ae BIS ELA $ 10,000 
June 1, 1923 
Heiipmcnt eras Bonds ish Maven lee ea $ 500,000 
CEN SORES wee OS hic heen eee $ 500,000 
Equity in Leased Equipment................. $ 500,000 
Reasedubiquipment saekienes sk taser: $ 500,000 


INTEREST ON BONDS.—Ordinarily bond interest is payable from date 
of issue of bonds. If bonds are registered as to interest, interest is paid by 
check; otherwise by cashing of coupons. Coupons are ordinarily payable at 
office of issuing company or its fiscal agent. If a sum is turned over to the 
company’s fiscal agent to enable it to cash coupons as they fall due, an entry 
is made in the cash book crediting Cash and charging Interest on Bonds. The 
money should be sent to the trust company acting as fiscal agent soon enough 
to enable it to have money in readiness for cashing coupons on due date. The 
paid and canceled coupons should be returned to issuing corporation to be 
entered in the coupon register. 

Accruing bond interest must be taken into consideration at the end of each 
accounting period. This is accomplished by means of a journal entry charging 
Interest and crediting Interest Accrued for the amount applicable to the period 
When actual payment of interest is made, Interest Accrued is charged and 
Cash is credited. It must be remembered that the interest paid is the nominal 
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rate, which may not be the effective interest cost. This can be determined 
only by making proper calculations for effect of discount or premium. (See 
section on ‘‘Mathematics.’’) Thus if bonds were marketed at a discount and if 
amount of this to be amortized in one month is, say, $41.60,whereas interest 
accrued at nominal rate is $416.70, then entry is: 


PHGCTORE eee Sate tere Ra eet oncbes aks presto ven mine Cicasae Serene $458 . 30 
ENPEHOSLACCIUEd <aiet A eke e chor yelore tay ent ior crotense chene foe $416.70 
IDISCOUMG OM DONUStra crema icin. eterna 41.60 


To charge Interest with interest cost for month, 
set up liability for interest accrued, and amortize 
due amount of Discount on Bonds account. 


If above entry is made for each of 6 months constituting an interest period, 
entry to show payment when interest falls due is: 


InterestivAcenrtied sey Hin FEO Ie BI ee IAA $2,500.20 
Casshern shay. SORT, BLUE MN ete SAP BEERS $2,500.20 
For interest due to-day on bonds. 


If, instead, bonds are sold at premium and amount applicable to month is 
$41.60 while nominal interest is $416.70, entry is: 


1 Waka eC) ee ten Rae eure ureter REL AND eeunehAKes.ict.o a ae $375.10 
Premium Ole bsONGS 3 at er een et hor ees 41.60 
INtEres te A CCTUCC te. went heer acne eee $416.70 


To charge interest with interest cost for month, 
set up liability for interest accrued, and amortize 
due amount of Premium on Bonds account. 


Even though coupons are payable only at office of issuing company, best 
plan is to draw check for full amount of interest due and deposit as a special 
account, against which coupons as presented are charged. The amount at any 
time remaining in this account represents amount of the company’s liability 
pn unredeemed coupons. Amounts owing on coupon bonds are a continuing 
obligation so that the amounts not immediately called for should be kept in 
readiness for liquidation of overdue coupons. Instead of the term ‘‘ Interest 
Accrued”’ such expressions as ‘‘Accrued Bond Interest’’ and ‘‘ Accrued Interest 
Coupons’’ may be used. Also instead of ‘‘ Interest Account,’’ ‘‘Bond Interest 
Account”’ may be employed as being more distinctive. 

Checks in payment of interest on registered bonds may be sent either by 
treasurer of issuing company or by fiscal agent. They should reach payees 
not later than date on which interest falls due. 

Where two or more bond issues are outstanding, these must be carefully 
distinguished in the entries, although if suitable explanations are made it may 
not be desirable to enter separate journal entries for each issue. 

To illustrate, The American Produce Co. on Mar. 1, 19—, issues $1,000,000 
of first and refunding 5% bonds, interest payable Mar. 1 and Sept. 1. On 
July 1 it issues $2,000,000 collateral trust 6% bonds, interest payable July 1 
and Jan. 1. If monthly entries are made to charge Interest and credit Interest 
Accrued, entry on June 30 is: 


Bond. nterest;. nottryeitere ce eae eee el eae $ 4,166.67 
Bond Interest Accrued. .).............. $ 4,166.67 
To show interest accrued on $1,000,000 
first and refunding 5% bonds during month 
of June, 
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On July 31 the entry is: 
dBYajlave lel Biyrenecine os Ol ear oene Cee nnn bic crcate $14,166.67 
Bond Anterest Accrued iy. cvcer eaters regeyn os $14,166.67 
To show interest accrued during month of 
June on the following outstanding bond 


issue: 
Bonds Interest 
Outstanding Accrued 
1st and ref. 
5 OS DODGS Rete atest $1,000,000 $ 4,166.67 
Cole airs 


675, bonds.4a- es 2,000,000 10,000.00 


$3,000,000 $14,166.67 


Since interest coupons on first and refunding bonds become due on Sept. 1, 
19—, following entry is necessary on Aug. 31, 19—: 
Bond interest Accrued a acr pace that fone jspevs (ain sia syabeteuere $25,000 
Bond Couponsp NOs Urea gc civunybyoue Xo cy lees neve $25,000 
For 6 months’ interest on $1,000,000 1st and refund- 
ing bonds due Sept. 1, 19—. 


A similar entry is necessary for interest falling due on the collateral trust 


bonds, Jan. 1,19—. If a check is issued to a fiscal agent to enable him to make 
payment of coupons due, entry is: 
Aug. 31, 19— 
iPerths Drust.©o.,e Deustéess. sneaker ee eee aes « $25, 000 
Cash: (or Audited: Vouchers)s ati. snc ee $25,000 


For amount transferred to meet interest due Sept. 1, 
19—, on $1,000,000 1st and refunding 5% bonds. 


The liability account ‘‘ Bond Coupons No. 1”’ remains a liability until all coupons 
are redeemed. The trust company renders a monthly report of payments 
made. If on Sept. 30, it reports that $24,500 of No. 1 coupons have been 
paid, following entry is made: 


BondiCouponss NOs L vecrcess-o ees hon we peer each mel ar $24,500 
Perthelnusts@ Or ml rus tema saudades egietets re $24,500 
For coupons redeemed by Perth Trust Co., Trustee, 
during Sept., as per statement submitted. 


Treasury bonds are bonds of issuing company acquired by gift or donation. 
So long as they remain uncanceled, interest thereon is handled in usual manner, 
total amount required to meet interest on issue being turned over to fiscal agent 
and coupons being cashed in same manner as on bonds of other companies 
owned. ; 

Interest paid on guaranteed bonds by guaranteeing company should be 
charged to company whose bonds are guaranteed. At time cash is advanced, 
credit Cash and charge Advances to Subsidiary Companies. On books of 
company whose bond interest is paid, charge Bond Interest and credit Advances 
FLOM nace tes tc Company. 

Interest on income bonds is similar to dividends on stock, being paid only 
if earned. If earnings justify conclusion that it is certain to be paid, monthly 
entries showing its accrual should be made as soon as declared payable by 
the board of directors, charging Interest on Income Bonds. or, if monthly 
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accruals have been entered, Interest Accrued on Income Bonds, and crediting 
Interest Payable on Income Bonds. When payment is made this account is 
charged. 


DISCOUNT AND PREMIUM ON BONDS.—Bonds usually are issued at a 
figure above or below par. Consequently the nominal and effective interest 
rates differ. The nominal rate is the percentage of annual interest payment to 
par of bonds. The effective rate is the true interest cost per annum. For a 
full exposition of principles governing effective interest rate, see section on 
“Mathematics.”” Bond premium is a deduction from interest. Bond discount 
is an addition to interest. Both must be spread equitably over the life of the 
bond. This process is known as amortization in the case of bond premium, and 
accumulation in the case of bond discount. Sometimes companies having large 
surpluses write off discount on bonds in one sum. This is conservative pro- 
cedure but not theoretically accurate. Sometimes bond premium is carried 
to Surplus. This is more objectionable. Chief objection to either practice 
is that true interest cost of borrowed money is obscured. Correct procedure, 
in case of bond discount or bond discount and expense, is to debit a certain 
part thereof to Interest, simultaneously crediting the Discount account. In case 
of bond premium, correct procedure is to credit a certain part thereof to Interest, 
simultaneously charging the Premium account. Principles governing bond 
amortization and accumulation are explained in section on ‘‘ Mathematics.” 
Entries are outlined as follows: 


Bonds sold at discount, redeemable at par: 


At time of sale: 


ptalsitelel cleats! ehevelel Wovsiejera tele 


Cash 
Bonds sold at premium, redeemable at par: 


At time of sale: 


St Dept oe Tee (ean: sa agate eels sae ieaay ED eKe sree Fv RIM 2) OP oes cee erate 


neBerieefe eras) PN) VG sig) A By steysishesere 


At time of periodical interest payment : 
Interest (nominal interest less part of premium appli- 


Bonds issued at par, redeemable at premium: 
At time of sale: 


Cash (amount received )..\see ci ae eee ee ea ae 
Bonds (par value). ce uae) oe ee $ ccktters 
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At time of periodical interest payment : 


Interest (nominal amount plus part of premium 
. applicable to penlod)-.. sacssd< tee oo. Sia core 
Premium on Bonds (part applicable to period).. 1S: 58) cate 
Casht(amountepard) A, Aes ce Wn ER ere cab oe, yb ofl tenecleee 3 


Bonds sold at discount, redeemable at premium: 


At time of sale: 


@ashe (amounts received) sya esis holies al Totes ei ee oe $e 
Bond Premium and Discount (amount of discount)... ...... 
BOndse Marnvaluo) skeet ey ee aetnniee ere Sites ‘ 


At time of periodical interest payment : 


Interest (nominal interest plus proper part of discount 
given at time of sale and of premium to be 
paid when bonds are redeemed)............. SSS Ree 
Bond Premium and Discount (proper part of 
discount given at time of sale and of premium 
to be paid when bonds are redeemed)....... Ce eee 
Gach (amount paid) sev. ein. aa ween oon ices Oke) nn 


When bonds are issued at a discount and redeemable at a premium, the 
Bond Discount and Premium account balance changes from a debit to a credit 
equivalent at time of redemption to premium to be paid on bonds. 

For method of determining actual interest rate see section on ‘‘ Mathematics.”’ 
By the equal instalment method, the effective rate is ignored and interest 
actually paid is charged plus a proportionate part, according to term of issue, 
of discount on issue or premium on redemption, or minus a proportionate part, 
according to term of issue, of premium received at time of issue. 

Equal Instalment Method Illustrated.—The King Manufacturing Co. sells 
issue of $2,000,000 5% first mortgage bonds at 90 flat. Expenses of issue amount 
to $10,000. Interest is payable semiannually, so that bond discount and 
expense is $210,000. One-fortieth of $210,000 is $5,250, amount to be amortized 
to interest each 6-month period. At end of first 6-month period entries are: 


TGSTEStLOMMES ONS eeraceci« meade tune (cto ewe oets Sa $105, 250 
Interest Accrued on bOnGSa.ce acres siecle Gittins $100,000 
Bond Discount and Expense............... APIO) 


For interest accrued, $100,000 on $2,000,000 first 
mortgage bonds, and to amortize 1/40 of bond 
discount and expense, being amount applicable 
to current period. 


IntenesteAcccucd One BOndstar ae task tele sin sia $100, 000 
Cash ce. .2, ean ee teed nthe oekl brits ei net. $100,000 
For payment of interest due on $2,000,000 first 
mortgage bonds. 


Under the bonds outstanding method, the premium or discount is distributed 
over the period during which the bonds are outstanding in the proportion that 
bonds outstanding each year bear to sum of bonds outstanding for all years. 
The following table is taken from A. Lowes Dickinson’s ‘Accounting Practice 
and Procedure” (p. 141). 

In practice the buying up of outstanding bonds for sinking fund purposes and 
the redemption of bonds at irregular intervals are disturbing factors. When 
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Bond Amortization Table 
Proportion ‘Apncal 
; of Out- Amount Profit on 
ove O ee standing of Discount Ee arta Bond pee i 
7ay x can Ouvstanaang Bonds to Instalment aymen’ |Durchase 
and Loss 
Total Bonds 
1 |$ 1,000,000} 100/1050 $ 11,905 |$ 25,000 |$ 4,000 |$ 32,905 
2 950,000 95/1050 id eS) 23,750 4,000 31,060 
3 900, 000 90/1050 10,714 22,500 3,500 29,714 
4 850, 000 85/1050 10,119 21,250 3,500 27,869 
5 800,000] 80/1050 9, 524 20,000 | 2,500 | 27,024 
6 750,000} 75/1050 8,929 18,750 | 2,500 | 25,179 
iu 700, 000 70/1050 8,333 17,500 1,500 24,333 
8 650,000 65/1050 USS 16, 250 1,500 22,488 
9 600, 000 60/1050 7,143 15,000 1,000 21,143 
10 550, 000 55/1050 6,548 13,750 1,000 19,298 
11 500,000} 50/1050 5,952 12,500 | 2,500] 15,952 
12 450,000| 45/1050 5,357 11,250 | 2,500] 14,107 
13 400,000 40/1050 4,762 10,000 1,500 13, 262 
14 350,000 35/1050 4,167 8,750 1,500 11,417 
15 300, 000 30/1050 Sod. 7,500 500 10,571 
16 250,000 25/1050 2,976 6,250 500 8,726 
17 200,000 20/1050 2,381 EMOOOM ie. sete 7,381 
18 150,000 15/1050 1,786 3 COO Nae. eke 5,536 
19 100,000 10/1050 1,190 2EB5OOw ae et 3,690 
20 50,000 5/1050 595 132500) seek sak 1,845 
$10, 500,000 $125,000 |$262,500 |$34,000 |$353, 500 


bonds are bought in the open market at less than the redemption price specified 
@ saving is made. Although not strictly accurate, this gain may be credited 
to Profit and Loss, a proportionate part for each of the remaining years the issue 
is outstanding. When the redemption dates are anticipated, treatment becomes 
complicated. The equal instalment method does not work under these con- 
ditions, and if the effective interest method is employed it becomes necessary 
to recompute the rate on basis of bonds remaining outstanding and new redemp- 
tion terms. 

Illustration of Various Methods.—The following illustration of the various 
methods of bond discount and premium is taken from A. Lowes Dickinson’s 
“Accounting Practice and Procedure’”’ (pp. 136-140): 


An issue of $1,000,000 of bonds is made at 90, carrying interest at 5%, and redeem- 
able at the rate of $50,000 each half-year, at 100 for the first 5 years, and thereafter 
at 105. Calculations made on these premises show that the effective rate of interest 
is approximately 8 3/16%. Bonds are redeemed each as specified, but they are pur- 
chased in the market at the following prices, viz.: 
1st year 


ize {ee itu eureaay SS Gv ao" Sch oyisases haf Gee Oth verre a hae eee aed hi thet we LOO) 
QC Veal, Meee cence rie creche 93 TED Veal ic cc Af eM era ca ohaccs see 102 
OL VERT. Sancene eres an OD Sthiveatwnat a reeds e cr. LOL 
Athivear sis) .koaee Aaa 97 Oth and LOthidrawnateey.. 5}. 105 
BUDhyCar jsistasiasle es cutekeo meray or Aig) k's) : 
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The table on page 262 gives all the essential figures. In this table, the last four 
columns show the charges to Income account on the basis (5) of the effective interest 
method; (6) of the equal instalment method; (7) of the bonds outstanding method; 
and (8) of charging all discount and premium to surplus; in each case crediting to Income 
account the surplus arising from purchasing bonds at less than the fixed redemption 
price. j 

If the latter be credited direct to Surplus, or carried in the Bond Discount account 
until all discount has been written off by the operation of these credits and the balance 
of the effective rate, then at the end of the 11th half-year in the first case and at the 
end of the 15th half-year in the second, the discount will be extinguished and there- 
after only the actual interest paid, less surplus on market purchases, will be charged 
to Income. 


BOND REDEMPTION.—Various arrangements are made by issuing com- 
panies for redemption of outstanding bonds. The most popular is the sinking 
fund method. Funds are of two types: (a) those in which the principal only is 
to be employed for redemption purposes; (b) those in which both principal 
and interest thereon are to be so employed. ; 

Funds must be distinguished from reserves. Funds are-assets. Reserves 
are credits and appear usually on the liability side of the balance sheet; although 
in case of valuation reserves (which are not reserves of surplus) they are fre- 
quently deducted from an asset item in the balance sheet. A reserve of surplus 
is created by a charge to surplus and a credit to a reserve account. This does 
not mean that a fund is created also. To do this an additional entry, accom- 
panied by a transaction, is necessary. The transaction consists in making an 
actual transfer of cash to some special account and allowing it to remain there, 
usually to accumulate at compound interest, or investing it in securities and 
allowing the principal to increase both by periodic increases from without and 
by growth resulting from interest accretions. Various modifications of this 
procedure may exist. Thus interest may not be added to principal. Theoret- 
ically a reserve and its corresponding fund might be expected always to be 
equal. In practice various things may cause them to be unequal. Funds, 
moreover, do not accumulate in exact accord with compound interest formulas 
because of the practical impossibility of investing income so that at no time will 
any of it remain idle. When a reserve of surplus is established, the effect is 
to prevent the distribution of so much wealth as dividends, but it remains a 
part of the general funds unless set aside in the form of a fund, as explained 
above. For purposes of bond redemption, funds are desirable, because the 
wealth represented by a reserve may not be in the necessary form when the 
redemption date arrives. 

Trust deeds usually provide instructions for the establishment of sinking 
funds for bond issues. Sometimes they provide that these shall be created 
out of profits. If so, this is accomplished by a charge to Surplus and a credit 
to Sinking Fund Reserve, or similar title. Retirement of bonds does not affect 
the reserve, which should then be transferred to Surplus. 

A true sinking fund must: 


1. Be in form of cash or securities. 

2. Accumulate at compound interest. 

3. Be established to pay at maturity a debt now owing or certain to be 
incurred. 


Tf the fund is employed to cancel bonds before maturity, it is a redemption 
fund. If the bonds are merely bought up and made a part of the fund, thus 
remaining as liabilities on the balance sheet, the fund remains a sinking fund. 

The Sinking Fund account should be charged with value of assets transferred 
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to it from general funds and with income derived from money already in the 
fund. It should be credited with amounts disbursed therefrom. 

Accounts descriptive of the form which the sinking fund takes may be desir- 
able, as, Sinking Fund Securities, Sinking Fund Cash, etc. Cash paid from the 
sinking fund for securities to be put into it is a charge to Sinking Fund Securities 
and a credit to Sinking Fund Cash. 

The Sinking Fund Income account should be credited with income in form of 
interest or dividends received from sinking fund securities, and charged when 
this is transferred to Profit and Loss or to the Sinking Fund Reserve account. 

The Sinking Fund Expense account should be charged with all expenses 
incurred in connection with the operation of the sinking fund, and credited when 
its balance is transferred to Profit and Loss or to the Sinking Fund Reserve 
account. 

Regulations of Interstate Commerce Commission regarding sinking fund 
accounts of railroad companies provide that these accounts shall include 
cash, ledger value of live securities of other companies, and other assets held by 
sinking fund trustees to pay off outstanding debts. Assets held in hands of 
accounting company’s treasurer when the assets are segregated under a distinct 
fund are to be included. Also amounts deposited with sinking fund trustees 
on account of mortgaged property sold, the proceeds of which are to be held 
for redemption of securities. Also par value of live securities issued or assumed 
by accounting company and held in such funds. A separate account is required 
for each fund, the title of which must designate the obligation in support of 
which the fund is created. 

Regarding sinking fund reserves, the Commission’s ruling is to the effect 
that the Sinking Fund Reserve account shall include net balances in accounts 
to which are credited definite appropriations of surplus, whether held in general 
funds or placed in hands of a trustee as a sinking fund or redemption fund. 
It also includes income accruing to such a fund. 

For a discussion of method of determining sinking fund annuities, see section 
on ‘‘Mathematics.”’ 

ENTRIES FOR SINKING FUND TRANSACTIONS. — The trustee may 
be an individual ora trust company. The trustee renders such reports as are 
necessary to enable the company to bring summary entries upon the books. 

Having determined the amount of the equal periodic instalments to be paid 
to the trustee of the sinking fund by principles explained elsewhere (see section on 
“‘Mathematics’’), the transfer of cash into the trustee’s hands is indicated 
by an entry charging Sinking Fund or the name of the trustee, and credit- 
ing Cash. Thus if the semiannual deposit with the trustee is to be $17,521.52, 
the entry is: 


SinkinesHund Tl custesinn mrss eta eerie iys $17,521.52 
QRS Ss eae ee ee ISL Sd sae Ce as $17,521.52 
For deposit of cash with trustee in accordance 
with deed of trust of 6% first mortgage 
sinking fund bonds due Jan. 1, 1932. 


Instead of title, ‘‘Sinking Fund Trustee,”’ other possible ones are: “Sinking 
Fund Cash,” ‘Sinking Fund of First Mortgage 6% Bonds of 1932,” “ Columbia 
Trust Co., Trustee,’’ etc. 

Interest earned by the sinking fund must be accounted for by the company 
which creates the fund. Assume trustee reports earnings semiannually on 
above fund. At end of 6 months his report shows earnings of $350.43. Upon 
receipt of report following entry is in order on company’s books: 
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Sinking Aun LrUsteomel sts cer eueritk sie once sene ie ere $350.43 
Sinkingakund Income ssseus wy cetae eater tor aera $350.43 
To record income earned on sinking fund in hands 
of trustee for 6 months ending.......... 


Ordinarily the sinking fund income will in turn be carried to Profit and Loss, 
although it may be credited directly to the Sinking Fund Reserve. Unless 
there is specific reason for doing otherwise, the former procedure should be 
followed. Unless there is definite provision in the trust deed, the sinking 
fund income may (a) be turned over to the corporation, (b) be added to the 
sinking fund, (c) be used to reduce amount of the succeeding instalment. 
In case of true sinking funds the income is added to the fund. If desirable 
to show monthly accruals of sinking fund income, this following entry may be 
made: 


Accrued Sinking Fund Income........................ $58.41 
Sinking umd ncomeys « ad eis. Se Ree $58.41 
To show accrued income on sinking fund for month i 
ENGINE Ie erat 2 


When income is received by the trustee, as shown by statement submittedr 
Accrued Sinking Fund Income is credited and Sinking Fund Trustee is charged+ 
If the trustee invests the funds in securities, an entry should be made as soon 
as report of transaction is received from trustee, charging Sinking Fund Invest- 
ments and crediting Sinking Fund Trustee for amount thus invested. As 
income is received on these investments and reported to the company, 
Sinking Fund Trustee is charged and Sinking Fund Income credited. 

If the trust deed specifies that the sinking fund reserve and the sinking fund 
must be kept equal, then for each accretion to the fund there must appear a 
credit to the reserve, while for each reduction of the fund there must appear 
an equivalent charge to the reserve. The Surplus account is charged or credited 
accordingly as the reserve is credited or charged. 

When sinking fund cash is employed to purchase company’s own securities, 
these may be either canceled or kept alive in the sinking fund. In former case 
the fund is a redemption fund; in the latter case it is a true sinking fund. If 
outstanding bonds are purchased for the sinking fund at a premium the premium 
is an expense which must be charged off at once or be amortized over remaining 


life of bonds. If a corporation buys $50,000 of its outstanding bonds at 105, 
the entry is: 


Sinkimoebnincdelaa vestments... eee suse een ee $50,000 
Premium on Sinking Fund Investment.............. 2,500 
SHuoitonses Tanexel Ani, Boye bus oa Udluob ee boas $52,500 


Under the federal income tax law of 1921, such premium above issuing price 
or face value is considered an expense of the year in which bonds are repurchased 
or retired. Similarly, if repurchased or retired at*less than issuing price or 
face value, the difference is regarded as income for the current year. For 
provision applicable in case of bonds issued at a premium or a discount, consult 
Treasury regulations. In order to conform with these requirements, many 
corporations write off such premiums in year securities are repurchased. 

The trustee must keep complete accounts for all transactions relating to the 
funds intrusted to him. These accounts must be in agreement with those of 
the corporation which he serves. The trustee acts in the capacity of a fiduciary, 
and the principles of fiduciary accounting apply. Accounts should be kept with 
Cash and Investments, preferably as many investment accounts as there are 
investments, When the trustee receives cash from the company, he charges 
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Cash and credits Sinking Fund or Bond Redemption Fund of so and so company. 
The charge to this account occurs when the bonds are redeemed or paid at 
maturity. If the trustee pays interest on outstanding bonds of ‘the company, 
he charges Cash and credits Interest Payable when money is received therefor 


from company. As the coupons are paid, Cash is credited and Interest Payable 
charged. 


ILLUSTRATIONS OF SINKING AND REDEMPTION FUNDS.—1. The 
Robert Gair Co. First Mortgage Gold 7’s, dated Jan. 1, 1922, due Jan. 1, 1936. 
Authorized, $6,000,000; outstanding $4,000,000. Redeemable on any interest 
date on 30 days’ notice at 110 and interest up to Jan. 1, 1923, and 146% less 
each year thereafter. Commencing May 1, 1923, an amount equal to 15% 
of net earnings of preceding calendar year, but not less than $150,000 annually, 
to be devoted to retirement by purchase or by call of these bonds at not over 
then existing redeemable price. Company has right to tender bonds of this 
issue at par, in lieu of cash to satisfy sinking fund requirements. Minimum 
annual sinking fund will be increased by an amount equal to 5% of any additional 
bonds issued. A 

2. The National Tube Co. First Mortgage Gold 5’s, dated May 1, 1912, 
due May 1, 1952. Authorized, $15,000,000; outstanding, $12,271,000. Re- 
deemable at 105 and interest on any interest date upon 6 weeks’ notice. 
Beginning May 1, 1916, 1% annually of all bonds issued to be applied to pur- 
chase or redemption of these bonds at not over 105 and interest. Bonds so 
redeemed to be kept alive and interest added to sinking fund. 

3. The Sinclair Pipe Line Co. 20-Year Sinking Fund Gold 5’s, dated Oct. 2, 
1922, due Oct. 1, 1942. Authorized, $25,000,000; outstanding $25,000,000. 
Within 3 months after Oct. 1, 1924, and within 3 months after each succeeding 
Apr. 1 and Oct. 1, respectively, the company will expend the sum of $425,000 
in the purchase in the open market of bonds of this issue, if obtainable at 
prices not exceeding face value thereof and accrued interest. If at expiration 
of any such 3 months’ period amount expended in purchase of bonds for such 
period shall be less than $425,000, company shall pay over to the trustee amount 
of such deficiency, if more than $10,000. Trustee shall invite tenders for sale 
of bonds at prices not exceeding face value thereof and accrued interest, and 
any unexpended balance shall be returned to company and carried on its books 
as a special reserve for retirement of bonds. From time to time thereafter, 
company will use its best efforts to purchase from such reserve as many bonds 
as possible, at not exceeding face value thereof and accrued interest, provided 
that in no case shall it be required to purchase in any one year from said reserve 
more than $1,000,000 aggregate principal amount. All bonds purchased in 
accordance with foregoing provisions shall be canceled by trustee and per- 
manently retired. The company may exceed its sinking fund obligation in 
any period and to that extent receive credit therefor in any subsequent period. 

4. Oregon & California R. R. Co. First Mortgage Sinking Fund Gold 5’s, 
dated July 1, 1887, due July 1, 1927. Authorized, $20,000,000; outstanding, 
$17,505,000. Net proceeds from sale of lands shall be applied to purchase of 
these bonds at not exceeding par; but in case they cannot be purchased at 
this figure, they shall be redeemed by lot as soon as the sum of $50,000 has 
accumulated. As of Dec. 31, 1921, there were held in fund $37,000 Southern 
Pacific Equipment A and B 414’s and $38,000 Southern Pacific First Refund- 
ing 4’s. 

5. American Can Co. 15-Year Debenture Sinking Fund Gold 5’s, date@ 
Feb. 1, 1913, due Feb. 1, 1927. Authorized, $15,000,000; outstanding, $9,655.- 
500. On or before May 1, 1914, and in each year thereafter, company must pay 
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to trustee $500,000 in cash, to be invested in bonds of this issue at not exceeding 
102% and accrued interest, or, if not so purchasable, to be used to call bonds by 
lot at that price. This will result in retirement of approximately $7,000,000 
bonds before maturity. All bonds acquired by sinking fund must be canceled. 

6. Anaconda Copper Mining Co. 10-Year Secured Gold 6’s, Series A, and 
7’s, Series B, dated Jan. 1, 1919, due Jan. 1,1928. Itis required that $1,500,000 
per annum, payable semiannually on Jan. 1 and July 1 each year beginning 
July 1, 1921, be used for purchase and retirement of such Series A and Series B 
bonds as may be tendered on most advantageous terms; to the extent that if 
bonds cannot be purchased at prices to yield 6% or more per annum, unex- 
pended moneys shall revert to company. 

7. Hershey Chocolate Corp. First Lien Gold 714’s, dated June 1, 1920, due 
June 1,1930. Authorized, $10,000,000; outstanding, $9,004,900. Itis required 
that $125,000 quarterly beginning Sept. 1, 1920, and in addition within 90 days 
after Dec. 31, 1920, a sum equal to amount, if any, by which 14 7/12% of net 
income for preceding year shall exceed sum of $250,000; and within 90 days 
after close of each year after the year 1920, a sum equal to the amount, if any, 

- by which 25% of net income of year preceding such payments shall exceed sum 
of $500,000, shall be applied to purchase of bonds at not exceeding current 
redemption prices. If on May 1 in any year unapplied moneys shall amount 
to $50,000 or more, same shall be applied to redemption of bonds on June 1 
next succeeding, at current redemption price. 

A study of foregoing provisions shows that it is now customary to make 
redemption of outstanding issues before maturity rather than to permit all 
sums paid into the fund to accumulate until the entire issue can be paid off im 
toto. There are five ways in which bonds may be redeemed: 


1. Through sinking fund at maturity. 

2. Serially. 

3. Conversion into stock. 

4. Called in for redemption before maturity. 
5. Refunding at maturity. 


REDEMPTION THROUGH SINKING FUND.—‘Strictly speaking, a 
sinking fund is one employed to pay off bonds at maturity. In practice this 
use of the term is departed from. When bonds are paid out of sinking fund 
at maturity, entries required are comparatively simple. When notice is received 
from trustee to effect that all investments have been converted into cash in 
preparation for liquidation of indebtedness, charge Sinking Fund Cash and 
credit Sinking Fund Investment. When bonds are paid off by trustee, charge 
Bonds and credit Sinking Fund Cash. If a Sinking Fund Reserve account has 
been set up, it should now be closed into Surplus., 


SERIAL REDEMPTION.—Serial bonds are usually redeemed in fixed sums 
each year but frequently with a proviso that later maturities may be redeemed 
upon certain conditions. 

Illustration.—Fisher Body Corp. 6% Serial Gold Notes, due $1,000,000 
each Aug. 1, 1923 to 1925. Redeemable as a whole or in series (in which latter 
case the series first maturing must be first redeemed) on any interest date 
upon 60 days’ notice, at following prices with accrued interest: 10114 for 
notes then having 2 years or more, but less than 3 years to run; 101 for notes 
then having 1 year or more, but less than 2 years to run; 100% for notes then 
having less than 1 year to run. 

If redeemed at par, charge Serial Bonds and credit Cash., If redeemed at a 
premium, credit Cash and charge Serial Bonds and Premium on Serial Bonds. 
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CONVERSION.—A convertible bond is one which can be converted into 
other securities of the issuing corporation. Usually such bonds are convertible 
into commen stock, and are thus given speculative flavor. 

Illustration.—Cerro de Pasco Copper Corp. 10-Year Convertible Gold 8's 
are convertible into stock of the corporation at rate of 30 shares stock for each 
$1,000 bond, equivalent to a price of $33 1/3 per share of stock. Should bonds 
be called for redemption, convertible clause remains in force to and including 
redemption date. Where such privilege exists provision must be made so that 
sufficient authorized but unissued stock will be in existence to make the con- 
version should the bondholders demand it. At time of conversion charge 
Convertible Bonds and credit Unissued Capital Stock. 


CALLING FOR REDEMPTION.—Many bond issues floated in recent years 
are made callable for redemption because of the high interest rate necessitated 
by abnormal war conditions, at which they were put out. 

Illustration.—Cerro de Pasco Copper Corp. 10 Year Convertible Gold 8’s, 
dated Jan. 1, 1921, due Jan. 1, 1931, are redeemable at 105 and interest on any 
interest date, upon 60 days’ notice. Armour & Co. 7% Convertible Gold 
Notes, dated July 15, 1920, due July 15, 1930, are redeemable at 105 and interest 
upon 60 days’ notice. Where collateral trust bonds are redeemed and pledged 
collateral is released, an entry should be made charging Investments and 
erediting Pledged Investments. 


REFUNDING AT MATURITY.—No special problems arise. Sufficient 
cash should be on hand in sinking fund to liquidate issue. If not, a transfer of 
cash to trustee sufficient to make full payment should be made. 


SINKING FUND ILLUSTRATED —A company issues 20-year sinking 
fund bonds on Jan. 1, 1919, bearing 6% interest, payable semiannually, Jan. 1 
and July 1. Trust deed requires yearly contributions to a sinking fund which 
are to accumulate at compound interest. Bonds sell at a premium. Show 
pro forma journal entries on following dates: 


Jan. 1, 1919 Jan. 1, 1920 
July 1, 1919 Jan. 1, 1939 
Jan. 1, 1919 
(CES AUS oheca cee apcarcana. den tone Hite ave elena beatae gss 
iste LODicarorbOncd sae ae eit a eee Bias cer 
(Premium ons Bonds, eee rere. GAMMe aN ne ace 


For sale of 20-year first mortgage bonds bearing 
interest at 6%, due Jan. 1, 1939, interest payable 
semiannually. 


July 1, 1919 


One-fortieth of premium on bonds applicable to 
interest. 
viterestions Bonds sateen, Le en feet ae! cee Sy ihigs a 
Casi yet CHAO Ts pane BMA LGR Re Meme Ber as, tar tae 
For interest on bonds, due July 1, 1919. 


Jan. L, 1920 
PLOT TUMUOUL ES ON Conv ar neta, Aor «iain ctecceetivin as B cela 
Untereston BD OMd emer ee. deesus sun, snacyisy.ctessiwe Bikers x5.0 
One-fortieth of premium on bonds applicable to 
interest. 
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GaSHeas), OHS eat a RE Sr eee te ee Di wires 
For interest on bonds due Jan. 1, 1920. 


Surplus stones fens Se ose tae eae Cmaps s Tera Gineo soe 
Sinking Fund Reserve........2..-+--++-++20:: Soares are 
To reserve surplus for sinking fund. 
Sinkung Hund vlrustecs santo os siya elewtertbers pees acl te Or seeks 
(BET hice AR Bas rere Paice ie aT A ES Ae ere oe $ 
For yearly payment to sinking fund trustees as per 
trust deed. 


Jan. 1, 1939 
Promiun.0n; BOnds:s 4rd areh le Sex ets ening Plo sdA Gee he s sont: herein 
Interest ondieondsssiesai sitter an hes -toth paetbtrnaetons Sats 
One-fortieth of premium on bonds applicable to 
interest. 


a ipa) (EVI. ne GEA cap et iced uPiPaeee OSI i> Ci nasi Cnt At ae 
Sinking Fund’ Reserve........5.0.+2-++ 00st eee $ 
To reserve surplus for sinking fund. 


seeeco 


Sinking: Hund) rusteese ce aur sa. see cre erateenneerseatets ue bar 
(ONT: eee eT MECH Co co ew tao o BS acaatec 
For yearly payment to sinking fund trustees as per 
trust deed. 


rnin Moses’ IBYONNOR|.  A che HOA Gee Me Do ocdoua kee aaa 4 Seye WER 
Sinkines Mund: dirusteesicneenstise sci meserressena rae $ 
For retirement of 20-year 6% first mortgage bonds, 
due this day. 


i 


Sinkanea bunds reserve mars sevice Grice = are dtererl ats cers Gre 
Sturpluisy: Me a Aen ieee See eantmetetcde ahetet sts $ 
To transfer Sinking ‘Fund Reserve to Surplus 
upon retirement of bonds. 


Partnership Incorporated 


OBJECTS OF INCORPORATION.—Partnerships are incorporated for 
various reasons, chief among which are the limited liability thus secured and 
the possibility of expansion through’sale of capital stock. 


PROCEDURE.—Before transferring assets to. corporation it is necessary 
to make a valuation of them, in order that the partners will secure a fair interest 
in the corporation. Good-will is an item of importance and one which may 
have been given no value on books of partnership. The valuation placed on 
partners’ assets should not be so great as to militate against future welfare 
by making disposition of stock to outsiders difficult. Value of good-will should 
be based on excess earning power of partnership. (See section on ‘‘Good- 
Will.”’) Roughly, good-will value can be determined by capitalizing earnings 
on a percentage which represents the normal return stockholders would expect 
to receive in such an enterprise. If partnership earns 15% on capital of partners 
and the public secures 6% on money invested in stocks of companies doing 
a similar business and affording equivalent security, the difference between 
15% and 6%, or 9%, represents earning power of good-will. Thus if profits of 
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partnership amount to $15,000 on partners’ combined capital accounts of 
$100,000, the difference between $100,000 and the capitalization of $15,000 on 
a 6% basis, or $250,000, gives value of good-will, $150,000. Having ascertained 
value of good-will, make an entry in books of partnership charging Good-Will 
and crediting Capital account of partners with their due proportions thereof. 

Capitalization of company which is to supersede the partnership must be 
dete: mined on basis of present and future requirements. 

If old books are continued, such alterations must be made as are necessary 
to the corporation. The partners’ accounts should be closed and such accounts 
opened as are peculiar to corporation accounting. 

Illustration—Balance sheet of Johnson & Thorpe, after adjustment for 
good-will, is as follows: ; 


Balance Sheet—Johnson & Thorpe 
As at January 1, 19— 


Realslistate: (genswc eerie. © $27,000 | Johnson, Capital........... $45,000 
ES OOG=VW 1112 ae Naame, awe | 25,000") Thorpe, Capital) ..ses40seu 30,000 
Wilerchandisene..2-...2..+-.- 6,000 | Accounts Payable.......... 6,000 
Accounts Receivable....... 16,000 
PASH eee neta see 7,000 


$81,000 $81,000 


This balance sheet shows net worth at figure at which partners are willing to 

make the exchange for stock. The corporation, to be called the Johnson- 

Thorpe Co., is to have an authorized capital stock of $100,000, of which $75,000 

is to be given to the old partners—$45,000 to Johnson and $30,000 to Thorpe. 
A formal entry for capital stock authorized is: 


missuedi@apitaluStoclaenmer. 0) 6..s.2 bee ok $100,000 
Capital Stock Authorized.................. $100,000 
For total capital stock authorized, as per charter. 


Johnson and Thorpe are next charged as subscribers, thus: 


Subseribers:etevas ah cores) selspydenesiie.ae od) ere $ 75,000 
Unissuedi@apital Stock. .ee. ee $ 75,000 


Next an entry is necessary to charge the partners’ Capital accounts and credit 
Subscribers account, thus: 


Nohnson, (Canale scat etnias Drolet ine tir $ 45,000 
EBNOrpe Oa plva tame a eee anne. Seri 30,000 
SUDECLIDCI Sw ta rate Eee int weer mee $ 75,000 


To close Capital accounts against subscriptions. 

If additional unissued stock is sold, suitable entries are required to show this, 
but these are no different than those explained elsewhere. 

If new books are to be used by the corporation, all accounts in the old books 
must be closed and all assets and liabilities transferred to the new ledger. 
In the books of the partnership the Johnson-Thorpe Co. should be charged 
with value of assets taken over and credited with amount of liabilities assumed, 
thus: 
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Johnson=GhorpesC.os. hes Sane enaee AE Teen etek as $81,000 
Real Estates ..... Gusts ies (CELL datas See $27,000 
Goods Willies ered eS oe CE Ue ate i Aes 25,006 
Meerchandiseiavcstaane ta shee op nee aaal ter ees 6,000 
Accounts Receivable. tsi ieee ee eleereent ee 16,000 
WASH. 2.0) Siete cures? AS Se UP SCRE 7,000 


To charge the Johnson-Thorpe Co. for value of 
assets of firm of Johnson & Thorpe as per conditions 
of agreement made between Johnson & Thorpe and 
the Johnson-Thorpe Co., which latter is to take 
over the assets and assume the liabilities of the firm 
of Johnson & Thorpe. 


Accounts: Payablejonnt® 4 pocadarwnmen-Goneine .- $ 6,000 
Johnson= hore; @ory. uxt eee ae eee eee $ 6,000 
To eredit the Johnson-Thorpe Co. with the liabil- 
ities of the firm of Johnson & Thorpe, these accounts 
being assumed by the Johnson-Thorpe Co. as per 
agreement. 


Johnson-Thorpe Co. now stands charged on books of Johnson & Thorpe for 
$75,000. This is the amount of stock of the Johnson-Thorpe Co. subscribed 
by the partners, Johnson & Thorpe. Upon receipt of stock by Johnson & 
Thorpe, following journal entry is made: 


Capital Stock of Johnson-Thorpe Co................ $75,000 
DOHNSONS ENOL Or © Oumar ee tee eee ese ees $75,000 
To charge capital stock of the Johnson-Thorpe Co. 
for amount received, $75,000, this being the con- 
sideration for which Johnson and Thorpe agree to 
sell their interest to the Johnson-Thorpe Co. 


The following entry closes the accounts now remaining open on-the books of 
Johnson & Thorpe: 


Wa pibalad OhNSOTsh ye aed tere ioe terete eecceas cnr ee $45,000 
Capital Ch orpet Nees sate cot een een eee ea eae eee amen 30,000 
Capital Stock of Johnson-Thorpe Co.......... $75,000 


In books of Johnson-Thorpe Co. entry should be made to charge assets taken 
over from Johnson & Thorpe, to credit Subscribers account, assuming that this 
account has been opened, and to credit liabilities assumed, as follows: 


Reali Bis tate <raseenciot..nb out e nade tee FRO SSID. Cube Oa $27,000 

Good= Wall: Wer Fee Sepa ee i.osh tae ue tein rte eater tere ee a ge 25,000 

Merchandises, Seven. ie ee Peet ee ee 6,000 

Accounts Receiviablercrs . starter tine roars aorta 16,000 

@ashyseg ht: aba Ge Se ee ee A SEI ee 7,000 
Subseézibers:: 2. centre ae eas el eee $75,000 


ever weld nye (tae ate AD Sh Re tm 6,000 
To bring upon books assets purchased from Johnson 

& Thorpe, to credit liabilities of Johnson & Thorpe 

assumed, and to credit Subscribers account with 

excess of assets purchased over liabilities assumed. 


Trial balance of ledger of Johnson-Thorpe Co. follows: 
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Trial Balance—Johnson-Thorpe Co. 


| S1CSfeT LET D7 Re eg a eee $27,000 | Capital Stock.............. $75, 000 
POOR WU Soy cee hc Aesth Ms 25,000 | Accounts Payable.......... 6,006 
ByPerCHanGise. ad see hay. wee ke 6,000 3 
Accounts Receivable......... 16,000 
DRA IAOSS sR ee 7,000 

$81,000 $81,000 


This Agreement for Incorporation made this 28th day of April, 19—, by and 
between Robert Lowell, Walter F. Mason, and Norman Lowell, copartners in 
the manufacture and sale of chemicals and chemical supplies in the city of 
Chicago, under the firm name of Lowell, Mason & Company, and Nelson G. 
Oliver and George Dickson, copartners in the manufacture of chemicals, also 
in the city of Chicago, under the firm name of Oliver & Dickgon. 

Witnesseth: 

1. That the business heretofore conducted by each of the above-named firms 
shall be amalgamated and incorporated under the laws of the State of Illinois 
as the Lowell-Mason Chemical Company. 

2. That the capital stock of said corporation shall be Five Million Dollars 
($5,000,000), consisting of Three Million Dollars ($3,000,000) of common stock, 
being 30,000 shares of the par value of One Hundred Dollars ($100) each, and 
Two Million Dollars ($2,000,000) of seven per cent (7%) cumulative preferred 
stock, being 20,000 shares of the par value of One Hundred Dollars ($100) 
each. Three Million Dollars ($3,000,000) of the common stock, being the 
entire issue thereof, and One Million Dollars ($1,000,000) of the preferred 
stock, is to be issued full-paid in exchange for the said businesses as going con- 
cerns as hereinafter stated, including all of their assets, credits, trade-names, 
formulas, and good-will, and said incorporated company shall assume all of 
the outstanding liabilities of the said firms as existing at the time of transfer 
on the date of final organization. 

3. That the stock of the said corporation shall be issued full-paid as follows: 
To the aforesaid firm of Lowell, Mason & Company, One Million, Five Hundred 
Thousand Dollars ($1,500,000) of common stock and Five Hundred Thousand 
Dollars ($500,000) of preferred stock, distributed to the partners as follows: 


Robert Lowell, 7,500 shares common and 2,500 shares preferred 
Walter F. Mason, 6,000 ‘ Be 2,000 ee oe 
Norman Lowell, 1500) = # ke 500 ‘“ oe 


To the aforesaid firm of Oliver & Dickson, One Million, Five Hundred Thou- 
sand Dollars ($1,500,000) of common stock and Five Hundred Thousand Dollars 
($500,000) of preferred stock, divided equally between the partners. 

The remaining stock, being One Million Dollars ($1,000,000) of preferred 
stock, is to be underwritten by Baker, Wilson & Shaw, bankers, at 95 (5% 
commission), a contract to that effect having already been executed. 

4. And it is covenanted and agreed that Two Hundred Thousand Dollars 
($200,000) of common stock shall be returned by the aforesaid contracting 
parties to the corporation, One Hundred Thousand Dollars ($100,000) from 
each firm, to be treasury stock and to be given to the said bankers free of charge 
as a bonus with the One Million Dollars ($1,000,000) of preferred stock subscribed 


by them. 


Form 8. Agreement for Incorporation 
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TWO PARTNERSHIPS INCORPORATED.—Two Chicago partnerships 
are to be incorporated, entire business of each being transferred to a corporation. 
In Illinois entire capital stock must be subscribed and one-half paid up before 
company can begin operations; therefore partnership agreements to take stock 
appear in application for charter. Actual transfer of partnership assets and 
liabilities to the corporation is not made until latter is completely organized 
and ready to make contracts. Transfer to corporate form does not require 
any change in established policy of management or in method of keeping books, 
except in so far as capital accounts must be altered. Preliminary agreement 
for incorporation is shown in Form 8. 

Preferred stock for $1,000,000 is underwritten by bankers who agree to take 
entire block at 95. The $50,000 difference between par and 95 is a selling 
expense. Bonus of treasury stock given bankers may be entered on books, 
as shown later, or be transferred from stockholders to bankers or to new pur- 
chasers without being entered on books. Bankers frequently turn over check to 
company in full payment for stock underwritten and receive in return a check for 
difference between this amount and underwritten price, this amount being 
charged to Commissions or Underwriting Expense. In present case 50% of 
par value of underwritten stock ($500,000) is paid at the time, and a check for 
$25,000 (5% commission on 50% of underwritten stock) is given. Remainder 
of underwriters’ subscription will be paid later. 

Balance sheets of the two partnerships, Lowell, Mason & Co. and Oliver & 
Dickson, as of May 1, 19—, before incorporation, are given below. These 
statements and data from incorporation agreement form basis for opening 
entries on books of new company. 


Lowell, Mason & Company 
Balance Sheet as at May 1, 19— 


Assets Liabilities 

1 DFE S010 Ns i ea re cat eee rer $ 100,000 | Mortgage Payable....... $ 100,000 
Building ate yi cce toerc b 150,000 | Interest Accrued........ 2,500 
Machinery and Tools..... 115,000 | Notes Payable.......... 40,000 
Patents and Patterns..... 72,800 ; Interest Accrued........ 1,500 
Trucks and Motors....... 25,000 | Accounts Payable....... 30,250 
Fuel and Supplies........ 12,400 | Accrued Taxes.......... 6,500 
Rawa Materiales... $20 52,800 | Reserve Accounts: 
Works 1a rocessiacm sre asi 57,300 For Depreciation...... 12,000 
Pinished Stocks. eines ae 44,900 For Bad Debts........ 2,200 
Deferred Charges to Oper- Capital Accounts: 

SUELD Dys, pI ov itt es Sah hs 9,250 Robert Lowell $500, 000 
Investments in Stocks and Walter F. Mason, 

Bonds ei wie oa 143,700 400,000 
Notes Receivable......... 142,000 Norman Lowell 100,000 1,000,000 
Accounts Receivable...... 174,800 a 
RVASI cectstce nti eee 95,000 


$1,194,950 $1,194,950 
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Oliver & Dickson 
Balance Sheet as at May 1, 19— 


Assets Liabilities 

Breasehold... ta yee ect ee $ 156,000 | Notes Payable (Secured).$ 126,000 
Machinery and Tools..... 85,000 | Accounts Payable....... 136,300 
Delivery Equipment...... 30,000 | Interest Accrued........ 1,600 
Fuel and Supplies........ 9,400 | Accrued Operating 
Patents and Patterns..... 122,000 Changeset aos: 10,700 
aw: Material. weve este 75,100 | Capital Accounts: 
Work in Process......... 80,900 Nelson G. Oliver, 
Huntshed Stoekns: <4. rac 198,000 $500,000 
Deferred Charges........ 12,300 George Dickson, 
Bonds and Securities. .... 150,000 500,000 1,000,000 
Accounts Receivable, Net aan ae 

(book value $223,000)... 221,500 
AO ABI). oh. ei etecrs orcas 134,400 

$1,274,600 $1,274,600 


Opening entries for new company should record correctly and in due sequence 
various transactions involved in incorporation of the company and in transfer- 
ring to it, in exchange for capital stock, entire plant, business, and net assets of 
each firm. : 


May 1, 19— 
LowellMiMasonrcsiCoicuaeaecs omaacae use rate ties $2,000, 000 
Olivert&s Dickson eek cre ei! caste oe tee ees 2,000,000 
BalcersaWialsonuceoWaWiererekeiiseus curt etal 1,000,000 
W@OmmMOn SOC Kreps va Leeming tach $3,000,000 
Iereterreds ss bOG kocsis narrate gratin at oie 2,000,000 


The Lowell-Mason Chemical Co. is incor- 
porated this day under the laws of Illinois, 
with a capital stock of $5,000,000, divided into 
30,000 shares of common stock of the par 
value of $100 each, and 20,000 shares of 7% 
cumulative preferred stock of the par value 
of $100 each. From the firms above 
debited, subscriptions have been received 
for the entire common and preferred stock 
of the company, the distribution of this 
stock, as per agreement for incorporation, 
the subscription list, and the certificate 
of incorporation, being as follows: 


Shares 
Name Common _ Preferred 
Roberti Wowells.. .2...-. 7,500 2,500 
Walter F. Mason....... 6,000 2,000 
Norman Lowell......... 1,500 500 


Nelson G. Oliver........ 7,500 2,500 
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George Dickson........ 7,500 2,500 
Baker, Wilson & Shaw... ...... 10,000 
Motale <a cases 30,000 20,000 
a OE ac Baines SRNR aoe Ste re, ae ae eS 
TB Ul GT Sx pon dare ete tavcastedisr al or «eG sar esiey aso ee 
Machinery. an Gok COOLS, meee aiaeeise iar ie 
acenterand. ba teerns: ervaas eae wep siete talc 
MUU CkS andi VlOtOUS ner. aie Mean ate sient oe rere 
HUCIEAMI GSU DIES ata rarete Coparedekena a demores other or a cae 
Ra walVLatert allisesrs sieve ccrsioess. aces. ote el isle acueioy 
VVOE KE tiny (PT OCESS acy aysysvcvensio.eterarcie act Stotees. tani heserci< 
INTIS EC SLOCK Gna: Mnssaneians chess oka cieueictots ierteerors 
Deferred Charges to Operating............. re 
Investments in Stocks and Bonds............. 
NOLES RVCCeLVa DIOR, s<,s%s) cessroks. oreo satathoneeketerears 
Accounts Recelvyallleia. jester ieaeucs tensive tetreceicr ors 
(OE) Ne reine Mic ioss CAME eae Rime Oe Ee 
GOOD SWAN so vkions suet nyse. & sees sucrose RE PR 
Wortrage Payable) ems tines cme ser 
InterestiAcerued 4, 2a nines cee eae meee 
NotessPayableanc dyecsdecuterseteee ke bere 
‘Accounts Payable tas serie een fre 
Accrued) axes tun. pein: jous-tywe crdunicae Rartacctioie 
Reserve for Depreciation.............. 
Reserve for Bad Debts 728008. 6. sae nee 
Lowell, Mason & Company............ 
To record in the ledger the various specific 
assets and liabilities turned over by Lowell, 
Mason & Co. as a going concern, in full 
payment of stock subscriptions to 15,000 
shares of common and 5,000 shares of pre- 
ferred stock of the company, as per agree- 
ment for incorporation. (See minute book, 
page 5.) All right, title, and interest in the 
assets of Lowell, Mason & Co. are conveyed 
to the Lowell-Mason Chemical Co., and all 
liabilities of that firm are assumed by the 
Lowell-Mason Chemical Co., as per agree- 
ment for incorporation. 
Heaseholdls vec c1 Cee ne nse h sae aa Aaa 
Machinerycand tools estat a een ie 


Delivery: Paulpmventmenna sarees oe ete 
J norellenave Soho bc Bade a bewoe bon horas eee 


Finished Stocion: . 10 GO ore oe 
Deferred: Charges)... ANNE In Oe ee eee 
Bonds-and Securities: amen octet a eee nee 
‘Accounts Receivable........... MN Fes: aie get 


$ 100,000 
150,000 
115,000 

72,800 
25,000 
12,400 
52,800 
57,300 
44,900 
9,250 
143,700 
142,000 
174,800 
95,000 
1,000,000 


85,000 
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$ 100,000 
4,000 
40,000 
30,250 
6,500 
12,000 
2,200 
2,000,000 
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Casht sr ay SAUD) Sam .. erie 2 sere ot! 134,400 

GOOG= Will Hae eee shake. LAT Eee, I 1,000,000 
Notes Payable (Secured)..............- $ 126,000 
ACCOUNTS CAV ADLG cen cmts Bicones iiecterostnene 136,300 
mperest A CErued ssc. cae. el asa eee hee 1,600 
Reserve tor bad. Debts'cn snc cicn sce 1,500 
Accrued Operating Charges............ 10,700 
Oliver CaDIOKS ONE te mnt thie fret nn Se 2,000,900 


To record the specific assets and liabilities 
turned over by Oliver & Dickson, taken by 
this company as a going concern, as per 
agreement for incorporation. (See minute 
book, page 5.) 


Entries for payment by underwriters showing commission and turning over 
of donated stock follow: 


@ash?..: FRM RUE SS ce Sick ah ineixteo ae Pe $500,000 
Baker Wilson) Shaw ae orien net exten ane $500,000 
Payment of 50% of subscription of Baker, Wilson 
«& Shaw, underwriters, to $1,000,000 of preferred 
stock. 


Organization (Hx pensene assis: « olor swine eiaietetra dec $ 31,000 
Cash, ive tridettee: < nzed. osc clei sieves $ 31,000 
By order of the Directors for payment of various 
expenses incurred during the incorporation of the 
company, including 5% commission to Baker, 
Wilson & Shaw on $500,000 of stock subscription. 
(Give items in detail.) 


‘Lreasury stock —CommOn vo -0+00rs-0 avs ate Serenata $200,000 
Stock Donation ACCOUMb wie. cio iae teeters scse-0re $200,000 


2,000 shares of common stock donated to the 
company in accordance with the agreement for 
incorporation, as follows: 


Wowelles Wiasonees COnscte aisle ee + 1,000 shares 
Oliver*CuDicksOn ne tee caiees eeu 1 OO Oman 
Stocks DongulonsAGcOUntsas. + acceso. an rater $200, 000 
Treasury Stock—Common................. $200,000 


For the bonus of 2,000 shares of common stock 
transferred to Baker, Wilson & Shaw as per 
underwriting contract, being one share of common 
stock for every five of preferred stock under- 
written. This stock has been donated by the 
incorporators and is full-paid and non-assessable. 


Method of closing partnership books is illustrated in detail by closing 
entries for Lowell, Mason & Co. Somewhat different procedure is shown in 
condensed form for Oliver & Dickson. Frequently old books are retained. 
In present instance new books are opened, consequently all asset and liability 
accounts must be closed on partnership books and balances transferred to cor- 
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poration’s accounts. Each firm is allowed $1,000,000 for good-will. The 
two firms receive stock of new company in exchange for assets. This is in 
turn given to the former partners as per agreement. Entries to close accounts 
of Lowell, Mason & Co. are shown below: 


May I, 19— 
ELSE EN RISTLLE sopeBeis Sees AME ool Dewi eer erred Uy pes $1,000,000 
Roberto well. cososckes meme cei ee acre $ 500,000 
WraltersbemViason tap sees cna cane 400,000 
iINorman Lowellte eee ne eho eee 100,000 


To place upon the books good-will of $1,000,- 
000 in accordance with agreement for incor- 
poration of the Lowell-Mason Chemical Co. 
entered into April 28, 19—. Good-Will 
apportioned according to the partners’ 


holdings. 
TowellaNiasonc@hemical Co. a;,.6ce eer eerie $2,194,950 
1 Deis Reet een wt rN SR 6 SC $ 100,000 
Buildings .enti@s .nmietli Ip. noiiaimeine + 150,000 
Machinery and loolss. ANIM be ttle tele 115,000 
IRatemts an Gaba veers arene aie csnarerorer 72,800 
Mrinekspa mcd WiObOrs ercnepe sister terareeierer siete 25,000 
Eurelande supplies. acca «nim atiside oe est. 12,400 
evel Vitoria. tecsinia dares tof cer tetera cre ere 52,800 
IWiorksing ProCessisicy eo cc uses mrsieest srs ca rereraccelge 57,300 
MinishedsStOck we wtar cucsettres coun evans ere 44,900 
Deferred Charges to Operating......... 9,250 
Investments in Stocks and Bonds....... 143,700 
INGtessRieceivia bl emipaeri sist eesti per 142,000 
INccounts, Receivables. cccuucen oodles 174,800 
Gash. 4 vicodin FIORE AY 95,000 
Good=Willesaey andere So enreaers 1,000,000 


Plant, good-will, and sundry assets turned 
over to the Lowell-Mason Chemical Co.{fin 
exchange for $2,000,000 par value of stock 
of that Company as per agreement for 


incorporation. 
Mortgage Payables iene anual seta eins ettecote sacieten. $ 100,000 
IN GUEST AWB DLO MMR eel aussie tls! netohaiter sl vorcusr a setae 40,000 
Interest, Accrued aamunie. Greate teks. tie eectalehar ila. 4,000 
Accounts Paya blower misc. Wtelee ie Weiler: exert 30,250 
Accrued Taxed. .tccsttieit a errata trite Mesias gets 6,500 
Reserve for Depreciationx w.5. face suee tae ees 12,000 
Reserve tor Bad Debts einen ones ee otek 2,200 
Lowell-Mason Chemical Co.. these $ 194,950 


To close accounts and ae to een: 
Mason Chemical Co. all of the liabilities of 
this firm, as per agreement for incorporation. 


Only accounts now remaining open on books of Lowell, Mason & Co. are 
partners’ Capital accounts and debit against Lowell-Mason Chemical Co. 
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When required amount of stock of this company is received and distributed 
to former partners, following entries are made on books of Lowell, Mason & Co. 


Stock of Lowell-Mason Chemical Co........... $2,000,000 
Lowell-Mason Chemical Co............ $2,000,000 
For 20,000 shares of stock of Lowell-Mason 
Chemical Co. received today in full payment 
for net assets shown in the previous entries. 
The stock is issued in the partners’ names 


as follows: 
Shares 
Com-__ Pre- Par 
Names mon ferred Value 


Robert Lowell... 7,500 2,500 $1,000,000 
Walter F. Mason 6,000 2,000 800, 000 
Norman Lowell... 1,500 500 200,000 


Dotalis cA" 15,000 5,000 $2,000,000 
RobertsLowelli eer .ss/ hyo -poxgerocnands QE ate kaon $1,000,000 
Walter Boy Masonk cnrews.cij mes wis eke SIR: DORs 800,000 
Norman owes sycists sion oe = .cchs Ther eae 200,000 
Stock of Lowell-Mason Chemical Co..... $2,000,000 


For distribution of the above-mentioned 
stock to the partners, and to close the 
Capital accounts of the firm. 


A different plan of closing partnership books is shown in following entries 
for Oliver & Dickson. 


Good= Willie yest is vias ace chore At as sexier aecereees $1,000,000 
IN GISONAG RO Nivel pr caue ctemeersgucis iitersian: $ 500,000 
GEOrges DICKSON cr wee oc asehetere canis oars 500, 000 
(Full explanation here.) 
Lowell-Mason Chemical Co................00. $2,000,000 
Sundry Liabilities (listed separately)............ 276,100 
Good-Will and Sundry Other Assets 
(USTCORSCDUMGLOU)) eens tee einen ae $2,276,100 
(Full explanation here for transfer of all assets and liabilities.) 
INelsonuG= Oliivets Mie Oe Aden eee Se nate $1,000, 000 
Géorge. Dicksonmeeee | eR oe 1,000,000 
Lowell-Mason Chemical Co............ $2,000,000 


To close Capital accounts of the partners 
upon distribution to them of stock of the 
Lowell-Mason Chemical Co.: 


Shares 
Name Common Preferred 
Nelson G. Oliver...... 7,500 2,500 
George Dickson....... 7,500 2,500 
OUI, faucet ae 15,000 5,000 


Balance sheet of new company is as follows: 


280 CORPORATIONS (See. 4 


Lowell-Mason Chemical Company 
Balance Sheet as at May 1, 19— 


Assets Liabilities 

i AVLCis aire nsuere ave ade eheie aheroe $ 100,000 | Mortgage Payable....... $ 100,000 
BUuGINgGSA oe ace G Ae 150,000 | Notes Payable.......... 166,000 
Machinery and Tools..... 200,000 | Accounts Payable....... 166,550 
Patents and Patterns..... 194,800 | Interest Accrued........ 5,600 
MeAsehol dicta iie: tetetmennts 156,000 | Accrued Taxes and 
Trucks and Motors....... 25,000 (Charves tenance oie 17,200 
Delivery Equipment...... 30,000 | Reserve Accounts: 
Fuel and Supplies........ 21,800 For Depreciation...... 12,000 
Raw ivlaterialis arcs sich « 127,900 Hor Bag Debts tyes. 3,700 
Work-in Process........-- 138,200 | Capital Stock: 
Hinished'Stock: 2. .....-« 242,900 (Cervo wane Soe s 3,000,000 
Deferred Charges to Preferred, 7% Cumu- 

Operatingae sans siete 21,550 IEIVG ip elec clowie ees 25000;000) 
Investments......... s0ce) “PMS a7 
Notes Receivable......... 142,000 
Accounts Receivable...... 397,800 
Gash. auc cin ete telone ee 698 , 400 


Subscriptions to Stock.... 500, 000 
Organization Expenses.... 31,000 
Good=Will Passe sieteletersiers«'s 2,000,000 


$5,471,050 $5,471,050 


Proprietorship Incorporated 


PROCEDURE.—C. W. Hampton, in the wholesale and retail mercantile 
business, incorporated as of May 9, 19—, under name of Hampton Trading 
Corp., capital stock $250,000, shares 2,500, of par value of $100 each. 

Charles W. Hampton 


Balance Sheet, as at May 1, 19— 


Assets : Liabilities 
a eats ld heaeet outlet CORE a ae $ 30,000 | Mortgage on Warehouse... $ 25,000 
Store and Warehouse...... 50,000 | Loans from Bank......... 10,000 
Store Equipment.......... $,.500 | Notes Payable. Went a2: . 7S FOO 
Delivery Equipment....... 9,000 | Accounts Payable........ 22,800 
Office Equipment......... 4,400 SSS 
Merchant cident re: 46,300 Total Liabilities........ Seay SO) 

Accounts Receivable....... 16,400 Charles W. Hampton, 
NotesuReccivablosas aan 9,350 Capital Account........ 105,140 

Cashin rtrd sar eter 6,740 
$180,690 $180, 696 
The shares have been subscribed for as follows: 

Name Address Shares Amount 
Charles W.-Hamptont ssa cee New York City 1,250 $125,000 


Sane! JohnsOnien see one ete 500 50,000 
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ames. Millétan daseerad mobtosye ene’ New York City 500 50,006 
in COln,? Wiebstensc sant wtlbo esse oe ae Albany, New York 100 10,000 
EVODOUL PV ic NOSbOL. daiaiistc mcisk ats tiaras ‘i 100 10,000 


Hampton is to receive 1,250 shares of full-paid stock in exchange for his 
business, including assets and liabilities as per balance sheet. Subscribers 
are to pay 50% on subscriptions when business is taken over, and remainder 
on Aug. 9. Good-Will is to be brought in at $19,860, which is excess of capital 
stock paid, $125,000, over Hampton’s net worth, $105,140, as shown per balance 
sheet. The opening entry is as follows: 


May 9, 19— 
GharlesuwW bam torte trots scott e otc eteue oder alak $125,000 
Samucelmohusons se watt Abc. eee Cen ne 50,000 
Rares Iie WEM LSTA r Se Pte ater. ee oe ciate ecotatetev ol Memierete te 50, 000 
PAN Coliy’ Wie Water aerate sce estar era's a eretaromen alee arettetce ener 10,000 
RobentuWeelGes tera cet. rete: stan aeteter rarer nator ere torolts canoe 10,000 
LOB aW Sib E10 Lue HOC) ONE ha, an RTA naa RNC aoe 5,000 
Capital! Stolen: (Ree ena ions Pheer. $250,000 


Hampton Trading Corp. incorporated with an 
authorized capital of $250,000, divided into 2,500 
shares of $100 each, subscribed for as follows: 


@harles We Hampton] ....).0cmeue00 1,250 shares 
Samuel Johnson's. qmaies fe-ent lie 500 mes 
Jamesi Jailer ta eesiars bie’ at -secot 500i 
Tancoln, Websteriite-wictisk, 4 he lenirle OO <2 
Robert: W.. Kesters. ducted a? «heer LOOK has 
WnisstedtStoek. pyatdaeaiaatw For yay 


Subscriptions payable 50% in cash 
and balance Aug. 9, 19—. 


At time of incorporation certain necessary expenses must be advanced by 
incorporators or by the attorney in charge. These are reimbursed after organi- 
zation. All cash entries are given in cash book shown below. Only remaining 
journal entry required is that recording transfer of assets and liabilities from 
Hampton to the corporation. 


Cash Book 
19— as 
May 9 Samuel Johnson (Paid May 9 Organizing Expenses: 
on May22) = oa." $ ©6500 Organization Tax. $ 125 
Charles W. Hampton Filing Certificate. 10 
(balance trans- Recording Fees... 20 
fOTTEC) i: seh. Geos 6,740 Counsel’s Fee.... 250 
Lincoln Webster..... 5,000 Accountant’s Fee. 250 
Samuel Johnson.... 24,500 Other Outlays... 200 
James J. Miller..... 25,000 Balance. ......+. ) 65,885 
Robert W. Kester... 5,000 
(Payment of first in- 
stalment of 50% on 
subscriptions to 
stock.) 


$66, 740 $66, 740 
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Cash turned over by Hampton is included in the journal entry to show all 
assets and liabilities together. This plan is preferable because it sets forth the 
entire transaction. Cash account is ticked in the journal and general ledger 
account in the cash book, to indicate that they are not to beposted. If this were 
not done the items might be posted from both books. 


Toarids ap .exa. ti. holes. Geral BA Ses shes anh el coker $30, 000 
Storevand Warehouse ail is. airactels ctls eat (steht aelaonay. 50,000 
StorevH.quipment. « « s.o\< + «iii sita cess ene PS ea 8,500 
Delivery Mouipment 10. se sca eee ie aaubytroret: heeterenscy 9,000 
@Micesquipment o.snigts «<A eed ae rion te eae 4,400 
Ware Ma imcise cates: ficioc oc ae hee eoterataier evs cetooxs rons 46,300 
WAceountspRieceivable:.. sc aie cutee cle = cielorske 2 suse paps tts 16,400 
INotessReCelVa ble. cats sci eee teil eters. ae keral dd akie 9,350 
COP het Pena Seer Re Sm his occa Cee ee 6,740 
GOOG EW alles Ne ots avchaes TNS Ree ate aay eae 19,860 
Morteaves) Payable. soc. meres $25,000 
Bank Loans«.. dates: HoS.ce One ee. mie 10,000 
Notes Payables «awtnk totes). 200, 0658. Me imei 17,750 
Accounts Payableiwy ac Xa2.becitosan «stad A: 22,800 
Charles: WzeHaipton t. 2000 sisc.s. 6 21s.4 SRO 125,006 


For the entire assets and liabilities of Charles W. 
Hampton, taken over this day in full payment of 
his subscription. A good-will of $19,860 is allowed 
over and above the net worth indicated by his 
balance sheet. (See minutes of stockholders and 
of directors for authority and for further details.) 


An account should be opened for Unissued Stock. When final paymentg 
are made by subscribers on Aug. 9, 19—, subscribers’ accounts are credited and 
Cash debited, in cash book. In stock ledger records of stock holdings of each 
subscriber must appear. Instalment receipts are issued as payments are 
received. Stock certificates are made out when final payments on subscriptions 
are made. 


Reserves and Surplus 


NATURE OF SURPLUS.—In a balance sheet the Surplus account is measured 
by the excess of assets over liabilities and capital. The term surplus is used 
generally to represent the difference between net worth and par value of out- 
standing stock, or, in case of no-par stock, between net worth and amount 
received for the stock. <> 

ORIGIN OF SURPLUS.—Surplus may arise in the following ways: 

1. Ordinary operations of business. 
2. Donation of company’s own stock. 
3. Revaluation of assets. 

4. Sale of stock above par. 


The following outline shows debits and credits to Surplus, 


Sec. 4] 


RESERVES AND SURPLUS 


283 


Surplus 


Debit: At the close of each fiscal 
period, for the net loss, if any, as 
shown by the Profit and Loss 
account. 

For any adjustment during the fiscal 
period which diminishes the profits 
of a previous fiscal period. 

For the amount of extraneous or 
unusual losses. 

For amounts set aside so as not to be 
available for dividends. 

For the discount on the sale of the 
corporation’s capital stock. 

For amounts by which the book values 
of assets are decreased other than 
through wear and tear. 

For the amounts of dividends declared. 


SURPLUS ADJUSTMENTS.—Corrections or 


Credit: At the close of each fiscal 
period, for the net profit, if any, 
as shown by the Profit and Loss 
account. 

For any adjustments made during a 
fiscal period which should have 
been credited to some profit and 
loss account within a prior fiscal 
period; or which increase the 
profits of a prior fiscal period. 

For the amount of extraneous or 
unusual profits. 

For amounts previously set aside as 
not available for dividends, and 
now returned to the general sur~ 
plus. 

For the premiums received on the 
sale of the corporation’s capital 
stock. 

For amounts by which the book 
value of fixed assets is increased. 

For amounts of donations to the 
corporation. 


omissions applicable toa 


previous years should be adjusted directly through the Surplus account, not 


through current Profit and Loss. 
entered: 


Punehasesy rks wekssere A hes able eds 
Accounts Payable......... 


Thus if an invoice for $527 was wrongly 


The adjustment, when the error is discovered in the following year, is: 


INCCOUNUSBEAY MOGs ener ene wea 


aes eh: Asari mera sin nie jaots $ 45 


SUCH Miser ree tes cre eer olcie ase am eeceGa ier acrerter + $ 45 


Usually there is no objection to the making of minor adjustments through 
current Profit and Loss, however; but they must not be so large as to have a 
material effect on showing of current operations. 

Gains and losses not related to customary operations should not be permitted 
to affect current operating results, thus destroying their usefulness for com-. 
parative purposes. It is sometimes advisable to make adjustment for such 
extraordinary profits and losses directly through Surplus; but discretion should 
be exercised in this respect. The Federal Income Tax Laws have tended in 
the opposite direction, because the Bureau of Internal Revenue expects all 
items affecting current profit to be handled through Profit and Loss, in order 
that book profit may be proved by adding back to taxable income, income 
items not taxable and subtracting expenses not deductible. If unusual gains 
and losses are carried direct to Surplus, an awkward adjustment is necessary. 


CLASSIFICATION OF RESERVES.—H. A. Finney classifies and describes 
reserves as follows:? 


2 Journal of Accountancy, Oct. 1922, pp. 251-261. 
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“JT. Profit and loss reserves,’ set up by debits to Profit and Loss, because 
some expense, properly chargeable to current operations, has resulted in 
(a) A decrease in the value of an asset; or 
(b) The creation of a lability. 
II. Surplus reserves, representing 
(a) Conservative provisions for possible future losses, not already 
incurred; and 
(b) Appropriations of surplus, earmarked as unavailable for dividends 
because of 
(1) Contracts with bondholders, other creditors, or preferred 
stockholders, in relation to sinking fund. 
(2) Action by stockholders or directors intended to limit the 
payment of dividends for various financial reasons. 
III. Reserves for unrealized profits.” 


Following is a summary of Professor Finney’s discussion: 

Profit and loss reserves are set up by charges to nominal accounts or some 
section of the Profit and Loss account. They are necessitated by the fact 
that some expense has reduced net profit for the period. To be a true profit 
and loss reserve, the account must represent a provision for an expense or a 
loss which has already been incurred and is properly chargeable to current 
income. It is not necessary that its amount be definitely ascertainable, but 
there must be a certainty, or at least a high degree of probability, that the loss 
has actually been incurred as a result of past operations. 

To show difference between a profit and loss reserve and a surplus reserve, 
assume that a company owns valuable machinery which it uses in manufacturing 
a peculiar type of product. A reserve for depreciation is necessary because of 
the certainty that depreciation is continually taking place. Since depreciation 
is a proper charge against current operations, the reserve for depreciation is 
profit and loss reserve. 

The product manufactured by this machine may be superseded by some other 
article, or a new machine may be invented which will render the machine now 
owned obsolete. It may therefore be desirable to set up a reserve for super- 
session or obsolescence. This will not be a profit and loss reserve because the 
loss has not yet occurred, there is no certainty that it will ever occur, and if it 
does occur it will not be a result of the company’s operations. If a provision is 
made for this possible loss and it would be conservative to naake such a provi- 
sion, it should be made out of surplus. The account representing the provision 
should be recognized as a part of the surplus and be shown so on the balance 
sheet. : : 

Profit and loss reserves may be divided into two subclasses: reserves repre- 
senting deductions from value of assets, and reserves representing liabilities. 

In connection with reserves representing deductions from value of assets, 
term reserve should be used only in case amount of expense or loss, and conse- 
quently amount of decrease in asset value, cannot be definitely computed. 
This is the case with reserves for depreciation, reserves for depletion, and 
reserves for bad debts. These titles should be retained. The layman is fairly 
familiar with them. The deduction of the reserve from the related asset 
account makes the nature of the reserve self-evident. The layman can be 
relied upon to realize that an exact computation of the deduction is impossible 
and that the reserve is an estimate. 


3 Finney suggests that the term “reserve” be restricted to accounts of this class, and 
that other terms be applied to accounts belonging in other classes. ; 
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Reserves have often been set up to record decreases in asset values which 
are exactly measurable. Assume example of a company which leases property 
for 10 years and makes leasehold improvements which will revert to the owner 
of the real estate at expiration of lease. The asset of leasehold improvements 
decreases in value exactly 1/10 of cost. Since amount of annual reduction in 
value is definitely known, it is preferable to write down the asset. 

As to subclass of profit and loss reserves representing liabilities for expenses 
already incurred, the amount of the liability may be only an estimate, or it may 
be definitely known. If only an estimate, there can be no objection to use of 
reserve title, although it is clearer to use a self-defining title, as estimated 
liability for taxes. 

As to surplus reserves, the two subclasses have this feature in common: 
they are part of surplus and should be so shown on the balance sheet. As to 
first subclass, conservative provisions for contingent losses, it may be further 
subdivided, for if the contingency becomes a reality, loss may result in decreasing 
the value of an asset or in creating a liability. To illustrate, assume books 
are closed using market value of inventory at Dec. 31, which, is lower than cost; 
but there is danger that the market may still further decline, causing additional 
loss. A reserve is set up by charging Surplus and crediting a Reserve for Market 
Fluctuations in Inventory. This reserve provides for a contingent loss on an 
asset. 

In the second subclass of surplus reserves, i.e., those which are appropriations 
of surplus for financial purposes, we find the Reserve for Sinking Fund, Reserve 
for Working Capital and Reserve for Extension of Plant. For this purpose, 
it would be advisable to discontinue use of term reserve and use the term 
appropriated surplus, as Surplus Appropriated for Sinking Fund, etc. The 
surplus reserve accounts should be shown on balance sheet as part of surplus, 


thus: 


Reserved for Contingent Fire Loss.......... $25, 000 
Appropriated for Sinking Fund...........-. 10,000 
Total Surplus not Available for Dividends ... $35,000 
Free and Available for Dividends........... 60, 000 
Total SULplas tesa a .tctnee sole vite © hale ocho ns $95,000 


In case of so-called sinking fund reserves, appropriated surplus should be 
amount which ought to be in fund if corporation were exactly meeting its 
obligations in the matter of contributions and if interest were being accumulated 
at theoretical rate used in determining amount of annual contributions. Thus 
fund account will show what is actually in the fund, while reserve will show what 
ought to be in the fund. 

These accounts should not be set up by charges to Profit and Loss, and their 
existence should in no way affect the Profit and Loss account. They may be 
either contractual or optional. The trust indenture of a bond issue may 
specifically require segregation of surplus as well as the creation of a fund; 
or the requirement may be implied by the provision that the sinking fund shall 
be provided “‘out of profits.” Same may be said if sinking fund is to be used to 
retire preferred stock. 

Tf Sinking Fund Reserve or Appropriated Surplus account is required by 
contract, it should not be returned to surplus until last bondhurder or preferred 
stockholder has been paid off through the sinking fund. This question rarely 
arises regarding sinking funds for bonds, but it does in regard to so-called 
‘inking funds for preferred stock. When a sinking fund is created for bonds, 
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bonds purchased for the fund are held alive; thus fund and reserve steadily 
increase in amount until maturity of issue. But sinking fund for preferred 
stock is increased by contributions and forthwith decreased by purchase and 
cancellation of stock. The fund rises and falls; it does not steadily accumulate. 
The appropriated surplus is accumulated to safeguard working capital, to avoid 
jeopardizing future earnings, and to maintain company in an income-producing 
position that will enable it to meet future sinking fund requirements for retire- 
ment of remaining stock. Last preferred stockholder to be paid off through 
sinking fund has right to this protection. 

Reserves for unrealized profits, the third class of reserves, are set up because 
fixed assets have increased in market value and because write-up ought not to 
be carried to Surplus. Finney suggests the title unrealized increment, as, 
Unrealized Increment in Land Value, to avoid use of the term reserve. 


RESERVE FOR INCOME TAX.—Income taxes are a charge against the 
profits of the year in which levied, not in which paid. If possible, determine 
amount of income tax for past period at time of closing books. Then make an 
entry charging Surplus or Profit and Loss and crediting an Accrued Taxes 
account. Weight of authority advocates charging Surplus, reason being that 
the income tax is not a charge against profit because (1) it is determined after 
profit is determined, (2) it is a distribution of profit. Those who advocate 
charging to Profit and Loss claim that it is not an extraneous item and that 
Schedule ‘‘L”’ of income taX return is more easily prepared if disbursement is 
charged against profit and re-added as an unallowable deduction on the sched- 
ule. Entry should be in following form: 


Profit and Mocsk (Or SUT PIU) oe ti sch aliens a lay i tiekeeta shane soa fear ane 
B NPV Gi ab FeXGk 1 DES Cet eemee ee GRR remap, it Bey Riso sane iets cde cane 
For federal income tax applicable to current year. 


CLASSIFICATION AND ANALYSIS OF SURPLUS.—The following classi- 
fication and analysis of surplus, adapted from an article by C. B. Cushman,! 
is given to supplement material in preceding paragraphs. 

I. Sources of Surplus are: 


1. From contributions by the proprietorship. 

2. From gifts, awards, or contributions from others than proprietors, 
where no corresponding service or value is rendered or liability 
created. 

3. From sale of capital assets. 

4. From profits or income earned in operation of the business. 

5. From writing up book value of assets. 


II. Display of Surplus involves its proper subdivision by indentation or 
otherwise so that its origin, appropriation, etc., are duly indicated. 
In the balance sheet amount available forsdividends should be shown. 
Three possible places to show reserves on balance sheet are: 
1. As direct deduction from assets to which they definitely apply. 
2. As part of analysis of surplus portion of proprietorship. 
3. As liabilities. 


Inclusion of capital stock obligations with permanent liabilities is giving 
place to the method wherein all proprietorship measurements are grouped 
together in the balance sheet, cumulating in a total which displays in ‘one amount 
net excess of all assets over liabilities. 


4 The Ascountant, Oct. 28, 1922, p. 611 et seq. 
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In case of par-value stock, this total usually consists of items representing 
capital stock plus surplus items, or minus deficits, if there be any. Usually it 
is given a definite designation, as, book value of capital stock or net worth. 

Consideration must be given to relative interest of each group of stockholders 
in each classification of surplus. Preferred stockholders may have no dividend 
rights whatever in paid-in surplus, if such surplus came from common stock- 
holders only. Amount of earned surplus applicable to preferred stock depends 
on character and amount of preference, whether cumulative or non-cumulative, 
participating or non-participating, and amount already paid them in dividends 
since preference became effective. 

Aside from contractual obligations, boards of directors have practically free 
control over surplus. They may set aside certain portions of it for certain 
purposes, as Reserves for New Equipment, Reserves for Contingencies, etc., 
thus impounding that amount of surplus and rendering it unavailable for 
dividend purposes. This impounding is often more apparent than real. Usually 
by vote they may revoke any previous action unless other persons are definitely 
a party thereto. This is frequently overlooked. 

Definite impounding of surplus may at times prove undesirable. Occasion 
may arise when credit would be impaired and creditors’ rights imperiled unless 
dividends are paid regularly. To do this may necessitate keeping surplus 
unappropriated. 

Surplus arising from revaluation of appreciated assets should be designated 
separately, as surplus from appreciation, and should be definitely separated from 
other classes of surplus. Assets thus appreciated must be given special treat- 
ment under depreciation. Depreciation must be divided into two parts: 
That applicable to original cost is a charge to income; that applicable to the 
appreciated part is a deduction from surplus from appreciation. 

Surplus arising from stock donations, if no inflation exists, is true paid-in 
capital surplus, representing a contribution of value by stockholders in excess 
of capital stock issued therefor. 

Undistributed earnings applicable tono-par stock should be carried toasurplus 
account; although some have advocated carrying it direct to Capital account. 
Tf no-par stock is reacquired at a price different from that issue, surplus is 
affected. Repurchase at an amount in excess of issue price reduces surplus 
accordingly, and vice versa. If issued at a variety of prices, the Capital account 
divided by number of shares outstanding gives average value of all stock issued. 
Some advocate use of this average value in determination of premium or discount 
on reacquired stock. Others advocate use of price at which the particular 
shares reacquired were issued. 

In consolidated balance sheets the asset item of investment representing 
purchase of stock in subsidiaries must be eliminated. In its place appear 
actual assets and liabilities of company whose stock was purchased. Amounts 
so substituted seldom agree with purchase price. Any difference necessarily 
affects consolidated surplus. If, in lieu of the investment assets, net assets of 
greater book value are brought into the balance sheet, Surplus account is in- 
creased by amount of this excess. It is decreased if substituted net assets are 
less than the investment assets. This change in surplus represents net earnings 
er loss applicable to the investment and accumulated since date of purchase. 
Any difference between price and book value of net assets so acquired at that 
date is covered by an adjustment in Good-Will. Surplus may also be affected 
by adjustment of intercompany items and elimination of intercompany prout 
in the inventory. See section on ‘‘Consolidations.” 
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Reorganization and Receivership 


PURPOSES OF REORGANIZATION.—Cook’ gives three things that may be 
accomplished by corporate reorganization: 


1. Rearrangement of stocks and bonds as to amount, income, or priority. 

2. Sale of property to a new corporation for new stocks and bonds. 

3. Sale of property by mortgage foreclosure, purchaser buying for himself 
and such of old stockholders and bondholders as he may associate with him. 


REORGANIZATION BY AGREEMENT.—Reorganization by agreement is 
of two kinds: (1) a readjustment of rights of interested parties—stockholders 
and creditors; (2) formation of a new corporation and sale of property and busi- 
ness of old corporation to it in return for its securities. 

Reduction of stock is a frequent. object of reorganization by agreement. 

IWlustration—The Harkness Automobile Co., according to its own statement 
as of June 30, 19—, has $1,000,000 of preferred stock and $3,000,000 of common 
stock outstanding. Both preferred and common shares are of $100 par value. 
The surplus amounts to $1,045,000, and among the assets is $1,000,000 of good- 
will. An audit of books made as of the same date shows obsolete properties, 
doubtful accounts, and valueless investments to amount of approximately 
$1,000,000 to be written off. Good-will, however, is left untouched. Following 
statement based on such valuation is submitted by accountants, showing surplus 
reduced from $1,045,000 to $45,000. 


Harkness Automobile Company and Branches 
Balance Sheet as at June 30, 19— 
(Before reduction of capital) 


Assets Liabilities 
Cost of Properties and Capital Stock: 
Equipment, including Prelennethaemcisea irate $ 1,000,000 
Goodall ccrss ls or $ 4,500,000 C@ommonre. cre ices 3,000,000 
Securities Owned, of Sub- Bonds Outstanding. ... 2,500,000 
sidiary and Other Com- ‘ Short-Term Notes..... 500, 000 
RINGS wee mectregse teen ys 1,300,000 | Accounts Payable..... 1,525,900 
Sinking Fund Deposit... 220,000 | Notes Payable........ 490,000 
Casi ae mie aerate es 235,000 | Accrued Items........ 31,200 
Accounts Receivable.... 1,172,300 | Bond Interest, payable 
Notes Receivable....... 1,370,000 Taaliyzelend Oars op clei at 62,500 
Material, Supplies, and Dividend Declared and 
Finished Parts....... 981, 600 (Winapalce terse tees raiers 120,000 
Contract Work in Course Sundry Operating 
of Construction...... 476,300 Reserves. .f- aie cisisicis 189,000 
Accrued and Prepaid Indorsement on Notes 
TG O10); cyan oe weisleckewe 58, 400 Discounted......... 850, 000 
SULDLUSic pe teperehetenaaes 45,000 
$10,313, 600 $10,313,600 


5 Corporations, §883. 
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000,000 and to add 


Stockholders now decide to write off the good-will. ),€ 
000,000 to $1,500,000. 


$500,000 to surplus, by reducing the common from $e 
Cumulative preferred stock is to remain as before. 


Entries to Reduce Stock.—Since new common stock’eertificates when issued’ 


are for one-half number of shares canceled, so that eaeh holder thereof will 
own 50% of former holdings, each stockholder’s account in the stock ledger 
should be debited with number of shares canceled, and:new certificates reissued 
for balance, old ones being taken up. Another plan is to debit each account 
for entire number of former shares to close the account, after which the account 
is credited with actual number of new shares issued. Only entry in general 
ledger is one to adjust Capital Stock, Surplus, and Good-Will as follows; 


Capital Stock=—Common .2's.24 5. 05. Seis tae $1,500,000 
Good= Walle (or Plant) seek te res oes oe $1,000,000 
SUrpl Us Hien ert cei ete Sheets <> ache marep pons 500, 000 


To record requirements of charter amend- 
ment granted this day, reducing number of 
shares of stock from 30,000 to 15,000 of par 
value of $1,500,000. 


This cancels Good-Will account and creates additional surplus of $500,000, the 
total now amounting to $545,000. 

Status after Reorganization.—Reduction in total par of common stock does 
not mean that company’s net worth is less than formerly, or that a holder of 
stock has lost anything by charter amendment. Net worth of company is 
now $3,045,000, as it really was before. Each of 15,000 shares of common 
stock has book value of $136.33, found by dividing their total book value of 
$2,045,000 by total number of shares. Book value of preferred stock remains 


at $100 per share. 


REORGANIZATION THROUGH RECEIVERSHIP.—A receiver is a fidu- 
wiary.6 No prescribed form of accounts is required to be kept by the receiver. 
Availability of data is chief consideration. Receiver must state assets and 
liabilities of company at beginning and end of receivership, and the intervening 
transactions, in form of statements to the court. These become public records. 
Forms followed in illustration below require modification in some states. In 
others there are no specific requirements as to form of accounts. (Note.—See 
discussion of receivership in section on ‘‘ Bankruptcy, Insolvency, and Receiver- 
ship.” 

ie the general books of the company are continued as usual until out- 
come of receivership is known; but they may be adjusted to conform to new 
conditions. If kept in agreement with books of receiver, adjusting entries are 
required. One of these charges the receiver with assets taken over by him, 
debit balance to receiver’s account remaining until end of receivership. When 
assets and liabilities are turned back at end of receivership, if business is to be 
continued, receiver is credited with net worth thereof, assets being charged 
and liabilities credited. Amount of charge in receiver’s account is adjusted 
to Surplus; this measures profit or loss during receivership. 

The receiver’s first step is to take an inventory and appraisement of the 
estate, known as a statement of affairs. This is accompanied by a deficiency 
account, showing the capital impairment and its causes. The statement of 
affairs is prepared from all available information—books, schedules, claims of 
creditors, etc. In it liabilities are distinguished as to unsecured, partially 


6 For discussion of general principles of fiduciary accounting see section on “‘Fiduciaries.”” 
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secured, and secured. Contingent liabilities are included. Assets are shown 
at nominal or book value, also at expected to realize value. Assets pledged 
as security for creditors’ claims are separated from unpledged assets. This 
statement is submitted to the creditors. The inventory and appraisement is 
recorded in the court journal. 

Statement of affairs is illustrated as follows. The Excelsior Harvester Co., 
unable to meet its obligations, goes into receiver’s hands July 1, 19—. State- 


Statement of Excelsior Harvester Company 
At beginning of Receivership, July 1, 19— 


Book Appraised 
ASSETS Value Value 
Real-Estate, Plant, ete 1... 5. ash $12,136,500 
Less: Reserve for Depreciation... 897,510 
$11,238,990 
Less: 
First Mortgage Bonds $6,500,000 
Reduced by: Cash and 
Bonds in hands of 
PRTUSLOO™ sc csirsetpatens. 9 2,296,200 4,203,800 
Company Swguitvyiers se teen eee eee $7,035,190 $ 6,485,190 
Investments in Affiliated Companies. $ 4,500,000 
Less: Collateral Trust Bonds Se- 
EVIECCULMCTODY canter ail sara teetere 4,000,000 
Company: siHiquity = ancrrk sere merece ne 500, 00O0:82 Tar DOLE I 
Merchandise Inventory .«-i+24 wesw rain ee se re me 2,178,960 2,100,000 
Necounts iecetvables cy. cca ge ear coc ae 3,245,140 3,200,000 
INNO DESMO CCLYV ADDICT. cca cacunatieeeh ert sunt een aces 2,862,100 2,440,100 
@asnonetland and in Banks. oie. sts suiskonsieie 975,850 945,850 
ARE hei ees acaeeene aaah reenter cxatennr rad pier or enE an $16,797,240 $15,121,140 
Book Appraised 
LIABILITIES Value Value 
Bapkiosne Wmsecuredusmewus secrete te sites ante: $ 500,000 $ 500,000 
INO LOS TRAY Glee ete rerun cane nate a tome aaene centre 1,490, 500 1,490, 500 
ACCOUNTS AV ADO meena acre rere cat teas 2,375,640 2,375, 640 
ACGIUGG OMA SCS eter amet oct cle rs eat eens 328 , 250 328,250 
Liability on Notes under Discount (estimated)... ......... 60, 000 
Total Unsecured Liabilities. ............. $ 4,694,390 $ 4,754,390 
Surpltisy Ah) RA ee ae, Tay, Be Ps 2,102,850 
Capital Stock—Preferred, 7% Cumulative....... 5,000, 000 
Capital Stock—Common {29x Wnty Bee ee 5,000,000 
Balance—Excess of Assets over Liabilities, being 
the Net’ Worth of the Corporation’... .c.'8i inane... 10,366,750 
Totaled viene. uzcliotcernartenetdth stale $16,797,240 $15,121,140 


* Notes under discount at bank, $400,000 additional. 


Form 9. Statement of Affairs 
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ment of affairs is given in Form 9. Equities only are shown in the appraisal, 
secured liabilities being deducted from assets pledged or mortgaged. Bonds 
and cash held by trustees are deducted from the corresponding liabilities and 
the net liability from value of mortgaged assets. Also, collateral trust bonds 
are deducted from value of pledged securities. 

Receiver’s appraisal and statement made upon his appointment, July 1, 
19—, reveals following conditions: 


Real estate and plant valuation should be reduced $600,000. 
Investments have declined $500,000 below book value. 

Merchandise inventory should be reduced to $2,100,000. 

Accounts receivable would probably realize $3,200,000. 

Notes receivable are doubtful to extent of $422,000. 

. $60°000 of notes under discount are likely to be dishonored. 

. $30,000 for dishonored notes of a customer have been charged to com- 
pany’s account by the bank. 


SU orouie CaN ee 


Receivership is terminated Dec. 31, 19—, when reorganization occurs. 
Statement of recciver at date of withdrawal, after 6 months’ tenure, follows. 
It shows adjustments as suggested in statement to the court, also following 
transactions during his incumbency: 

1. $1,200,000 of 6% receiver’s certificates issued, due in 4 months, dated 
Aug. 1, sold at 98. 
2. Building extensions previously begun were completed at cost of $500,000, 
by order of court. 
. Factory was kept running at considerable reduction in capacity. 
- Goods were sold from stock at best prices obtainable, bringing $287,680. 
$1,724,440 accounts receivable collected. 
$1,050,880 notes receivable collected, of which $75,000 was applied to 
notes written off as doubtful. 
$81,100 paid for accrued taxes and labor. 
$268,200 expended in cash for material for use in factory. 
Expenses paid in cash, $76,500; legal fees, $22,500; and amount drawn 
by receiver upon authority of court, $10,000. 


BOC OO ee) 


Receiver’s accounting records should be independent of company’s books. 
If he retains the accounting staff of the company, he may keep his records in 
company’s loose-leaf binders. Ordinarily receiver’s books, as he opens them, 
do not show company’s liabilities until proper proofs of claim are filed with him 
and allowed by him. He begins his accounts with an inventory of assets only.’ 
Debts appear only through payment, or allowance by receiver if he desires to 
show claim allowed on books. 

Receiver opens separate books by making a journal entry setting up assets 
at appraised value. Appraisal and audit, July 1, 19—, shows reduction of 
$1,676,100 in value of assets, made up of following items: 


Real Metate and Plantes rns wi siecle ees $ 600,000 
TB TRICE ATETE TY AEWY ciody a) Si cheno DSR eee Gronbabebateeun tap pyO mec vo.01G 500, 000 
WW ICSTO PONISI Er lo acme mticko tales Houde Gina cHOIDID)O UID 78,960 
Accounts Receivable... 22.2... . see e eee cece "45,140 
INintesHRecelvaDlomme mets tits iiotitae fiteiins csc 422,000 
Gachiinebanics neem ten Piemeit i rid canes ilietgnt ce so + 30,000 

$1,676,100 


7See Wills, Estates and Trusts, by Conyngton, Knapp, & Pinkerton, p. 588. 
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“In order not to lose sight of notes and accounts receivable appraised at 
nothing or less than par, entire previous book value of such items is entered. 
An Allowance for Doubtful Receivables account is set up for the difference. 
Thus subsidiary ledgers show all receivables and continued efforts are made to 
collect them. Failure to realize upon bad ones is not a reflection on receiver, 
however. Dishonored note deposited by company before receiver took charge 
also is entered as a receivable, and included in the amount of the reserve. 
Deposits of cash and securities with trustee of sinking fund and securities for 
collateral trust bonds are omitted from assets with which receiver charges him- 
self, because they have left the company’s control and are in trustee’s hands 
for a specific purpose. As an offset to value of all assets taken over, receiver 
credits Excelsior Harvest Co. with appraised value of these assets. 

Receiver’s opening entry is: 


Real*Hstate, (Plant; ete. 19Moi, fe, Ba Be $6,435,190 

Merchandise Inventory............a02"oGle. 2,100,000 

Accounts Receivables et... aa geass 3,245,140 

Notes Receivable... .. xs sas. « tankch Rees Wes 2,892,100 

@ash on} Hand .andwn) Banks. .5 vee 945,850 
Allowance for Doubtful Receivables... . $ 497,140 
Excelsior Harvester. o,.........4..5.. 15,121,140 


To record appraised values of assets and 
liabilities of Excelsior Harvester Co., in 
receivership, taken over this day by 
decree of court. 


Receiver’s transactions require opening such nominal accounts as Sales, etc. 
To make the record brief, almost all items of expense are here entered in one 
Expense account. In practice the accounts should be detailed enough to pro- 
vide a complete classification. Receiver must keep a complete record of all 
activities to enable him to account correctly to the court. The cash book will 
receive most of the entries, but certain ones may be entered in the journal. 
Result of cash entries is summarized thus: 


Receiver’s Cash Account 
(Being a record of his transactions from July 1, 19—, 
to December 31, 19—) 


Receipts Payments 
Balance Turned over to Discount on Receiver’s 

Receiver): (72922922 5 $ 945,850 Certificates.......... 24,000 
Receiver’s Certificates.... 1,200,000 | Real Estate Operations. 500, 000 
Merchandise Sales....... 287,680 | Accrued Charges....... 81,100 
Accounts Receivable..... 1,724,440 | Merchandise Purchases. 268 , 200 
Notes Receivable........ O75; S30" | SE xpenses tenn eet | 76,500 
Notes Receivable Legal Expenses......... 22,500 
(Domb thl)\ee ae ae 75,000 | Salary of Receiver...... 10,000 

Receiver’s Certificates 
Pal) tn eo hetien Pa RO Rite, 1,200,000 
Interest on above....... 24,000 
Balance of CashonHand 3,002,550 
$5, 208,850 $5, 208,850 


Form 10. Receiver’s Cash Account 
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The receiver’s journal entries, condensed, are: 
Hxcelsiomlarvester/Con st hee eet e te ek $4,754,390 
GlaamsrAllowed.ees soccer eceeet et rte. 
Recording claims properly presented to 
receiver and regularly allowed. 


Merchandise Inyéntorye>.¢ +s. et nett oc ee $ 50,000 
Cost on Salesan- erecta re on eee heres tee 218,200 
Merchandise Purchases..........:..... 


Bringing Merchandise Inventory account to 
proper figure and charging balance of pur- 
chases into Cost of Sales. 
Allowance for Doubtful Receivables........... $75,000 


Charging against reserve amount collected 
on dovibtiulnoterofses.. 2s eke antt 
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$4,754,390 


$268 , 200 


$75,000 


The trial balance of the receiver’s books, before closing Dec. 31, 19—, but 


after all above transactions are posted, is: 


Trial Balance, December 31, 19— 


Redletsty tes blanty Clee teen ee ce ee $ 6,935,190 
Merchandise Imventory.... otha cs cos eae 2,150,000 
INCCOUNIUS RECELVEDIOs af acca ote cee ees aoe 1,520,700 
INIOLES IVECOLV ADO te. wertritin ete ac ne tees eae 1,841,220 
Cashtonstangd and me Bbanksss ) se oes eee bee 3,002,550 
Allowance for Doubtful Receivables......... 
Excelsior Lanvester Coie. = a0 et ete. sete 
Claimsaallowed weer eae epost cae 
Discount on Receiver’s Certificates.......... 24,000 
(GO G RSID Gl orerancticuie te noes eae aa Oe 218,200 
HX CU SOS Meneame ene no irae eatin tetra 76,500 
HLA VeOt Eve COLVCL nae arn segretna aeapensinite otete mere 10,000 
Hee AMEX CUISOS siterra ots oir etmec ara t so oe renee ae 22,500 
Interest on Receiver’s Certificates........... 24,000 
Menchandisessalesummead picts eed re cin mar 
Recoveries on Doubtful Receivables......... 


$ 422,140 
10,366,750 
4,673,290 


287,680 
75,000 


$15,824,860 


$15,824,860 


The closing entries on the receiver’s books, made at termination of his 


activities but before the reorganization, are: 


Wierchandise’SalessMere or tae ones etek $ 287,680 
CostorsSales see eee nae 


Closing merchandising accounts and show- 
ing gross profit on sales. 
Recoveries on Doubtful Receivables.......... $ 75,000 
TOGA NG OSS wa aren ca tities sorts oe 
Closing former account to show gain on 
realization over appraised value of assets. 
IProfteanOulOss tenn eto. ce ec ie $ 157,000 
Discount on Receiver’s Certificates..... 
VE Goss ahs cist ae eh eet criss hey Rea AN ANS 
elev eOleVeCClVielmn ete aeaenecncts orth 


$ 218,200 
69,480 
$ 75,000 
$ 24,000 
76,500 
10,000 
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Legalohxpenses)sicnpsesechrrertG aes 22,500 
Interest on Receiver’s Certificates...... 24,000 
Closing expense accounts. 
Eixcelsior ‘Harvester Cove. csnanedyytenscilae as $ 12,520 
Protityamd LOSS). peuysckaed ieee doen $ 12,520 


Charging the net loss of period against the 
value taken over by the receiver. 


Allowance for Doubtful Receivables.......... $ 422,140 

Claims Allowed... a5. iiinaths Seana tee, Pals 4,673,290 

Exeelsior Harvester Gog! 17 sath. asa 10,354,230 
Real Estate, Plant, etc: ss aan. $6,935,190 
Merchandise Inventory............... 2,150,000 
Accounts Receivable. .........0...... 1,520,700 
Notes Receivableoullne . uOOns . er iaee, 1,841,220 
Cash on Hand and in Banks.......... 3,002,550 


Closing the books of the receiver and show- 
ing the assets and liabilities turned back to 
Excelsior Harvester Co. 


The receiver’s statements to the court may consist of but one account or 
statement, known as first and final account, or it may consist of several state. 
ments or accounts. The court usually appoints an auditor to pass upon th- 
receiver’s accounts in detail and to report before any distribution of assets is 
made. The auditor places notices in newspapers announcing that he will sit 
on a certain date to receive claims and hear complaints on the audited state- 
ment. This hearing may be adjourned one or more times. From statement 
presented by receiver the auditor usually makes up a briefer statement of his 
own, reciting in brief the receiver’s activities introductory to the audited state- 
ment. This is filed with the court as a permanent record. 

A satisfactory form of general statement of account as rendered by the 
receiver is shown in Form 11, although this may require modification to meet 
special requirements in some states. Sometimes specific forms are required 
by statute. Predilections of the judge to whom the statement is to be sub- 
mitted should be taken into consideration. 

This statement is supported by exhibits and schedules. These include a 
balance sheet, statement of profit and loss from operations, summary of case 
account, lists of claims allowed but not paid, and of claims allowed and paidh 
Satisfactory forms for the more important of these are found below. 

The receiver’s balance sheet at time of closing, showing results of all his 
transactions, is given in Form 12. 

In addition to the exhibits and schedules indicated above, it is sometimes 
desirable to set up an analysis of receiver’s equity, or his account with the 
company for which he acts as receiver. The summary of cash account may be 
as shown in Form 10, or opening balance and later receipts may be listed at top 
ef page and disbursements at bottom, total of latter being subtracted from total 
of former to secure closing balance. A form for analysis of receiver’s equity 
is shown in Form 13. 

Adjustment of company’s books may be made at both beginning and end of 
receivership, or only at end. If only at end, no entries are made until time of 
reorganization, when the abandoned accounts are adjusted to new conditions. 

Illustration.—Assuming, in case of Excelsior Harvester Co., that accounts 
are to be adjusted at both beginning and end of receivership, at beginning the 
following entry is made to adjust asset values: 
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July 1, 19— 
Surplus! .. Pet aa eels ote orieele sa iplaoeed: $1,736,100 
Real Mstatey Plant. ebC. sata a acy- ose seit nieies $600,000 
EN VestMents..60. ok Dyeste eae alee ene 500, 000 
Worehandise. Cl Gr .emavyesuciekch airports 78,960 
INCCOUNTtS IVeCelyaDlenremien.tieielt + erie cleracnets 45,140 
iINjotes# Receivable: cies. sm emer itore male oir 422,000 
GES II Gres, Rea rsrarets tener ectatam nometee 30,000 
Notes tinder Discount.). .....55-:-.de teenies 60,000 


To adjust losses and shrinkage in assets, per 
appraisement of receiver. 
First and Final Account of the Receiver for 
Excelsior Harvester Company 
December 31, 19— 


DEBITS 
Tur RECEIVER CHARGES HIMSELF AS FOLLOWS: 
Inventory and Appraisement of Assets taken over 


July 1) 19—: 
Equity in Real Estate, Plant, etc............+- $6,435,190 
Equity in Investments of Subsidiary Companies. (none) 
Merchandise Inventory. ......-.5 see eee ee 2,100,000 
AN ceGuinhs aR OCCLVADIEs 5.4 ve cian: aiets mek nim Somme mente 3,200,000 
Nig TeaMhveCOLVA DLO anetteten (cae ane ctl olen lsickeleirsatote 2,440,100 
Cash on Hand and in Banks.............++++- 945,850 
Total Assets taken OVEr....-..--ee seer tees seers trees $15,121,140 


Additions to Capital: 
For Outlay Increasing Value of Real Estate and 


PrOPELUICS MA emer: Hehe ae Grom ec racalerel ne efetwblony $ 500,000 
Increase in Cash, per Cash Account.........-+-- 2,056,700 
Increase in Value of Merchandise...........-+-- 50,000 
Total Increase in AssetS... 0... cseee cece eee e ee eesene 2,606,700 
ovale lDObitaerac. discerns soe «ints eteleleine\ ee temtaes ral= $17,727,840 
CREDITS 
Tur Receiver Crepits Himsetr As FouLows: 
Claims Allowed and Not Paid, as per schedule..... $4,673,290 
Assets Realized and Collected as Fol- 
lows: 
Accounts Receivable Collected. .... $1,724,440 
Notes Receivable Gollected.......- 975,880 
Total Realization.........:sssss2ssee0-- 2,700,320 
Td Wey Pella OhXC ULI age Somos ho doo ag 7500900.) Obmuo 7,818,610 
Present Accountability... 6.0.2. es bese see eee $10,354, 230 


Form 11. Receiver’s Statement of Account 
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Financial Statement of Receiver for 
Excelsior Harvester Company 


At Termination of Receivership Jurisdiction, 
December 31, 19— 


ASSETS 
realestate blant ete em rman ceeremions au bieete $12,036,500 
Less: Reserve for Depreciation............... 897,510 
$11,138,990 
Less: 
First Mortgage Bonds...) ..5..2.. $6,500,000 
‘Reduced by: Cash and Bonds in 
Hands Of MrUstee: acs). cae see 2,296,200 4,203,800 
Receiver SMlaquity ... sora a), suc eters teers oth: bce. eseyorrere-sneneuscere $ 6,935,19@ 
Investments of Affiliated Companies............ $ 4,000,000 
Less: Collateral Trust Bonds Secured thereby. . 4,000,000 
ION cis HON o opierc ROME eo mon oe le ss focopumes (none) 
Merchandise Inventoryi8@ osc. seo.d aiieraavaretateersebel oleae aeiete aie 2,150,000 
Accounts: Receivable? is... .«#hit.aiplagor Faden. ahereaae 1,475,560 
Notes: Receivables tay. Hick eersic ctw ta upte Nene oss ers ee emer ake 1,464,220 
Cashion Hand and inv amis, \ sts 10. tava: cy neneuaerensretoactsipy oe 3,002,550 
SR Oral. RS oP in tennis dons seus he apte-els. ate tane, apy SEN arate 48 $15,027,520 
LIABILITIES 
BankawoanseUnsecurediac seein citer acre ne $ 500,000 
INOLOSHEAVADLO. taut ere te teen et een T Rae een 1,490, 500 
INCCOUIMUSMC Aa Dow casas acta wiotetetets ete mn nei ates 2,375,640 
TNCOTUCC COAL ZOSt cc urd we de ce ce ens craters era ett 247,150 
Claims on Notes under Discount.....:.......... 60,000 
(Rotaleluiabilities: tasnowe sense re cect eee e atten ees 4,673,290 
Receiver’s Equity, Excess of Assets over Liabilities..... $10,354,230 


* Notes under discount at bank, $400,000 additional. 


Form 12. Receiver’s Balance Sheet 


Analysis of Receiver’s Equity 


Equity at berinning Of Tecelversnipae alesis oe aie, pebvesr ied $15,121,140 
LiQgpPmeRO ROD CL ALLO S rnin aetraus mus, nea cia anus enue « $ 12,520 
Clair FLO WOOD itaen .ncedincs bee eaStSe re eT: 4,754,390 

A "Total deductioust). siete Cette ey Rael eae eee 4,766,910 
Equity at termination of receivership... . 00.2. feos skies am ote $10,354, 230 


Form 13. Analysis of Receiver’s Equity ; 
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This reduces company’s surplus from $2,102,850 to $366,750, which with 
eapital stock of $1,000,000 makes net worth of $1,366,750 shown by appraisal. 

Next closing entries are made by charging receiver with equity in assets 
taken over, thus: 


July 1, 19— 
TEROGOLV OUawe apaye cas sues iis Fiver kere veketehobotoila ais. ayateue sascacs $15,121,140 
Realmbistate. lant; Obl Csaatilsietarcieresiey sles $6,435,190 
Merchandise Inventory..............- 2,100,000 
Necounts Receivable: wus > > -icieysripociets 3,200,000 
INOteSmELeCely alles rai sii nciemisie reins 2,440,100 
Cash on Hand and in Banks.......... 945,850 


To record transfer of company’s assets to 
the receiver, as per order of the court. 
Receiver’s account in company’s ledger now shows debit balance of $15,121,140s 
aorresponding with amount of his account with company in receiver's ledger. 
Company’s accounts, after transferring assets to receiver, are as follows: 


Trial Balance, July 1, 19— 


RECERVCR MME Pater teoale cl ole ofetalictetecs $15,121,140 
RealEstate, Plant; ete... 22. sneer sees 5,101,310 
Sinking Fund Investments. .....-..eee+ee0- 2,000,000 
Sinking Fund Cash... 0.00. ccc cee ee ae 296,200 
Investments in Affiliated Companies...... .. 4,000,000 
Reserve for Depreciation. ........++eeecres $ 897,510 
First Mortgage Bonds Outstanding......... 6,500,000 
Collateral Trust Bonds Outstanding......... 4,000,000 
Bank Loans Unsecured........-----+eseseee 500,000 
Notes Payable: 2... 0.0 ccc ce cece cee wccens 1,490,500 
Accounts Payablesj. ..<ccacce ccccscrercces 2,375,640 
Accrued Charges os ile siace ons 0 oie ee 0)o cicioie.0)0100 328,250 
Notes under Discount..........+eeceeeseee 60,000 
Capital Stock—Preferred.......-.++++++++- 5,000, 000 
Capital Stock—Common........-.+++++++-- 5,000,000 
SUTplUss. 2. cre = «01s ores wieieleiecieusie sisieisiciessiw oseis 366,750 


$26,518,650 $26,518,650 


Liabilities are not credited to receiver on company’s books under above plan. 
Usually, however, he is credited with them as he reports to court that he has 
approved the claims. This keeps company’s account with receiver in agree- 
ment with receiver’s account with company. Such entry would.be in following 


form: 


Bank Loans Unsecured........--.--eeseeeees $ 500,000 
Notes Payable........2-+esceeeeeresceeeeeee 1,490, 500 
Accounts Payable.........eeeeeers ese eeeeees 2,375,640 
cored) @nareesat civil aie staries over ieer ie sek 328,250 
Notes under Discount........+-+- + sees eiees 60,000 
PGCOIV OL aciccl pines eternity scene $4,754,390 


Crediting receiver with claims allowed by 
him and closing those accounts on the 
company’s books. 
As receiver pays off liabilities, he should be credited on books of company. 
Profit or loss shown by each report approved by the court should be entered 
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on company’s books, so that following each such report receiver’s account 
on company’s books will equal amount shown by receiver’s account with com- 
pany. This entry is taken from receiver's operating statement, as follows: 


Discount on Receiver’s Certificates............... $ 24,000 

Cost OliSalesn ernst. sn atone ce ae en cr ea eos 218,200 

EX DONSES rem ene tases ahe fe eee oe sacle reat acetates ce 76,500 

HalaryAOMVecelvers accede oe aa aes 10,000 

Merallxpenses. sais meee te wate wae emcee 22,500 

Interest on Receiver’s Certificates................. 24,000 
Merchandise Salesian: anya. e neta terrae $287 , 680 
Recoveries on Doubtful Receivables......... 75,000 
TRECELV GU crate cic nth eC an ee tere ee 12,520 


Recording operations of the receiver and crediting 
his account with the loss sustained. 


Entries of this kind accumulate on books until close of company’s fiscal 
period, when income and expense accounts so opened are closed into Profit and 
Loss and thence into Surplus. In present instance, if company’s ordinary 
closing date is Dec. 31, entry made above is immediately reversed, except that 
$12,520 credited to receiver is in the reversal charged to Profit and Loss. 

At close of receivership, assets may be taken back into ledger accounts; 
or, as is more customary, assets may not be taken back until reorganization is 
effected, when various adjustments should be made to reopen ledger in accord- 
ance with conditions. But if desirable to bring in assets and liabilities as 
shown by receiver’s final statement, reorganization adjustments being made 
later, following is form of journal entry: 


iRealvkistate wPlant, .ctcas peer: tera ee. $7 , 832,700 

Merchandise Inventory, sree ystems: 2,150,000 

PNGCOMIES EVOCCIVa DLE ai ewarersee tere erst mma sne ne 1,475,560 

INoLesuINecekv ables, «nanan price Oe me Ne ones 1,464, 220 

CASH re) os Tee ee oe race Rea ee 3,002,550 
Bank Loans Unsecured............... $ 500,000 
INGtesEP a valley. en.v.n een een ne ee - 1,490,500 
Accounts bac DLO ae era vwa kere eee 2,375,640 
INGCEUEG CHAT OCS ere aia aaa ate eee 247,150 
Reserve for Depreciation............. 897,510 
Notes under Discount: -.. 22. .n.sac4ce 60,000 
PEVOUCLVClE a clic ee TE ee eee ne ee 10,354, 230 


To record existing assets and liabilities on 
books of the company on termination of 
receivership (preceding the reorganization 
adjustments). ae 
RECEIVERSHIP AND SALE.—If a reorganization cannot be effected, 
it becomes the receiver’s duty to sell enough property to pay (1) expenses of 
receivership and sale, and (2) creditors of the corporation. If sale of part of 
assets will put corporation in a solvent position, that will be sufficient. Unsold 
assets revert to corporation; also any cash remaining from sale of assets after 
necessary obligations are paid. Principles of accounting are, in general, the 
same as in preceding illustration. For a detailed illustration of procedure when 
receiver makes his entries on books of company, see “Corporation Procedure”’ 
by Conyngton, Bennett, and Pinkerton, pp. 1331-1348. Also, for further 


discussion of receivership accounting see section on “Bankruptey, Insolvency, 
and Receiverships.”’ 
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SECTION 5 


NET INCOME AND SURPLUS 


DETERMINATION OF NET INCOME.—The determination of net income 
begins with the accounting for revenue. Revenue is operating and non-operat- 
ing. Operating revenue is that derived rom activities for the carrying on of 
which the business is established. Non-operating revenue is that derived from 
other sources. From total revenue must be deducted the various expenses of 
operation, maintenance, and administration in order to arrive at net income. 
The method of showing the various items of income and the deductions there- 
from depends upon the character of the enterprise and the accounting 
methods which have been developed to show results. 

Two illustrations of profit and loss or income statements are given below. 
The first is the profit and loss statement given in the Harvard System of 
Accounts for Retail Grocers. The second is that of the Brooklyn Edison Co. 
for the years 1920-1921, and illustrates a form of income statement of a cor- 
poration. These are typical of good practice and indicate how, under different 
conditions, net profit or net income is derived. 

The sources of gross earnings as well as the deductions therefrom are deter- 
mined by the character of the business. These should be classified according 
to a logical analysis. Gross earnings should be classified on the basis of sources 
of derivation. Deductions from gross earnings should be classified on the basis 
of their relationship to the operating cycle. Ina manufacturing business the 
natural order and description of deductions from gross income is: 

1. Manufacturing expense 
2. Selling expense 
3. Administrative expense 


Until these deductions have been made, there is no place in the scheme of 
arrangement to add income other than operating. Having arrived at operating 
income by deducting manufacturing, selling, and administrative expenses, total 
net income is secured by adding to operating net income, income from other 
sources. From total net income are deducted ‘the fixed charges—taxes, in- 
terest, etc., leaving net income asa result. The details as to content and ar- 
rangement must be determined by the nature of the enterprise. 

Terminology should be adopted which best expresses the facts. In so far 
as possible this should follow standardized practice. Regarding income and 
expense items there is still great lack of uniformity in terminology. The terms 
profit, income, revenue, and earnings are used synonymously. Sometimes the 
expression ,“‘income available for surplus and reserves” is used to signify a 
sum from which depreciation and depletion reserves are to be provided. Usually 
net profits means that depreciation has been deducted; this is less frequently 
true of net earnings. It may therefore be improper to compare ‘‘net earnings”’ 
of one concern with ‘‘net profits” of another. . 
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Harvard System of Accounts for Retail Grocers—Profit and Loss Statement 


For period extending from.......... 106 tO misc uieer 19 
MERCHANDISE STATEMENT: Per- 
A. SGROBS SALES; ccc weeds teikek © <cncveauts oils se Bice easyer: centage 
2. RETURNS AND ALLOWANCES.......... Se cota Wa aa Bs 
SN CUS AICS ese Mee ere eter cate nininian tare Gi aiereyeacrs 100 % 
4, NET INVENTORY OF MERCHANDISE AT 
BEGINNING OF PERIOD............5- (Ieee 
5. PURCHASES OF MERCH. AT BILLED COST ........ 
6. INWARD FREIGHT AND CARTAGE........ «222-205 
7. Sum of Items 4, 5, and 6.......... ID svaryuchbicla te 
8. CASH DISCOUNTS TAKEN. ROMO | ee eS od 
OE ALE imi sCas UbCUOL Octet cesiicisient ee a omen cre 
10. NET INVENTORY OF MBRCHANDISE AT 
ND) OF PMRTOD pects s:tis.asew tice Gatighiah «Bese Se BS chances 
11. Cost of Merchandise Sold.......... Rae taal Pere ce er cscoea ie ieee 
LORGroseub no fit tery as tne meee iodo trove w Ldideare tants CRE ee Sere 


EXPENSE STATEMENT: 
Selling Expense: 
13. WAGES OF SALES FORCE.....-+2+.-+08: Diabla te nuts ore PSD UAT hae Bieter 
TAL CAD VIDE VISIN Gog iy sist peas! igs is acne sieht my tieseical ayes Ban 
TS WRAPPINGS “AND! OTHDE. SELLING DX.) ssciep es, gp ge eee 
16. Total Selling Expense............ Cis iD es ee kerarer Sn 
Delivery Expense: 
17. WAGES OF DELIVERY FORCE........... Go ere Oe Te PER center 
TS POTHDR DHLIVORYIESPENSE.').. 5 2.s¢se eee) Sloat Meher) See. 
19. Total Delivery Expense.......... COCO RNUN lellellleber tog 26 
Buying Expense: 
20. SALARIES OF BUYING FORCE........... Dizi geese CM COANE ITE = aes crs 
1s OTHER BUSING MAPENSE. cso. cc. cme acmdctee | . peace 
22. Total Buying Expense: .c.ce.s260-) | ale ewe AOC PTB a ole 
Management Expense: 
O3.' MANAGEMENT. AND OFFICE SALARINS...1B.¢.ceess) | 3= ~ Uaawa. 
D4 ORPICH SUBRIDHSTAND*POSTAGH «me pecin canter, .. » . Weel Malad detccekes 


25. Total Management Eixpense....... TI See Me scene 


Fixed Charges and Upkeep Expense: 
26. INT. ON CAPIPAL—BORROWED$......-. © gaeee 
27. INT. ON CAPITAL—OWNED.... 


OSL OtalsLIGOLeSUentisteergeteiiste sis ce ane eve eas pe a 
29 


30. HATS LiGHRe AND! BOWE ERY. ¢ iio .0;spohey-ale tse mtateaele m My) PAttealsPasil )f etenerens 
Si TAXES (EXCeptOD DULCINOS) sama sciicicn eter ae 9° 98 9 | oatstette 
82. INSURANCE (except on buildings) 
By UREPAIHS OF STORE HOUIPMONE s. sus) teu seiserderssss btm | Pi ke cate 
34. DEPRECIATION OF STORE EQUIPMENT... ...-5505 . meee 
She hotalubixed hos anc Uipkecp, KixpgnamnmnnN Cones uleacs 0 sr soem 
SO. MISCELEANDOUS EXPENSE. ciccuacsenwces 9 eamecnen  “averal@ns 
3 MELOSSHS PROM BAD DNBIGss1ocs co eee sce seamen 
88. Total Expense. . ; NRSC ioe bi le ih Lae ea DIRE RNR Cote Ot A 
39. Net Profit (or ey Cae in eneayt LR alts Sev ce nee 
NET GAIN STATEMENT: 
40. SUNDRY REVENUE (net).. é dM ecttey LS oon Ce 
41. INTEREST AND RENTALS EARNED....... asain ageless tke, kee ea 
42. Total Net Gain (or Loss) (Loss in red).... Set. eee 
43. INCOME TAXES. a eee rn 
44. DIVIDENDS (corporation), SHARINGS 
(partnership), OR WITHDRAWALS 
(Diroprmetorship) eS e ye eee TS ie gee 
45. Surplus (or Deficit) for the Period (Deficit 
imiimed Bais’ hss aca sanyeeeeeeee eae eee ee SOE 


Form 1. Profit and Loss Statement—Harvard System for Retail Grocers 
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Brooklyn Edison Company, Inc. 


‘ Comparative Financial Statement, 1921-1920 
1921 1920 

Gross Operating Revenue................ $16,396,880.19 $13,174,874.81 
OMeravinle OX PeNSOS 2% + a6 ee cucssltea sialteteiell- 9,585,645. 60 8,909 .990.60 
ARES eee a NS ocd ack Ue EATEN eee 1,385, 0C0.00 999,940.39 
Reserve for Renewals and Replacements... 719,116.49 315,988 .44 
Total Operating-Wxpenses)...0.. 552%... 11,689,762 .09 10, 225,919.43 
Net-Operating Revenue .. «je. ses wee ans 4,707,118.10 2,948 , 955.38 
Net Non-Operating Revenue............. US eo 6k 133,994.13 
Giocs Corporate Income: | 2... cee sce 4,825,335.81 3,082,949 .51 
Income Deductions: 

imterestron dunded Debt... as evascye ices 1, 735,374.33 1,182 ,264.98 

Interest on Unfunded Debt............ 184,637.91 146,000.61 

Bond Discount Written Off............ 132,903.01 92,067.51 

Total Income Deductions.......... 270527915725 1,420,333 .10 

Noun COnpOratesENCOMe ae vie + s.0 sare erate che 2,772,420.56 1,662,616.41 
Appropriations: 

Daca dst atts ver aye stators aicterdeeieps 1,389, 702.00 1,387,366 .00 

Employes’ Profit Sharing.....5... 6.2. 144,807 .27 121,897.17 

Won tinGenClesc.0.)...0).ttekeseeene eee ee 982 ,836 . 64 

Mota cA ppLOpListlONS seis cole cilia 2,017 33040. 91 1,509, 263.17 

SUT OUUSeLOLmN CAI tiie. aut a-crtpernue nny a ohare: 255,074.65 153,300 024 
Surplus at Beginning of Year............. By 042, COOnOD 3,629,881 .00 
Less: Adjustments for Previous Years..... 156, 345.02 240,478.19 
PX HUSTLE COUTOMUS tsa 6 ste ee ee casero 3,386,411.03 3,389,402 .81 
SHUN E|ON DIGS feliay 1 Was NONLIN YCEPN DY 4 ergs enoemucmcl ey Gecue meee 3,641,485 .68 3, 542,756.05 


Form 2. Comparative Income Statement—Brooklyn Edison Co., Ine. 


The following definitions are from Montgomery’s ‘‘ Auditing, Theory and 
Practice’’:! 


Gross income means accruals (as distinguished from cash receipts) from all sources, 
such as sales, rentals, and interest; profits derived from the sale of capital assets, and 
the excess of previously created reserves over the ascertained need for such reserves. 

Net income means the balance of income remaining after deducting from gross income 
all costs, charges, and expenses (including items accrued but not paid and losses arising 
from the sale of capital assets). 


Montgomery also suggests the following classification of deductions from 
gross income: 


1 Vol. I, pp. 299, 300 
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1. Current charges against income, such as cost of goods; cash discounts; allowances 
not fairly deductible from sales prices; selling, general, and administrative expenses; 
bonuses to officers and employees; bad accounts and reserves for doubtful accounts; 
adequate depreciation (when not included in cost of goods), depletion and ordinary 
obsolescence (if there is such a thing); insurance; proportion of deferred charges carried 
over as applicable to the current period (if not absorbed—as they should be—in the 
accounts to which they relate); property and similar taxes paid, accrued, or estimated; 
and any other charges and expenditures properly chargeable to current operations. 

2. Deductions from gross income for interest paid and accrued on borrowed money 
(but not interest on capital), federal and state income taxes, accrued or estimated. 

3. Losses arising from sale of capital assets, and other extraordinary items affecting 
prior periods. 


Legal definitions of net income vary widely. The following is from Doyle 
v. Mitchell Bros. Co.:? 


Whatever difficulty there may be about a precise and scientific definition of ‘‘income,’”’ 
it imports, as used here, something entirely distinct from principal or capital either as 
a subject of taxation or as a measure of the tax; conveying rather the idea of gain or 
increase arising from corporate activities. As was said in Stratton’s Independence v. 
Howbert, 231 U.S. 399, 415; 58 L. Ed. 285, 292; 34 Sup. Ct. Rep. 136: ‘‘Income may 
be defined as the gain derived from capital, from labor, or from both combined.” 

Understanding the term in this natural and obvious sense, it cannot be said that a 
conversion of capital assets invariably produces income. If sold at less than cost, it 
produces rather loss or outgo. Nevertheless, in many if not in most cases there results 
a gain that properly may be accounted as a part of the ‘“‘gross income”’ received ‘“‘from 
all sources’’; and by applying to this the authorized deductions we arrive at ‘‘net in- 
come.”’ In order to determine whether there has been gain or loss, and the amount of the 
gain, if any, we must withdraw from the gross proceeds an amount sufficient to restore the 
capital value that exists at the commencement of the period under consideration. 


An accounting definition is given by Montgomery: 


The term ‘‘net income”’ should be used only to designate the amount arrived at by 
stating the income actually accrued during a stated period, collected or collectible, less 
the cost thereof actually paid, and less further costs accrued but not paid, such as 
depreciation, obsolescence, taxes, and other charges apportioned against the income, 
such as reserves for strikes, workmen’s pensions, etc. Reserves for working capital, 
unknown contingencies, etc., are not costs, but reservations of profits, and so are not 
to be considered in determining net income. 


NATURE OF SURPLUS.—Net income may be retained in the business or 
be distributed to the owners. If retained it is added to the capital accounts of 
partners or sole proprietors, and to surplus of corporations. 

Surplus, in its common use, consists of the accumulated undivided profits of 
the business. Sometimes, however, it is derived from sale of stock above par, 
from sale of capital assets, or from a revaluation of assets, in which case it is 
capital surplus. 

Surplus and original investment are usually distinguished by more or less 
arbitrary methods. Theoretically the Capital Stock account represents original 
investment of stockholders; but when stock is sold above par, the excess, al- 
though part of the investment, is considered under the title of Capital Surplus, 
being entered in a separate account. Laws make the distinction rather arbi- 
trarily, in attempting to prohibit the impairment of capital, by protecting an 
amount equal to par value of stock issued in case of corporations with par- 
value shares. These laws do not prohibit impairment of capital in excess of 
par of stocks; yet such excess, by being given a distinct classification, is ordi- 
narily removed from surplus applicable to payment of dividends. 


2247 U. 8.179. : 
8 Auditing, Theory and Practice, Vol. I, p. 309. 
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In case of banks and trust companies it is the custom to sell stock at a pre- 
mium to reduce the amount of capital stock and therefore the total amount of 
the double liability frequently imposed by law on the par value of stockholders’ 
shares, the aggregate amount of which is necessarily reduced when stock is 
sold at a premium instead of at par. The surplus thus arising is not intended 
for distribution as dividends. In case of sale of no-par stock, no uniformity in 
practice exists as to what part of proceeds is investment and what is surplus: 
The statutes of the state of incorporation should be investigated on this point. 
Where statutes place a dollar value on no-par shares, accountants frequently 
treat this as par value, any excess received above this amount being regarded 
as surplus. Best practice is to credit No-Par Capital Stock account for entire 
amount received from sale of stock, regardless of any arbitrary valuation placed 
thereon. 

«* Original investment plus net earnings less withdrawals equals capital or 
net worth. 

Analysis of surplus is necessary to show what part is investment and what 
part represents earnings. In any case mere size of surplus is not a certain index 
of earnings, because part or all of it may have resulted from sale of stock at a 
premium and because it may have been reduced by dividend payments. 

Surplus is not represented by any specific assets, although it is sometimes 
customary to assume that it is when a part thereof is said to be invested in 
securities as a reserve for contingencies. But such securities are no more a part 
of surplus than are other assets. Surplus cash, not surplus, is what is invested. 
Usually there is not enough cash on hand to equal surplus because excess of 
assets over liabilities and capital takes the form of investment in new plant. 
Surplus accumulates from day to day although it is entered on the books only 
when they are closed. 


POLICY REGARDING SURPLUS.—A large surplus serves as a bulwark 
against hard times and enables a corporation to pursue a consistent dividend 
policy. This tends to create a good credit rating. Frequently the dividend 
rate is fixed at a figure slightly below estimated minimum earnings, thus making 
certain of regular dividend payments and more or less constant additions 
to surplus. This policy is especially desirable where income fluctuates widely, 
because in such cases a larger surplus is desirable than where income is stable. 

Surplus is a source of additional capital used for making betterments. It 
provides a most conservative means of financing because it creates no new obli- 
gations. It is the most common method in use of increasing invested capital 
of corporations. The National Banking Act provides that banks, every 6 
months, shall set aside 10% of net profit of preceding half-year as a permanent 
addition to surplus until amount so set aside reaches 1/5 of par of capital stock. 

In some cases the amount of surplus which can be employed in creating addi- 
tions and betterments is very limited. After all reaisonable requirements have 
been met, any excess of surplus remaining should be distributed to the stock- 
holders as dividends. 

When surplus becomes disproportionately large, it is sometimes decided to 
declare a stock dividend, by which capital stock is increased and surplus 
decreased by equal amounts. Four chief purposes of stock dividend declara- 
tions are: 

1. To satisfy stockholders who clamor for the distribution of surplus 
without reducing capital or cash. 

2. To give stockholders tangible evidence of increased value of their 
holdings. 
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3. To keep market price of stock at a satisfactory figure. 
4. To conceal large earnings by distributing them at a lower rate over a 
larger amount of capital stock. 


A deficit results when charges to Surplus exceed credits; when such trans- 
formation occurs the name of the account may be changed from ‘“‘Surplus’”’ 
to ‘‘Deficit.”? An alternative procedure is to adopt the name ‘Surplus and 
Deficit,” which applies to either situation. In balance’ shéets deficits should 
always be so labeled. 

Extraordinary gains and losses should be carried direct to Surplus or to a 
separate division of profit and loss, so that results will not be vitiated for 
comparative and statistical purposes. Such separate section is necessary if 
the item is carried to profit and loss, because the ordinary Profit and Loss 
account should be used only for clearing normal items of income and expense. 
The chief objection to entering such items direct to Surplus is that it is then 
made a dumping ground for all sorts of unusual items. Another objection to 
entering such items directly in Surplus is in the resulting greater difficulty 
of making reconciliation or proof ‘of Profit and Loss and Surplus required in 
corporate income tax returns. The Bureau of Internal Revenue expects all 
items affecting profit of year to be handled through Profit and Loss, so that 
book profit may be proved by adding back to taxable income items of income 
not taxable and subtracting expenses not deductible. When charges are made 
direct to Surplus an awkward adjustment is required. The form of reconcili- 
ation is as follows: 


Nebula cable ln COMe.. <1. tvsaroue hots leis ereral yetwese ckehale sanieit aie $ 43,271.10 
Non-Taxable Income: 
Interestion: Liberty, DOnGS| yx ela yerstale otalels she ole cheleteteeis 44.00 
Other Tews ore coh ects vile conte vleveklorerou a ieisteqehons ssvel dys eTts eee oD none 
PACS Ane eee neve sic orave cidiare ee, TaMaMtela fellenecabacipe ie coe. SrPiso. 6 eK $ 438,315.10 
Unallowable Deductions: 
ID OTEAGIONS! sas e i acicusisy< 174s susie tusiginieoneteterstere ~ & 160.00 
Income and Profits Taxes Paid..... 5 shacs tore" 12,362.64 
(Ohi nadine ne etree O1co8 obo anUe none 
SPSL peed SL terk se 2 es AIRE RET oc IE 12,522.64 
Niet RELOhitmOCrDOOKS in ot ierdlevs c\teietsteteee eiaiareltb ee eee e (tere. a76 =e $ 30,792.46 
Surplusvat begimming of Years naa wlemicctles sols a sir. aal> «er 122,360.62 
Other Credits to Surplus during year..........-..eeeveeee none 
$153, 153.08 
IBrtatoteclolewyel: 160 by 5 oa. Soc cho.0 0.5 GibIn DIO OEIaDOG $20,000.00 
Other debits tO. SUNMPMISs—aaaetaweeteryelsis e's « none 
Tate liaicrsicy. Broo ie CoS NTT ee. chdie ao SU 20,000.00 
Surplus at‘close of yeaT......-.2 ccs cw secs sees tees sees $133,153.08 


CREDITS TO SURPLUS.—The chief credits to Surplus are: 


1. To record net profit at end of fiscal period. 

2. To record increases in net profit applicable to a previous period. 
3. To record unusual profits. 

4. To record premiums received on sale of capital stock. 
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To adjust increased valuations of fixed assets. 

To show forfeitures on payments on capital stock subscriptions. 

To record assessments on capital stock. 

To record difference between par value of reductions of capital stock 
outstanding and recompense paid to holders when redemption is at 
less than par. In case such stock is held for resale the excess of 
par over purchase price should be carried in an unearned surplus 
account until actually realized. 

9. To record excess in value of tangible assets over par of stock issued 
therefor. 

10. To record profit on sale of treasury stock repurchased for value. 

11. To record donations received. 


DEBITS TO SURPLUS.—The chief debits to Surplus are: 


1. To record net loss at end of fiscal period. 

2. To record decreases in net profit applicable to a previous period. 
3. To record unusual losses. : 

4. To record discounts received on sale of capital stock. 

5 

6 


Wale See 


. To adjust decreased valuations of fixed assets. 
. To record amount of dividends declared. 
7. To record premiums paid when capital stock is redeemed. 


CLASSIFICATION OF SURPLUS.—Fundamentally surplus is divisible into 
earned surplus and capital surplus. When the word “‘surplus”’ occurs without 
qualification, earned surplus is usually understood, but it is employed to cover 
both earned and capital surplus above. Earned Surplus is credited with earn- 
ings from normal sources and for adjustments increasing the profit of a previous 
period. It is charged with net losses from normal sources and for adjustments 
decreasing the profit of a previous period; also for dividends declared. 

Undivided Profits account may form a subdivision of Earned Surplus. Some- 
times, however, it takes the place of Earned Surplus. Usually it is the account 
to which earnings are first transferred and from which occasional transfers are 
made to Surplus. Sometimes it is used as an account in which are carried 
undistributed or unappropriated profits of last closing, undivided profits of 
preceding periods being taken to Surplus. 

Capital Surplus comprises all surplus not derived from ordinary operations, 
and is classified as: 

. Unusual or extraneous profits. 

. Premium on sale of capital stock. 

. Forfeited payments on stock subscriptions. 

. Assessments on full-paid stock. 

- Amount by which redemption price of stock retired is less than par. 

. Excess of value of tangible property over stock for which it is received 
in payment. 

. Profit on sale of treasury stock repurchased for value. 

Items 2-7 constitute paid-in surplus. Reductions of capital surplus result 

from debit entries recording conditions just the opposite of those which give rise 

to above items. All but items 1 and 7 constitute varying kinds of premium 

on sales of stock. Sometimes such items are carried in Premium account. 

Such premium is, nevertheless, capital surplus. Intangible property is so diffi- 

cult to value accurately that it is not usual to create a surplus when it is secured 

in exchange for stock. Capital surplus arises in reorganizations when par of 


stock issued is less than par of stock previously outstanding and now retired 
in exchange for the new. PEG 
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Treasury Stock consists of both repurchased and donated stock. Repurchase 
of stock is regulated by law in some states. Stock may be repurchased below, 
above, or at par. Treasury stock may be carried on books at cost or at its par 
value, or, if donated, at either estimated value or par. It is a reduction of 
capital stock outstanding and on the balance sheet is shown as a deduction from 
capital stock, thus: 


Gapital Stock mere secre secre eo ee eeieereel el toler ss otelel: $400, 000 
Wiese LT CASUTVOTOC Ke etna © ers eters reel 50,000 
SHOCk1O ULSLAMCIN eye on sie. fa euencuereeer ets store evis0s) elias $350, 000 


Purchase of stock at less than par creates an unearned surplus. In case of 
donated stock this is equal to par of the stock donated. Stock issued for value 
and then donated back may be resold at less than par without creating any 
liability on part of buyer for amount of discount. Since property is often 
turned in for stock at an inflated valuation, surplus resulting from donation 
of stock issued in payment therefor may be fictitious. No real surplus exists 
until donated stock is sold, and then only in case the asset values for which the 
donated stock was originally issued, were not inflated. But since asset values 
usually are inflated, it may be better policy to reduce book value of assets than. 
to set up surplus, although to do so may run counter to the action of the board 
of directors in originally placing a valuation on the assets. If surplus is set up, it 
should be termed Donaied Surplus or Working Capital Surplus. Surplus from 
donated stock is merely an unrealized increment until the donated stock is 
actually sold. Oftentimes the surplus arising from this source is overstated 
because it has not been reduced by discounts incurred on the stock at time of 
its sale. At time stock is donated, charge Treasury Stock and credit Donations 
account. When donated stock is converted into cash or other assets, any dif- 
ference resulting from failure to realize its par value should be applied to reducing 
the amount of the credit balance in the Donations account. After all donated 
stock is disposed of, the adjusted balance in the Donations account represents 
net increase in asset values arising from donation ofstock and therefore amount of 
surplus arising from this source. If original assets received in payment for 
stock issued have been carried at an inflated valuation on the books, this infla- 
tion may be eliminated as suggested above by writing it off against the 
Donations account before that account is transferred to Surplus. Surplus 
which originates in this way is true paid-in surplus, because it represents a 
contribution by the stockholders. 

Repurchased Stock should be governed by same principles as donated stock. 
Since it should be carried at par a book surplus results equivalent to the amount 
of any discount on the purchase price. If repurchased stock is sold at a profit, 
Capital Surplus is increased by amount of the profit; if at a loss, Capital Surplus 
is decreased to that extent. The unearned increment is replaced by true 
surplus or reduction thereof according as stock is sold for more or less than its 
purchase price. This unearned increment should be termed contingent profit 
on treasury stock. If stock sells below repurchase price, this contingent profit 
is wiped out and amount of loss is a charge, first, to Capital Surplus and, secondly, 
to Earned Surplus. Contingent profit exists only if stock is repurchased below 
par. If stock is repurchased at a discount and authorized capital stock is 
reduced, the contingent profit becomes capital surplus. This may not be the 
case, if no reduction in authorized issue is made, since stock might be resold at a 
discount. 

Surplus from Appreciation may result from a revaluation of fixed assets. 
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A definite line of distinction should be drawn between surplus available for 
dividends and surplus resulting from such revaluations. Such surplus should 
be reduced during remaining life of asset to whose revaluation it owes its 
existence. Depreciation of such assets should be separated into two parts, 
one applicable to original cost, the other to appreciated value. The former part 
is a charge to income, the latter to Surplus from Appreciation. 

Illustration.—A building costs $200,000 and has an estimated life of 40 years. 
At end of 20 years it is appraised at $150,000, thus increasing the depreciated 
book valuation $50,000. . This entry is as follows: 

Byun hint oer ss. 2. toate hotat ea \asaretaa otherness erik teh ee $50, 000 
Surplus from Appreciation.................4. $50, 000 
To record increase in value, as per appraisal. 
Over remaining 20 years of building’s life the newly appraised value of $150,000 
must be charged off by an annual charge of $5,000 to income and of $2,500 to 
Surplus from Appreciation. The entry at end of each year is: 


Depreciation. Vi... .;fo eee sa See ROU, Senay 4 $5,000 
Surplusirom\Appreciatione, alia aati ein anit ee ote 2,500 
Reserve for Depreciation. ...............0..0.. $7,500 


SURPLUS IN CONSOLIDATED BALANCE SHEET.— When balance sheets 
of affiliated companies are consolidated, investment accounts representing 
intercompany holdings of stock are eliminated and in their place appear the 
actual assets and liabilities of companies involved. When amounts thus sub- 
stituted do not agree with purchase price of intercompany holdings of securities, 
the difference affects consolidated surplus. Thus, if in place of the investment 
account representing securities of affiliated companies held, net assets having 
a greater book value are brought into the balance sheet, Surplus account is 
increased by such excess of assets over investments. Likewise Surplus is 
decreased if net asset values brought into consolidated balance sheet are less 
than the investment account for which they are substituted. The change in 
Surplus thus resulting represents net profit or loss which is applicable to the 
investment and which has accumulated since it was purchased. Any difference 
between purchase price and book value of assets at date of their purchase should 
be covered by an adjustment of the Consolidated Good-Will account. (See 
section on ‘‘ Consolidations.’’) 


RESERVES.—When a part of surplus is set aside for a specific purpose, it 
becomes a reserve. To the word “reserve” it is customary to edd a qualifying 
word indicating the purpose for which the reserve is intended. Reserves of 
surplus have developed as the result of a desire to show what part of surplus 
can safely be regarded as being properly available for dividends. 

Operating Reserves.—The additions to operating reserves represent charges 
against Income; consequently they are not reserves of surplus. They show an 
expense or loss incurred to neglect which would be to overstate net income. 
They may be an approximation, as in case of depreciation reserves. They 
represent either a deduction from book value of an asset, as in case of reserves 
for bad debts and depreciation reserves, or they represent liabilities, as in case 
of reserves for taxes. 

Non-Operating Reserves.—Non-operating reserves are reserves of surplus, 
representing profit set aside for a more or less definite purpose. Illustrations 
are sinking fund reserves and reserves for additions and betterments. Such 
reserves are established by means of an entry debiting Surplus and crediting 
the proper reserve account. Such entry does not reduce proprietorship but 
merely segregates part of surplus in a special account. It reserves profits 
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already realized for some purpose other than dividends. Usually non-operating 
reserves are established by vote of directors, but they may be the result of con- 
tractual obligations with creditors. An illustration of reserves of the con- 
tractual type are those providing for redemption of bond issues, details govern- 
ing the establishment of the reserve, and possibly corresponding fund, being 
found in the trust deed or mortgage. With such exceptions accounted for, 
the board of directors has control of surplus disposition. When no contractual 
obligation exists regarding the integrity of reserves, the board of directors may 
reverse its policy and turn reserves of surplus already established back into 
general Surplus. The purposes for which these voluntary reserves are estab: 
lished are summarized as follows: 


1. To provide a permanent increase in capital. 
2. To provide against emergencies and contingencies. 
3. To equalize dividend payments. 


APPROPRIATIONS OF SURPLUS.—Integration of surplus on a simple 
scale is accomplished by separating surplus into two parts, viz., undivided profits 
and surplus, the idea being that that portion designated as surplus is to be 
retained in the business. Where, in case of a large surplus, money is borrow- 
ed on the basis of the credit standing which such surplus gives to the company, 
it may be desirable to take such steps as are necessary to protect such sur- 
plus against distribution as dividends. So far as legal rights are concerned, 
however, the directors are at liberty to make dividend payment from such 
surplus. In attempting to keep such surplus intact, the interests of the stock- 
holders should not be neglected. 

An appropriation of surplus should not be confused with a fund for cash. 
Merely because surplus has been appropriated in no way indicates that any 
reservation of a corresponding amount of cash has been made. Usually such 
reserved surplus exists in the form of increased assets of al! kinds. Setting up 
cash funds to correspond to reservations of surplus is a different matter. As 
a rule it is not desirable to set up funds to represent non-operating reserves of 
surplus, because the money can be employed in the business more profitably 
than in form of securities of other concerns. When, however, it is considered 
desirable to establish a distinct fund, care should be exercised in purchasing 
securities for it, to see that they are readily marketable when money is needed. 


ACCOUNTING PROCEDURE FOR RESERVES.—In the ledger all reserve 
accounts show credit balances, but it is not necessary that all reserves appear 
on the liability side of the balance sheet. Valuation reserves are quite prop- 
erly a deduction from the book value of the assets to which they are complemen- 
tary. Examples are reserves for bad debts and depreciation. Operating re- 
serves which show liabilities, such as reserves for taxes, should appear on the 
credit side of the balance sheet. 

Non-operating reserves, being appropriations of surplus, belong in the pro- 
prietorship or net worth group of accounts on the liability side of the balance 
sheet. From point of view of location in balance sheet, reserves are classified 
thus: 

1. Deductions from assets (operating). 
2. Accrued liabilities (operating), shown on liability side. 
3. Appropriations of surplus (non-operating), shown on the liability side. 


On this point Montgomery says: 
“The distinction lies in the purpose for which the account is created. If 


Pn gee aie * 
4 Auditing, Theory and Practice, Vol. I, p. 267. 
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the debit or offsetting entries are proper charges against income, then the ac- 
counts should be deducted from the assets to which they relate, or else they 
should be set up as liabilities and should never be grouped with the surplus 
account. On the other hand, if the accounts represent sums set aside after 
the net income of an enterprise is properly determined, to conserve its tinancial 
interests by reducing the surplus available for dividends, these sums in reality 
form part of the general surplus of the business. In preparing balance sheets, 
these latter accounts should be stated as a section of the surplus account.” 

The ultimate disposition of proprietorship and non-proprietorship reserves 
differs. The former are ultimately returned to surplus but operating reserves 
are not if their amounts are correct. This is illustrated below. 

Illustration—Operating Reserve.—When an allowance for depreciation is 
made, a depreciation expense account is charged and a reserve for deprecia- 
tion is credited. When ultimately the building is displaced, its original cost 
is charged against the depreciation reserve, and if the reserve has been set 
up for the correct amount, it will be closed out. Should the reserve prove to be 
too large or too small, it would be adjusted through Surplus. 

Illustration—Non-Operating Reserve.—A reserve is to be set up to provide 
for the liquidation of a bond issue when it falls due. For this purpose $5,000 
of surplus is annually transferred to a Sinking Fund Reserve account until 
$50,000 has been accumulated in it. The entry each year is: 


Reserve for Sinking Hund ss: sehen ae $5, 000 


When the bond issue is paid off, Bond account is charged and Cash is credited. 
As yet the reserve, now amounting to $50,000, is unchanged. This should now 
be closed into Surplus, thus: 


MESS AMIR a iSriaTsualsad BUR 5 Gs Gan unadeAouasuueac nese $50,000 
Surpligt it). ss.ak Sees ee ee epee $50, 000 


The treatment of non-operating reserves should not be confused with the 
adjustment of operating reserves for excesses and deficiencies over the amount 
required to serve the intended purpose. Montgomery says that if there is no 
reasonable chance of reserve being restored to surplus, it is not true surplus 
reserve. 


RESERVES FOR CONTINGENCIES.—Reserves for contingencies may be 
either operating or non-operating reserves. If the charge for which they are 
created is a proper deduction from the income of the year in which they are 
created, they are operating reserves; if not, they are surplus reserves. As a 
working rule the charge is against current income if there is definite tangible 
evidence that a liability is accruing, the expense of liquidating which is prop- 
erly applicable to the current period. This evidence, however, must be some~ 
thing more than a vague feeling that something has been overlooked.® 

Illustration—Reserve for Contingencies.—In a certain business there is 
danger of litigation over patented processes although no suits are at present 
pending. To provide against the possibility of loss on this score, the board of 
directors decide that it is desirable to reserve a part of surplus which would 
otherwise be available for dividends. This is done by means of a charge to 
Surplus and a credit to a Surplus Reserve account. If later a loss is incurred 
as the result of patent litigation, the cost is charged against this reserve. In 
any event such losses are proper charges to Surplus and the effect is the same 


5 R. H, Montgomery, Auditing, Theory and Practice, Vol. I, p. 270. . 
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when they are charged against a reserve which was itself a charge against 
Surplus, as when charged direct to Surplus. The setting up of the reserve 
simply guarantees the retention of enough surplus to cover such losses. The 
effect is the same if the cost is charged direct to Surplus and the reserve is 
transferred back to Surplus as when it is charged to the reserve. 


SURPLUS AS AFFECTED BY VALUATION POLICIES.—Over- or under- 
valuation of assets has an equivalent effect on surplus. The same effect 
results from the omission of assets or liabilities from the balance sheet, or from 
the intentional over- or under-statement of assets or liabilities. A frequent 
practice is the creation of hidden reserves. Those most commonly arising 
result from :° 


1. Reducing the total value of the assets by 
(a) Charging additions or betterments to expense. 
(b) Charging assets of real value off the books against Profit and Loss 
or Surplus. 
(c) Writing down the book value of assets of real value beyond what 
is proper, either through the taking of excessive depreciation 
or by arbitrary write-offs. 


2. Increasing the showing of liabilities improperly by 
(a) Entering fictitious liabilities. 
(b) Overstating actual liabilities. 


Examples of 1 above are: 
1. Charging additions to repairs. 
2. Creating excessive allowances for bad debts. 
3. Charging manufacturing cost to expense, thus reducing inventory values 
of goods in process and finished goods. 


When hidden reserves are created intentionally, they usually result from the 
following motives: i 
1. To be conservative or to avoid any possibility of being accused of mis- 
representation. 
2. To lessen taxes by understatement of net worth or profit. 
3. To keep stockholders in ignorance of true conditions, either: 
(a) Fraudulently, to induce some of them to sell their stock for less 
than it is really worth; or 
(b) With honest intent, that there may be a hidden surplus from 
which dividends at the same rates may be declared in years 
of lean profits. 
4. To keep competitors in ignorance as to real worth of the business. 


Overstating Surplus.—This may be done by overstating assets or under- 
stating debts, but is never justifiable. It may result from fraud, ignorance, or 
overoptimism. . Failure to provide sufficiently large depreciation reserves leads 
to the same result, but high income taxes have checked this tendency. This 
applies both to fixed assets and to inventories. Balance sheets should not 
have to be discounted arbitrarily. 


VALUATION.—Certain rules are laid down for valuing assets. For full dis- 


cussion see section on “‘ Valuation.” Liabilities present a problem of. inclusion, 
not of valuation. All liabilities must be shown in the balance sheet whether 
due or not. 
paki rT okt 


6 The Surplus of Corporation, by P. W. Pinkerton, in Administration, Feb, 1923. 


312 NET INCOME AND SURPLUS [Sec. & 


Assets Valuation.—Various bases of valuation’ of assets are: 


. Original cost. 

Cost of reproduction. 

. Original cost less depreciation to date. 
. Market value. 

Forced sale value. 


CUR 02 toe 


Since these bases give widely different results, the amount of surplus depends 
on the base adopted, as well as on the care with which it is applied. So long 
as a business is prosperous, its assets should be valued on a going concern basis. 
In case it goes into the receiver’s hands, the valuation should be conservative 
but still on a going concern basis. This basis should be cost-less-depreciation 
to date. If the receivership fails to rehabilitate the enterprise and the assets 
are sold at auction, the basis becomes forced sale value. The basis of valuation 
changes when the use to which a thing is put changes. Moreover, assets must 
be valued with reference to their own characteristics, so that the basis of valu- 
ation applicable to current assets is not the same as that applicable to fixed 
assets. Changes in market value of current assets are a much more important 
factor in valuation than they are in valuation of fixed assets. 

Cost is sometimes difficult to determine. Complicating factors in case of 
large plant assets are: freight’ on machinery, installation costs, salaries and 
interest during construction, developmental costs, etc.; also later repairs, addi- 
tions, betterments, etc.; also the handling of depreciation. 

Cost at best is an approximation. There is a tendency to make certain 
departures from the cost rule in case of going concerns, owing to permanent 
increases in value occurring in many instances, which, if not adjusted on books, 
result in hidden reserves. Consequently in place of cost has been substituted 
cost to reproduce. This rule should be followed only when the increase in 
value is considerable, unquestionable, and permanent. As a rule such variations 
from cost should be made for balance sheet purposes only, original cost being 
reflected by the books. 

Inventories are valued at “cost or market, whichever is lower,’’ but frequently 
departures from this rule are permissible. Montgomery suggests the following 
bases to fit varying circumstances :8 


1. Less than either cost or market. 

2. Cost or market, whichever is lower. 

3. Reproduction cost when that is higher than replacement cost. 
4. Market when market is higher than cost. 

5. Selling price. : 


Writing inventories down to a figure below cost is equivalent to the establish- 
ment of a Reserve for Inventory F luctuations. 

Appraisals of fixed assets become relatively’ more important as cost as a 
basis of valuation is abandoned in favor of cost to reproduce. When employed, 
the adjustment should not be made through Profit and Loss but direct to Capital 
Surplus. 

When assets are written up, depreciation written off should be separated 
into two parts, the part applicable to original cost being a charge to income, 
and the part applicable to appreciation in value being a charge against the 
surplus set up at time of assets’ revaluation. 


7 For detailed discussion of the basis of valuation for rate pur oses, see Salierg’ Depre- 
ciation, Principles and Application, pp. 364-406. pare Ly 
8 Auditing, Theory and Practice, Vol, Wp, Leos 
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SURPLUS AND NO-PAR STOCK.—At time of sale, no-par stock should be 
eredited for sale price. Some accountants carry surplus arising from operations 
to the No-Par Stock account, but it is better to carry it to a separate surplus 
account. If no-par stock is repurchased at a price other than its original sale 
price, surplus is affected. If bought in excess of original sale price paid-in, 
surplus is reduced by such excess; if below original sale price, paid-in surplus is 
increased. If it wasissued at different times and at varying prices, one of two 
procedures is possible. One is to take the average value of all stocks issued. 
The other is to compare price of reacquired stock with original selling price of 
the identical shares. Neither procedure has yet become the standard. 


SURPLUS ADJUSTMENTS.—When errors made in former accounting 
periods are discovered, they should be adjusted through Surplus. If numerous, 
open a Surplus Adjustment account. After all corrections are made, carry 
balance of this account to Surplus. In stating current year’s results, begin 
Surplus with balance of previous year, then bring in balance of Surplus Adjust- 
ment account as a debit or credit and bring down the balance as the true balance 
from previous year; then bring in results of current year. If corrections 
affecting profit and loss extend over two or more years, discriminate between 
errors affecting surplus permanently and those affecting profit in a given year 
but which are offset in the next year and so do not affect final amount of 
surplus. 

If it is found that any bad debts were not taken into consideration, credit 
Accounts Receivable and charge Surplus, thus permanently reducing it, unless 
there is an adequate bad debts reserve, in which case it should be charged. 

If betterments and extensions have been wrongly charged to Repairs, adjust 
by charging Plant account and crediting Surplus. 

If, as the result of an error, the inventory is too large, charge Surplus and 
credit Inventory for the amount of the error. Since in the succeeding period 
the old inventory becomes a credit, an error in the inventory results in no per- 
manent error in surplus. Consequently, if surplus is to be adjusted each year, 
the correcting entry made to adjust surplus must be reversed the next year. 
If only final amount of surplus is desired, no adjustment is required. 

j, If adjustments are few in number and of small amount, they may be carried 
to current Profit and Loss to avoid the trouble of adjusting surplus. 


APPROPRIATED SURPLUS.—Surplus is subject to control by the board 
of directors, except where their authority in this respect is limited by law, as in 
case of certain classes of financial corporations. Frequently powers of directors 
in this respect are limited by contracts, as where the deed of trust of a bond. 
issue provides for establishment of sinking funds out of earnings. Otherwise 
the powers of the board of directors are practically unlimited, so that it is usually 
within their power to reverse any action previously taken to impound or reserve 
a portion of surplus. This possibility of a reversal of action previously taken is. 
often overlooked by business men. 

UNDIVIDED PROFITS.—Sometimes the subdivision of surplus into two 
parts, a Surplus account proper and an Undivided Profits account, is done to 
convey the idea that the ‘‘surplus” division is to be retained in the business, 
while the ‘“‘undivided profits” division may be used for dividend payments. 
Care should be used in impounding surplus and thus preventing payment of 
dividends, because a discontinuance of dividend payments may impair the 
credit of the company or cause other evil results. 

DISTRIBUTION OF SURPLUS.—In general, directors may declare divi- 
dends so long as they do not impair capital, i.e., reduce net worth to less than 


314 NET INCOME AND SURPLUS [Sec. 5 


par shares outstanding. In case of no-par shares, the question has not been 
finally settled by the courts. In some states impairment would probably 
result if net worth were reduced below amount for which stock was originally 
issued. In other states impairment would probably result only when net worth is 
reduced below a stated amount prescribed by law. This is $5 per share in 
New York. 

Limitations upon dividend payments are not always definite. Seymour 
Walton says’: 


It is difficult to state concisely a rule for determining the legality of a dividend, 
partly because of the various sources of surplus, and partly because of the diversity of 
judicial decisions governing the matter. It is sometimes stated that dividends can 
be paid only from profits, but this is not an exact statement because the law allows a 
corporation to distribute in the form of dividends any premium which may have been 
paid to the company on its stock. It is true that the directors should not deceive the 
stockholders by allowing them to believe that the dividend was provided by profits, 
but this is a question of ethics and not of law. 

Nor is the statement correct that dividends can be paid only from surplus, which 
means that after the dividend has been paid there must be actual net assets equal to the 
capital stock. For instance, if the development or organization expense is still carried 
on the books as an asset, it is not imperative that it shall be written off before a dividend 
is paid, provided a reasonable portion of it is canceled and the course of the business 
justifies the carrying of the remainder as a deferred charge. 


Surplus resulting from setting up on books of appreciated values should not 
be distributed as dividends. It should be earmarked to render it easily dis- 
tinguishable. 

The rule that dividends must not be declared unless net worth, exclusive of 
appreciation, will after the declaration equal or exceed capital stock, may be 
regarded as the one generally applicable in this country to corporations which 
have sustained losses by which capital has already been impaired. Capital 
impairment should be wiped out by earnings, assessments, or voluntary con- 
tributions, and net worth be brought back to more than par of capital stock, 
before dividends are proper. In England dividends may be paid in any period 
when profits are earned regardless of capital impairment. 

In case of corporations exploiting natural resources, it is not necessary to 
retain all money invested by stockholders until all activities are completed. 
In the English case of Lee v. Neuchatel Asphalt Co.,! it was held that ‘‘if the 
company retains assets sufficient to pay its debts... . there is nothing 
whatever in the Act to prevent any excess of money obtained by working the 
property over the cost of working it from being divided amongst the stock~ 
holders.”” In general, American decisions are in accord with this, although 
some are not so broad. 

Criminal liability attaches in some states to payment of dividends out of 
capital. Where criminal liability does not attach, the directors may make 
such distribution if willing to assume personal financial responsibility for return 
of the money in case the company goes into insolvency. Explanation should 
accompany such declaration to the effect that the dividend is not paid out of 
profits. Such dividends should be charged to Advance Payments on Dividends 
Not Earned or Declared, or similar account. This remains on the books as an 
asset until surplus sufficient to declare a legal dividend is accumulated, when 
these advances should be deducted from the dividend so declared. 


9 Advanced Accounting, p. A 271. 
10 L. R. 41 Ch. D, 1 (1889). 
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Dividends may be classified as follows: 


1. Dividends which reduce the net worth of the corporation: 
Type 1. By reducing assets. 
Type 2. By increasing liabilities. 

2. Dividends which do not reduce net worth of the corporation: 
Type 3. Stock dividends. 


Any dividend not paid in the company’s own stock reduces net worth, whether 
cash or scrip. 

The Supreme Court of the United States, in Towne v. Hisner,!! decided that 
stock dividends are not income and so are not taxable by the federal government. 


DIVIDEND POLICIES.—Dividends may legally be paid whenever there is 
a surplus against which to charge them. Few corporations could exist following 
the policy of distributing the entire surplus in dividends, because few businesses 
can continue operations satisfactorily on a fixed amount of capital. Growth 
requires additional capital to carry accounts receivable, to handle increasing 
inventories, to enlarge plants. The most common way of securing additional 
capital is through earning profits and retention of these in the business. 

Even if expansion is not desired, few businesses can distribute all surplus 
safely, because there are few whose profits are represented by cash as fast as 
earned. Most enterprises have to give credit, and much profit is necessarily 
tied up in accounts receivable. In determining whether a dividend should be 
paid, the cash situation as well as the mere existence of a surplus should be 


Analysis of Surplus 


4 


alance.of ourplus, Mees 31, 1922) ise oe eae enna niyy Gon $100,000 
Adjustments Applicable to Prior Periods: 
Addition: 
Refund of Income Dax Overpaid... 255-5. .s0senee % 1,000 
Deductions: a 
Accounts Payable Not Entered................ $200 
Items Wrongly Capitalized............-.+-++45 400 


Net Increase...... A RR OL oho oe OA dee alee OO 400 


rue Surplus, WecnBl 1922 os. pe cs ee msstnleletede Oe Me aeeTabta sts = $100,400 
Extraordinary Profits this period........--.+.+++eses0es $17,000 
Net Operating Profit this period.........-.-..++esreeees 43,000 


TRO tale NA CIGLONG RE RENEE HET cre art cee | eursei bah sicasn iS Rahs caak iE 60,000) 


Amount Available for Appropriation. 05... .. 6. cece eee eee eee $160,400 
Appropriations of Surplus: : 
TRUCE TAU epAOIO Marin ohaves JEMGHIOLS. ©, a o plgrdho ONS ON CEE G0 $10,000 
Dividends) DeclarediandpPald: . so... 6 ces wae s sss 20,000 


TotalwAppropmiatlONs ss, a/c ne osteo oy rie eyeucy sales epeeetek Rett 30,000 
Surplus, June 80, 1923... 2c ese rel Mh he BEET. $130, 400: 


11 245 U.S, 418. 
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Carthage Cabinet Com 
Balance Sheet— 


ASSETS 
CASH: 
Cash MMOMCes in yan er ea acts eae eee $ 12,750.00 
Cashyin Banks 3 ai, aici bry ome: setae Beato OF). 94,675.91 
Potal Cashewxi. see Saseys Meee ne ee. Same eae $ 107,425.91 


NOTES AND ACCOUNTS RECEIV- 
ABLE: 


Accounts Receivable, Customers’, Not 


1 OLS, 208 Reet crore meena Smelt ehee at $ 637,982.26 
Accounts Receivable, Customers’, Past 
NOt cecrels eal tere eee fae MO 51,447.35 
Railroad and Insurance Claims. weet ees 11,170.17 
Total Outside Receivables...................... $ 700,599.78 
Less: Allowance for Doubtful Receivables.............. 44,728.12 
Total Outside Receivables, Good...................:......... 655,871.66 
INVENTORIES: 
Cai wVisterialurGe) atten cairn cee ee ne ee ee $ 573,742.32 
Goodsiin® Process LeP)ilie DUS. ae ee ee re 187,707.84 
Hinighed \Goodaasix: 1 sie dee seo- eae pea Cale 1,432,772.13 
otal: Merchandise Inventories... +..:.).1,.:s. ane 2,194,222.29 
URIS SL TBERTYSILO ANT BONDBis «ean. ceca ai ngee meek ae a 160,400.00 
DOTA QUICK ASSETS ..0, SoMa, er eee ete ec $3,117,919.86 
Orricers’ AnD EMpLoyERS’ ACCOUNTS AND 
STOCKAS UBSGRIPTIONS (cnet nica re eee 114,740.24 
ToTaL CuRRENT ASSETS...... ais CURe GS ea Opes eeeietite Siete Meet $3 , 232,660.10 
FIXED ASSETS: 
Bean) oie acer te gener ayn witamangorient CaF deco eee $ 249,592.67 
IB Wilding eee setae ee, oe eee ane $ 580,910.21 
Less: Allowance for Depreciation....... ___ 156, 209.38 
Buildings Net iValue 1) -- Seen een 424,700.83 
Office Furniture and Fixtures ......... $ 19,085.04 
Less: Allowance for Depreciation ....., 9,782.15 
Office Furniture and Fixtures, Net 
Maluee erica (Rae eee oe ee ee 9,302.89 
Mactoryalixtures |i nee al, ene le $ 197,627.76 
Less: Allowance for Depreciation ...... 102,622.07 
Factory Fixtures, Net Value...................... 95,005.69 
achinery and Tools ...$1,583,754.68 
Less: Allowance for Depreciation 538 , 632.60 
Machinery and Tools, Net Value.................. 1,045,122.08 
Automobiles and Trucks.............. $ 55,182.79 
Less: Allowance for Depreciation ..__. 20,464.21 
Automobiles and Trucks, Net Value .............8 34,718.58 
Tora Frxep ASSETS......,. arote svar tate PCE tion es oe $1,858 ,442.74 
DEFERRED CHARGES: 
7,337.92 
21,904.95 
5,000.00 
aitiate oracle Pee Pre 34,242.87 
vega sajle, Sal ot eke eee gearitone seam estos 300,000. 90 
ROCK GOL SUMMER MI oe CAD -o Gr Do ooo cic ee $5 425,345.71 


EO ek 


Form 4. Balance Sheet Showing 
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pany—Indianapolis 
December 31, 1922 


Re ee ee ee 


LIABILITIES AND NET WORTH 


CURRENT LIABILITIES (Unsscurep): 
Notes Ol Danksicctreans ate © te weier~sisii es $ 180,000.00 
Accounts Payable, Trade... ..........-+. er 178,046.58 
Accounts Payable, Sundry .............e eset eens 160,689.44 

Accrued Interest, Taxes, etc. (including 
Federal Income ay ere nae Hold de> co) SS Hee 74,495.65 


Total Current Liabilities (Unsecured).........+.+ seen rece $593, 231.67 


FIXED LIABILITIES: 
First Mortgage Bonds Outstanding, due 
BS Ae again tama Ob pe ron Conc ino otrcn eG $ 800,000.00 
Less: Sinking Funds in Hands of Trustees: 
COPE SSP igen oles on icy CUPTe OC $ 2,436.07 
In Vesthiments. sas. este wieieusce’s scholuii bens 349,600.00 
Total Sinking Funds..........seeessteececererace 352,036.07 
Net Fixed Liabilities........ ccc cece esse t reece rere ee eee ness 447 , 963.93 


"TOTAD LIABILITIOS. «o1500:) 0 a.c10 0:09.59 cies ae dar tine Be weeves - $1,041,195.60 


NET WORTH: 
Preferred Stock, Authorized........... $5,000,000.00 
Less: Unissued ......... $3,000 ,000.00 
in Treastiry.... se. +. 1,000,000 .00 
4,000,000 .00 
Outstanding cigs mietiaterss 6 ocitte sce $1,000 ,000.00 
Plus: Subscribed... 0.00.20. . ese e eee 100,000.00 
Total Preferred Capital Stock... .....-.022+-+5- $1,100,000.00 
Common Stock of No-Par Value, 50,000 
shares authorized, 20,000 shares out- 
BCAIGITIS Soretene chee role oe gn) ese) ohedsieeie viaje. aiaiesieiesers 800,000.00 


Total Capital Stock ........+sseeeeereeeeesees $1,900,000.00 


Surplus, Available for Dividends: 
BARC eee oreo eb > susie pis es iwie sy eiaiagene $1,442,150.11 
Gapitallrnapte ecrete te cre) atresia cisieve Relate 140,000.00 


GETS cepeeratenry sister shele Blegecaiaidisneiiriusiorsiee crea eis $1,582,150.11 


Surplus, Not Available for Dividends: 
Reserves: 
Hor Sinking Mund)... .- senses ss $ 352,000.00 
For Contingencies..........-+-+++ 200,000.00 
For, Wxpadsion. 0.0.6 es ee eee ees 150,000.00 
Total ReSCPVES ..6cc56 hence es eet $ 702,000.00 
From Revaluation of Good-Will, Pat- 
ents, and Trade-Marks.. 200,000.00 
Total Surplus Not Keatlabta! aS 
IDY Rpts acto Kien a Ric BOO oud Gr omonntD ri Carma 902,000.00 


INDE W ORT cesses clo) vie siecle eisqels a nisgolens helene tell cisucrsinieuogersietnenst $4,384,150.11 


Toran LiaBinitiss AND Ne - 
Wich see en Oi anos adobe. wher ud TUnmOmaL aorn cao $5,425,345.71 


Detailed Analysis of Surplus, 
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considered. While it is legal to pay dividends with borrowed money, provided 
there is a surplus, the courts are inclined to question the motives behind what 
is usually a display of poor business judgment. The writer knows of trials 
where the judge considered such payments from borrowed money a prima 
facie evidence of fraud. 

It is ordinarily considered bad policy to pay dividends out of surplus unless 
profits have been earned in the preceding year. The exceptions to this rule are 
found in the cases of those corporations whose dividend policy has been con- 
servative to such an extent that they have accumulated a surplus in excess of 
their needs to enable themselves to continue an uninterrupted dividend record 
through lean years. - 


SURPLUS ON THE BALANCE SHEET.— Handling of surplus in the balance 
sheet is based on the principle that surplus and capital stock together comprise 
net worth. It is usual to group them go as to show total net worth. If, instead 
cf a surplus, there exists a deficit, this should be shown as a deduction from 
capital stock rather than among the assets. 

A first requisite is to show surplus available for dividends as distinguished 
from that not so available. 

Surplus arising from appreciation of asset values should be carefully sepa- 
rated from that arising from other sources, to eliminate the danger of its being 
used for dividend payments. To this should be added amounts reserved from 
dividends by action of the board of directors or by contracts requiring the 
establishment of reserves. 

Another desirable classification is between earned and capital surplus. Ac- 
counting practice favors the theory that earned surplus be distributed as 
dividends before capital surplus is distributed. 

However, for purposes of income tax, Congress has enacted that dividends 
“shall be deemed to have been made from the most recently accumulated 
undivided profits or surplus.”!2. In Harder v. Irwin, the United States Dis- 
trict Court, Northern District of New York, holds this rule to apply ‘ regardless 
of the language of the resolution or the intent of the company.” This is subject 
to change, su does not necessarily determine accounting practice. 

Non-operating reserves, that is, proprietorship or surplus reserves, being 
part of corporate surplus, should be so shown on the balance sheet that their 
total will be accumulated in total corporate net worth. 

Operating reserves, being either deductions from asset values, or else repre- 
senting true liabilities, should not be shown as part of net worth. Those termed 
valuation reserves, because they place a measure on specific asset values, are 
preferably shown as deductions from asset values. 

Declared and unpaid dividends are an actual liability. Cumulative unpaid 
dividends should not be accrued on the balance sheet. They become a liability 
only when declared. For the information of those concerned they may be 
mentioned in a footnote to the balance sheet. 

When declared, the amount of dividends should be removed from surplus to 
a liability account, Dividends Payable. 

Analysis of surplus in the balance sheet may be somewhat as shown in Form 
3, when it is desired to show changes in surplus during the last fiscal period. 


A form of balance sheet setting forth a detailed analysis of surplus is shown 
in Form 4.14 


12 Revenue Act of 1916, as amended 1917. 
13 Reported in T. D. 3420, Bureau of Internal Revenue. ’ 
14 P. ae Pinkerton, The Surplus of Corporations, in Administration, Apr. 1923, pp. 
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SECTION 6 


FINANCIAL STATEMENTS 


Fundamentals 


FUNCTION OF FINANCIAL STATEMENTS.—Enterprises issue financial 
statements for certain purposes, chief among which are: 


1. To meet the requirements of management. 
2. To meet the requirements of investors. 
3. To meet the requirements of governmental regulations. 


REQUIREMENTS OF MANAGEMENT.—Management involves internal 
and external problems. Internal problems are those involving financial struc- 
ture, handling of cash and current assets, and supervision of operating processes. 
External problems cover a concern’s relationship with individuals and corpora- 
tions. Usually credit is involved in external relationships, and the credit 
structure of a concern is continually under observation of those who enter into 
credit relationships with the company. These various processes of finance and 
operation require constant supervision. This supervision must be based on 
accurate information derived from experience and so standardized as to enable 
possible comparisons to be made between processes and procedures within a 
given concern and over a certain number of years, also between concerns suffi- 
ciently alike to make comparisons of results valid. This standardized infor- 
mation must be compiled in form of reports and statements. Of these state- 
ments, the most important are the balance sheet and income statement. 


BUSINESS STATISTICS.—The balance sheet and income statement are 
forms of business statistics valuable chiefly for the relationships which they 
disclose. The abstract facts contained in these statements are in themselves 
of little value; they should be used to make comparisons and show relationships. 

The balance sheet indicates the sources of capital used in a business and the 
manner in which it is invested. The sources of capital are shown on the right- 
hand side of the balance sheet, the liability side. The investment of capital 
is shown on the left-hand side of the balance sheet, the asset side. Capital is in- 
vested in assets in proportions which vary with the nature of the business. In 
some businesses proportion of total capital required in form of fixed assetsis 
large; in others it is relatively small. Significant relationships exist between 
sources of capital and the invested form which it takes. Capital, in case of corpo- 
rations, is secured chiefly from three sources: (1) stockholders, including both 
original contributions and accumulated earnings; (2) issuance of long-term obli- 
gations; (3) issuance of short-term obligations. The amount of capital received 
from each of these Sources must bear a more or less definite relationship to the 
manner of its investment in the various asset forms. Capital invested in fixed 
assets should be derived from sale of long-term securities, stock or bonds. Returns 
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secured from sale of short-term securities should not be invested in fixed assets 
but be reserved for purchase of working assets, and a sufficient excess of working 
assets over current liabilities should be maintained to preserve a suitable 
working capital ratio; that is, sufficient working capital should be secured from 
sale of stock or long-term securities so that total working capital will exceed 
current liabilities by a sufficiently wide margin. 

The income statement gives the history of operating results over a period 
based on data covering gross income, cost of service performed or commodities 
sold, and resultant effect on proprietorship. Total revenues must be first used 
to make good cost of service performed, including all expenses of both direct 
and indirect character. Any balance thereafter remaining represents increase 
in proprietorship to be carried to surplus. In a particular branch of industry 
all items reflected in the income statement bear more or less definite relation- 
ships to each other, so that ratios representing these relationships become bases 
for determination of policies and procedures. If sales are taken as 100%, then 
all costs and expenses must be in proper proportion thereto to realize a profit. 
The form of the income statement should be devised to facilitate comparison 
of important items. This necessitates logical order and proper classification. 
The important relationships found in the income statement, according to J. H. 
Bliss, are: 


. Costs to sales. 

Gross profits to sales. 

. Expenses (in detail) to sales. 

. Operating results to sales. 

Non-operating income and expenses to sales. 
. Surplus net profits to sales. 


OnrwnNd eH 


The balance sheet and income statement should also be considered together 
to obtain certain comparisons. Bliss lists the following relationships and 
measurements thus secured: 


Ratio of surplus net profits to stockholders’ investment. 
Ratio of operating profits to total capital employed. 
Turnover on total capital. 

Turnover on plant investment. 

Turnover of inventories. 

Turnover of accounts receivable. 

Cost of borrowed capital. 

Cost of all capital employed. 


OPO gO CHOI 


Supporting statistics are necessary in connection with balance sheets and 
income statements, to permit the desired amount of detail in comparisons. 
These statements should be subjected to statistical analysis, the purpose of 
which is to reflect tendencies and conditions whose resultant combined effects 
are shown in the general financial statements. After statistical analysis has 
been applied, the detailed results secured should be considered in relation to 
the balance sheet or income statement to which they apply. 

SIGNIFICANT RELATIONSHIPS IN FINANCIAL STATEMENTS.— 
Before attempting to analyze balance sheets and income statements, it is 
necessary to determine what relationships represented in or between these 
statements have significance. The accompanying chart, prepared by J. H. 
Bliss (Form 1), shows these relationships. 

Balance sheets and income statements which conceal these important relation- 
ships are not properly constructed, They show lack of appreciation of these 


322 FINANCIAL STATEMENTS 


The most important 
relationships of the 
balance sheet are 
between these: 


The Net Worth or 


Stockholders’ Investment (8) 


Other Liabilities (7) 


The Total Current Liabilities (6) 


The Total Current Assets (5) 


The Accounts Receivable (4) 


The Inventories (3) 


The Fixed Property 
Investment Used: 


The Total Investment Used: (1) 


THE 
BALANCE SHEET 


Form 1. 


The relationships ex- 
pressed by the bal- 
ance sheet and in- 


come statement when 
considered together, 
include these: 


The surplus net profits earned 
on the Stockholders’ Investment: 
(8) to (8) 


The Cost of Borrowed Funds: 
(6) and (7) to (7) 


The Cost of 
Total Capital Employed: 
(1) to (7) and (8) 


The Operating Earnings 
on All Capital Used: 
(1) to (5) 


The Fixed Property Expenses 
(2) to (2) and (4) (7) 


The turnover of 
accounts receivable; * 
(4) to (1) 


The turnover of inventories: 
(3) “to? <(1) 


[Sec. 4 


The most important 
relationships of in- 


come statement are 
between these: 


(8) Surplus Net Profits 


(7) Non-Operating Expenses 


(6) Non-Operating Income 


(5) Net-Operating Earnings 


(4) Expenses 


(3) Gross Margin 


(2) Cost of Sales 


The turnover of 
plant investment: 
es Oe (0) 


The turnover of 
all capital used: 
@) to (1) 


THE VIEWPOINT 


From which to study Financial and 
Operating Statistics of a Business 


Statements 
(By J. H. Bliss) 


Sales and 


() Volume Statistics 


THE 


INCOME STATEMENT ; 


Chart showing Relationship between Significant Items in Financial 
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relationships on the part of those who construct them. Before the form of these 
statements is determined upon in any business, attention should be given to the 
relationships that should be expressed in them. They should then be given 
such form and classification as make the desired comparisons easy. The 
accompanying chart compiled by Bliss (Form 2) indicates the comparisons to 
be made in financial statements. A condensed balance sheet is shown on the 
right; a condensed income statement on the left. Each item is numbered to 
- facilitate reference. At the bottom of the chart, important measures and rela- 
tionships are worked out, the items used to secure the results being indicated 
by numbers given in the statements. 

Following are comments on more important relationships in financial state- 
ments. 

1. Relation of surplus net profits to net worth is the measure of earning power 
from stockholders’ point of view. In competitive businesses of a given type 
this tends to a fair average, bu varies as between types because of nature of 
risk involved. Other things being equal, the return is an index of financial 
and operating efficiency. The following table compiled by Bliss shows average 
percentage return on net worth of concerns engaged in various lines: 


Number Average 
of Years per Year 


% 
Showing large return on net worth: 
Explosive manufacturers.........-+- +s sseeeeeeceeees 6 19.5 
Glass mmantiraceUnrets ciety ire pushate sur teiensiel Re ok retake iareras 6 ffl 
Petroleum oil companies... ..-.. 2+. +2 seas tes ese neces Tf 16.4 
Sionjelonl ohavgs - Gi. mm beso destino gab ou Sm DOOD Io: Soa a 13.8 
Pn thra Gluey COA se fate cb lS oe Sic axes seer) eaatotelehe ele ishenails sit, aia 8 lieu 
Boot and shoe manufacturers........---++sesseescseae 7 12.2 
Showing small return on net worth: 
Vegetable oil manufacturers.........----:+6 see ee eeee a BigP 
eather manutacturerss ... 6.1... fetes sss» <i orn 9 3.6 
Hertilizer manufacturers. ..0...-00 hee ene tte sees ws cles 9 4.0 
Paper manufacturers... ...-- 6s cee cree tee eee eens 9 5.0 
Woolem and worsted @O0dS. : . 6.525000 - tue dents 45 8 5.6 
Slaughtering and meat-packing............-...++++-5 9 6.2 


2. Percentage of operating profits to total capital used in operation is the 
test of results viewed from the operating point of view. No regard is paid to 
source of capital. Operating profits are profits shown after meeting costs and 
expenses but before paying interest or other return on capital employed. The 
relation of surplus net profits to net worth is not a test of operating results, 
because it is affected by amount of capital secured from outside sources, bonds, 
notes, etc. Methods of financing concerns engaged in similar operations may 
differ widely. Consequently total capital employed must be considered. 
Yield on stockholders’ investments is greater or less when part of capital is 
borrowed than when none is borrowed, accordingly as capital can be made to 
earn more or less than interest rate on borrowed funds. If balance sheet 
and income statement are properly organized, capital used in operations and 
net profits on operations will be clearly set forth. 

3. Relation of surplus net profits to sales (volume of business) measures 
profit on basis of turnover. It is complementary to (1) above, which shows 
relation of surplus net profit to net worth. The rapidity of turnover necessary 
to produce a fair rate of return on investment depends upon margin of profit. 
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Thus where margin of profit is wider in one instance than another, to yield the 
same return, turnover need not be asrapid. Range of surplus net profits earned 
on sales is shown in the following table compiled by Bliss: 


Average % 
Earned on 
Sales 
Industries with wide margin on sales: 
Meadi production; average for’ 7 years.eee ase n-ne ee eee 2570 
Petroleum oil production, average for 7 years.................. 19.0 
Bituminous coalmaverage for 7 yearss@en. a7 a. eee. 18.6 
Anthracite coal, average for S yearsia.= 4. a... ae oe ae 16.5 
Sugar production, and refining average for 8 years.............. gs. i74 
Industries with narrow margin on sales: 
Slaughtering and meat-packing, average for 9 years............ 1:3 
Leather manufacturing, average for 9 years................... 4.0 
Mail-order merchandising, average for 9 years................. 4.8 
Rubber and tire manufacturing, average for 9 years............ 6.7 


4. Relation of operating profit to sales is complementary to relation 2 above. 
This ratio shows profits earned on turnover, and relation 2 shows return earned 
on capital. Where a turnover of one per annum is secured, these ratios are 
equal. As a test of operating results this is superior to relation 3, because 
interest costs are not considered. 

5. Relation of gross earnings to sales is a ratio highly characteristic of a 
given type of business, and consequently varying widely as between different 
lines. Gross earnings is found by deducting cost of goods sold from net sales. 
If a business is departmentized, each department will be found to have its owa 
characteristic ratio. 

6. Relation of expenses to sades is the best index to operating efficiency. 
These relations are expressed as so much per unit where quantity statistics 
are available, and as percentages when based on sales expressed in dollars. 
This ratio should be applied to the various subdivisions of expense for depart- 
ments as well as for the entire business. . Where quantity statistics are avail- 
able, the expenses figured as dollars or cents per unit of commodity sold are 
effective measures of results secured. These should be supplemented by the 
percentage ratios. 

7. Relation of fixed property expenses to fixed property investment is an 
index of economy and efficiency in the upkeep and management of fixed assets. 
The complementary ratio is that of fixed property expenses to sales. Fixed 
property expenses include all costs arising from ownership and use of fixed 
assets—taxes, upkeep, depreciation, etc. These are in the nature of fixed 
charges and do not vary extensively with variations in volume of business. 
There is danger of burdening a concern with a heavy fixed burden as the result 
of unwarranted extensions of plant or permanent equipment. The annual 
fixed charge imposed by such additions amounts to approximately 20% of their 
first cost, 9% representing cost of money, 5% depreciation, and 6% repairs, 
insurance, taxes, etc. 

8. Cost of borrowed capital may be considerably different from the nominal 
rate paid on outstanding bonds. If these were issued at a premium or discount, 
true interest cost should be determined by means of a correct amortization 
schedule. Also expenses incidental to sale and retirement of bonds should be 
taken into consideration. 


9. Cost of total capital employed should be carefully determined so that the 
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productivity with which it is managed can also be determined. Bliss gives 
the following plan of determining this cost: 


(a) Determine full cost and expenses of borrowed money, making due 
allowance for amortization of premiums, etc. 

(b) Determine fair competitive return on stockholders’ total equity in the 
business which should be earned by operations. 

(c) These together afford a measure of real cost of capital. 


This cost will ordinarily amount to 9% or 10% per year on total capital 
employed. 

10. Turnover of inventories. See section on ‘‘ Inventories.” 

11. Turnover of accounts receivable. See Index. 

12. Turnover on fixed property investment is ratio of sales to capital invested 
in plant and equipment. When fixed property investment enjoys a rapid 
turnover, overhead is reduced and the competitive position of the concern 
improved. The remedy for a slow turnover is either adjustment of property 
values or increase in sales. Reduction of investment of property is usually 
difficult to accomplish. It is better to keep careful watch of investments in 
plant in order to avoid all unnecessary expenditures of that type. 

13. Turnover of total assets is ratio of sales to total capital employed. This 
is a valuable test of operations. It differs widely in different lines. As among 
similar enterprises, slow turnover of total assets is a competitive handicap. 

14. The working capital ratio is the ratio of current assets to current liabilities. 
It is used to express a concern’s status from a credit point of view, and the 
maintenance of a favorable ratio between current assets and current liabilities 
is necessary to a good credit position in the eyes of bankers and investors. 


Analysis and Interpretation of Balance Sheets 


FORMS OF BALANCE SHEETS.—BPalence sheets are found in innumer- 
able forms ind arrangements. There is no satisfactory reason why English 
accountants place assets on the right side and liabilities on the left side, 
whereas American accountants use the reverse arrangement. . 

In the United States the account form of balance sheet has assets on the left 
and liabilities on the right. The statement form has assets above and liabilities 
below. R. H. Montgomery gives the following requisites of an ideal balance 
sheet :1 

1. The assets, properly valued and grouped, and arranged in order of 
availability. This form is sanctioned by bankers and credit men. 

2. The liabilities also properly grouped and arranged in the order in which 
they will, or should, be discharged. 

3. If possible, excess of assets or liabilities should next be shown, so that 
net worth or capital may be apparent. 

4. A statement showing to whom the excess belongs or from whom it is 
due. 

These concepts are illustrated in Form 3.? 

Among large industrial corporations the balance sheet shown in Form 4 is 
most popular. Owing to the fact that this forra presupposes the ability on 
the reader’s part to discriminate between actual liabilities and surplus, Mont- 
gomery prefers the balance sheet shown in Form 5.4 


1 Auditing, Theory and Practice, Vol. I, p. 367. | 
2Tbid, pp. 367, 368. 3 Ibid., p. 368. 4 Ibid., p. 369. 
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: Assets 
Current Assets: 


Deferred Charges: 
BONG DISCOUML YOUC am ra tay Wait sect: cat bk eg ete ee ey ees ce, 
Plant Assets: 


Excess of Assets 
(or Net Worth) 


: Form 3. Outline of Ideal Balance Sheet 


Assets Liabilities 
Plant Assets: Capital Stocker an sens pate ne 
(Including Real Estate, Ma- Bonded! Debian. nee. 
chinery, Patents, Good- Current Liabilities: 
Wall Fetes) Sal. SE De ee Berke Notes Payable....... Co eae 
Deferred Charges to Operations: Accounts:Payable.... 
Insurance, Interest, etc., Pre- Accrued Wages, etc. . 
Dal ice nteetc cee ee ers Tee: a 
Current Assets IROSETVER Ald Mh i, teres | 
Inventories.......... nahn Ales Surplus. tee et tey A eee 
Accounts and Notes 


Form 4. Form of Industrial Balance Sheet: 
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Federal Reserve Board 


ASSETS 
Cash: ; 
la. Cash on hand—currency ANE COMM < Re Ac eects Me cteneest Pore teen rarees 
Nat dO stphiel of hore eo rad (oak EGE aD ae Dk ro pCR ue = yANG © Choo Biche aioteberonate 
Notes and accounts receivable: 
3. Notes receivable of customers on hand (not past due) .........- 
5. Notes receivable discounted or sold with indorsement 
ON SUATANEY:. pon cece Menten ered ecee ota apn = geen (eke conned Magentis lel evie tale 
7. Accounts receivable, customers (not past due)....... ...---+.++- 
9. Notes receivable, customers, past due (cash ‘value, 
11. Accounts receivable customers, past due (cash value, 
Less: 
13. Provisions for bad debts..... Hoeodpad Poway S60 
15. Provisions for discounts, freights, al- 
Towances, 6b Circo avsbetce tele terene ct eurterc ce ear ci ari os arieceeteticeenetenss miettiersleiselera 
Inventories: . 
17. Raw material on hand............0--+ se seve eeenee vert eseee 
19S Goods'in' PrOCessir. cecisecenete she eke 4/2 siehal> chegmees ole ate ph soe Gioke ses Nateme ere 
21. Uncompleted eotitractss © Sate nos coe Oe 
Less payments on account thereof........- 22. eee cece eeeees 
BEX sl tbaetsy Kol rzoars uorndervae Gover cna ao venodooer saonbasnloodacuouoe wacomac Sthere 
Other quick assets (describe fully): 
Total quick assets (excluding all investments)............----+-+seerere Sinfoies orth s 


Securities: 
25. Securities readily marketable and salable without im- 
pairing the DuUSiN6Sssh.. |... Willan eke eee Rae a. heater ewe 
27. Notes given by officers, stockholders, or employees. . 
29. Accounts due from officers, stockholders, or emplcyees 


Total current assets 


Fixed assets: 
Si. and used Lorkplant..$2 crecgre rc: vet eieniasvs a eetenke Seema ets ene cos ia 
33. Buildings used for plant 
SO Se VILG DIT CLY 5 cron cra sacasutah exe ehaes 
Slee Loolsvandplanti@duilpmien ty <tc... dace eee ee tener tenene nner ieee ceaveme araicirane 
BOn Panterns and drawings. So. ¢< 5 cite 16) teeuecinee eee 
Ze (haste rgborontauedsye bolo seb-anveeccGr. ar or hi needndso deoser 
43. Other fixed assets, if any (describe fully)............ 


Less: 
45. Reserves for depreciation 


Total fixed assets 


Deferred charges: 


47, Prepaid expenses, interest, insurance, taxes, etc...........+-+205 
Other assets (49) 


Total assets 


Form 6. Federal Reserve Board 
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Form of Balance Sheet 


; LIABILITIES 
Bills, notes, and accounts payable: 
Unsecured bills and notes— 

2. Acceptances made for merchandise or raw mate- 
MIA PULCHASEC eee Mette eee mane ere rere ene ea ree 

4. Notes given for merchandise or raw material pur- 
chased if -etasiss sing seieer Ree ee Gast esee =. 
6. Notes given to banks for money borrowed...... .......-++> 
S: Notes sold through brokers,,.-.-5:0,.)ocs oo: 
10. Notes given for machinery, additions to plant, 

CUE eee Poth ecto eeae pe en PE IEE bh. Sok eae gio hry oa irc ps nota 
12. Notes due to stockholders, officers, or employees .........- .-.-+5., ae 


Unsecured accounts— 
14, Accounts payable for purchase (not yet due).... .......... 
16. Accounts payable for purchases (past due)...... .....-.--- 
18. Accounts payable to stockholders, officers, or em- 
DLOV COS trains carapace ir at ke ate eer aden Sn ee ee leg gt ae fotaeag rae ore 


Secured liabilities— 
20a. Notes receivable discounted or sold with in- 


GOTSEIOCNY OLISUATADLY: (CODELLA) = cepa sistemas consis ge isuctetsi aa 
20b. Customers’ accounts discounted or assigned 
(CONEDD) ERATE REP L1Se EN Lala ede SOT Ee MEE seer att 
20c. Obligations secured by liens on inventories..... .......--- 
20d. Obligations secured by securities deposited as 
COMA ber ae AS POR OE SP AES Se eee Seto cate! Sea ete eRe eae 
22. Accrued liabilities (interest, taxes, wages, CtC.).. 1... cere ee cereresace 


Other current liabilities (describe fully): 


Moftal curfemt [Mapilitles’. sss. s< cc +s se .e se) eal anaes oe MMChapate ghOtele OPN bel Giefcreletiarepare 
Fixed Jiabilities: ; 
24. Mortgage on plant (due date........ ee eee ey Ot Meneic sete 
26. Mortgage on other real estate (due date........ Aga ai teke ate as 
28. Gly ut on machinery or equipment (due 
EG Pe aE A OULMEE, Pero MeH aed scemesoter tuck siccisshetel/e Aelia Ale! «) c farlet a apostle, eirsits tara 
30. Bonded debt (due date........ Nat CO eee a moron aerte tontaus.t af 
32. Cther fixed liabilities (described fully): 
Ua nos sey bid be) OWI BUN (21: beck cK NCR nCRCRCIPR ORE OMILERRUO SEO Rie ONT CaateOIOT ICC Gon Gat 
Net worth: 
34. If a corporation— : 
(a) Preferred stock (less stock in ELEARUTY) assseaieeiee eae 
(b) Common stock (less stock in PLEGSULY)... sean ceacnsresoros 
(c) Surplus and undivided profits..........+++ s-+.++.--- 
Less: , 
(d) Book value of good-will... ...  .....++5-- 
() IDYSiS es dence aeOeO Se REC En UounOe esas cameaagno CobUSaReOs 
36. If an individual or partnership— 
(@)ECapivalee ae eae eas ie SC OU Opa Cd waUr og ao oe 
(6) Undistributed profits or deficit)... ij. 6y 6) nee ee ee ease ene 
OR ih i tend ae a ete ret coNrer OC RHE ChCeG.PN OC O toby ODT it CR Ct ae Er Oat eee 


Form of Balance Sheet. 
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In balance sheets in which fixed assets come first, it is customary to place 
capital stock first among the liabilities, and surplus last. Consequently, the 
relation of fixed assets to stockholders’ capital is more easily noted in the 
above form which places capital stock and surplus together. This is an impor- 
tant feature because surplus is sometimes a very large part of total invested 
eapital. Any form of balance sheet is suggestive in the sense that it may require 
modification to meet requirements of individual enterprises. In any event, the 
relationship between groups requires emphasis more than does their mere 
arrangement. Fixed assets should be placed first or last according as important 
relationships are brought out by the arrangement adopted. : 


BALANCE SHEET PROPOSED BY FEDERAL RESERVE BOARD.—The 
Federal Reserve Board, in a pamphlet on ‘‘ Uniform Accounting,’ proposes the 
form of balance sheet shown in Form 6. 

For the balance sheet of the United States Steel Corporation, see Section 31, 
Form 36. 

LACK OF UNIFORMITY IN BALANCE SHEETS.—Lack of uniformity 
extends to both form and substance; that is, not only are items arranged 
differently, but the items themselves differ. Sometimes the same title is used 
in a more comprehensive sense in one balance sheet than in another without 
the difference in use appearing on the face of either balance sheet. The nature 
of the business requires some differentiation in accounts which is necessarily 
reflected in the balance sheet. The balance sheet of a department store must 
liffer in certain respects from that of a mining company, and the balance sheet 
of a mining company must differ from that of a manufacturing concern. The 
size of the business is a factor to be considered. Balance sheets of incorporated 
enterprises differ from those of unincorporated enterprises in method of showing 
proprietorship. The balance sheet of a holding company differs from that of 
w operating company. 


DATE OF BALANCE SHEET.—This is an important factor in balance 
sheet interpretation. A balance sheet dated Dec. 31 may not be representative 
of conditions as they existed 3 months earlier, or as they will exist 3 months 
later. There is a growing tendency to make calendar and fiscal years coincide. 
Sometimes an attempt is made to date the balance sheet when conditions are 
most favorable. 


BALANCE SHEET AND BUSINESS CYCLE.—The point in the business 
cycle at which a balance sheet is dated is a factor to be considered in its interpre- 
tation. Changing business conditions are constantly altering the status of 
many asset and liability accounts, especially current assets and liabilities. 
These factors may change the status of an enterprise from a condition of sol- 
vency to one of insolvency in a comparatively brief*period. 


VARYING DEPENDABILITY OF FIGURES.—HEspecially in industrial con- 
cerns, there is likely to be a variation in the substance of the accounts, i.e., in 
the reliability of the figures. There are several reasons for this, as follows: 


1. The final figures may be secured in various ways. If a professional 
accountant audits the books, he may require changes which would not 
be made were no independent audit required. Accountants themselves 
differ in their opinions regarding treatment of many items. 

2. The form and content of the balance sheet are sometimes varied to 
answer certain purposes, as to reduce tax liability or to make a more favor- 
able showing for credit purposes. 

3. The age of the balance sheet is a factor. If considerable time has 
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intervened since the date of the last balance sheet, it should be discounted 
accordingly. 

4. There is a large element of judgment in every balance sheet; conse- 
quently balance sheets are not infallible even when drawn up with best 
intention® 

5. The tendency of business men to be optimistic concerning their own 
businesses is likely to be reflected in balance sheets. They overvalue 
assets and underestimate or neglect contingent liabilities. 


ANALYSIS OF ASSETS.—The analysis of assets is a problem in functional 
segregation and the application of principles of valuation. The principles of 
valuation are discussed in detail in section on ‘‘ Valuation,” and are considered 
here only as they are necessary to the process of interpretation of financial 
statements. 

Assets will be considered under the following titles: 


Fixed Assets: Current Assets: 
1. Real Estate 11. Cash 
2. Leaseholds 12. Investments 
3. Mineral and Timber Lands (a) Temporary 
4. Equipment and Machinery (b) Permanent 
5. Furniture and Fixtures 13. Notes Receivable 
6. Pattern, Drawings, etc. 14. Accounts Receivable 
Intangible Assets: 15. Inventories 
7. Good-Will Deferred Assets: 
8. Patents 16. Organization Expenses 
9. Trade-Marks 17. Discount on Stocks and Bonds 
10. Copyrights 18. Other Items 


1. REAL ESTATE.—This item includes land and improvements thereon; 
also buildings and leaseholds. Legally land and buildings are one, but the 
accountant must consider them separately because of the depreciation factor. 
A careful distinction should be made between land used in the business and land 
held as an investment or for purposes of future growth. The investment in the 
former should be included in figuring turnover of invested capital, but the 
latter should be omitted because it is not employed to aid operations. 

Cost of land properly includes expenses incidental to its acquisition and 
preparation for use—title search, registration fees, cost of recording and con- 
veyancing, taxes accrued to date of transfer of title, etc. It is best to keep 
improvement costs separate from original cost of land. Among improvement 
costs are those incurred for drainage facilities, filling in, cutting down embank- 
ments, etc. The same general principles apply in case of land bought for 
investment, but it is ordinarily desirable in this case to add carrying charges 
to the investment. Set up a reserve out of profits equal to these capitalized 
earrying costs to cover possible loss of this portion of the investment in case 
of sale of the land. 

Land held by realtors for development and sale is stock-in-trade. A!l de- 
velopment costs and carrying charges should be capitalized. In real estate 
developments, costs are kept by plots. Each plot is subdivided into lots, the 
s0st of each being found by dividing the cost of the plot by the number of lots 
nit. This procedure is necessary to determine profit or loss on each lot sold. 
fo determine true profit on such developments, it is necessary to capitalize all 
running expenses, such as interest and taxes, on each lot. To guard against 
‘ailure of realizing such carrying costs, a reserve should be created. Whenever 
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a lot is sold, the part of the reserve applicable to it should be adjusted, such 
portion thereof as is realized in the sale price being carried to surplus. 

Valuation of buildings is determined in the first instance by their purchase 
price or cost of construction. If constructed under contract, the contract 
price is the determining factor. If a concern does its own construction work, 
it should charge a fair proportion of the time of its administrative staff to 
construction; also cost of drawings and architect’s fees, as well as all labor 
and material costs. Interest on borrowed money during construction period 
should also be capitalized, also insurance costs of all kinds applicable to the 
construction period. 


2. VALUE OF LEASEHOLDS.—This depends directly upon the life of the 
lease. Ordinarily, improvements on leased land become the property of 
lessor on expiration of the lease; therefore all costs should be amortized during 
life of the lease. In valuing leaseholds it is necessary to deduct annual costs 
from annual income. The remainder is an annuity for the number of years 
the lease runs. Its present worth can be found by finding present worth of an 
annuity of $1 for the given number of years, and multiplying same by the 
amount of the annuity. If any sum is recoverable from lessor at expiration of 
lease, as is sometimes agreed upon in case of extraordinary improvements 
made by tenant, its present worth can be found by use of compound interest 
tables. This, added to present worth of the annuity, gives present worth of 
leasehold. 


3. MINERAL AND TIMBER LANDS.—These items are oftentimes given 
valuations in balance sheets which are mere approximations, because of the 
difficulty of determining what part of proceeds from sales is a return of capital 
and what is profit. Among mining companies it is customary to pay in divi- 
dends all amounts realized after current expenses have been met. In case of 
bond issues, however, it is customary to make provision in the deed of trust 
for their redemption by requiring the creation of a sinking fund out of a part of 
the returns realized on sales. The chief objection to setting up a reserve to 
cover mineral depletion is that it requires the tying up of large sums in rather 
unproductive investments. As a consequence, capital is being constantly 
paid out in form of dividends, and, unless frequent adjustments are made in 
the investment accounts, discrepancies arise between book values and actual 
values. Where sinking funds are created, in case of wasting assets, it is accom- 
plished by setting aside a percentage of sales, not on the actuarial basis. 

In case of timber lands, value of the assets depends upon whether or not 
systematic reforestation is practiced and whether proper reservations are made 
for fire hazard. Increases in value from year to year due to natural growth are 
a factor. 

Depreciation and appreciation of land values should not usually be reflected 
by adjustments in the accounts until actually fealized by some form of con- 
version. There is no objection, however, to setting up a reserve for depreciation 
of land values where there is danger that shifting of industrial activities may 
cause material declines in land values. 


4. EQUIPMENT AND MACHINERY.—Under equipment are included 
expenditures for heating plant, ventilating system, engines, boilers, dynamos, 
and water connections, including cost of installation. Equipment is classifiable 
on various bases. Ordinarily the classification should be into classes of approxi- 
mately equal lives to facilitate calculation of depreciation. Other possible 
bases are kind and manufacturing units. In a classification or basis of kind, 
there would be included within a given group all parts of equipment pertaining 
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to a given function. In a classification on basis of manufacturing units, all 
property would be classified in the ledger on basis of operating units or depart- 
ments. In any event, greater accuracy is secured in the general accounts 
and consequently in the balance sheet when detailed subsidiary records are kept. 

For machinery and fixed tools a subsidiary record should be kept for details to 
insure the accuracy of the total found in the general ledger. Small tools having 
a comparatively: short life should ordinarily be charged direct to operating 
expense. 


5. FURNITURE AND FIXTURES.—This includes movable partitions, 
lighting fixtures, all kinds of furniture, calculating machines, etc. One plan 
of handling this item in the accounts is to capitalize the cost of a complete 
outfit, then charge all repairs and replacements to Profit and Loss. Another 
plan is to capitalize new acquisitions and systematically write off depreciation. 
This item should be written down rapidly. 


6. PATTERNS, DRAWINGS, ETC.—In judging these items in a balance 
sheet, the most important consideration is the adequacy of the depreciation 
reserves. These depreciate very rapidly, especially where made to meet a 
special demand. 


7. GOOD-WILL.—This item is one of the most difficult items to evaluate 
accurately. It is, consequently, the one most likely to be inflated. For a 
consideration of all factors entering into the determination of good-will valua- 
tion, see section on ‘‘Good-Will.’”’ Good-Will may be permanent or ephemeral, 
depending on its origin and character. It may or may not be transferable. 
Where it is dependent on the policy pursued by the management, it may be 
expected to persist so long as the policy which gave rise to it is pursued. Where 
it is dependent on patents, it does not necessarily follow that its value will 
terminate with the expiration of the patent, for the reason that the concern 
owning the patent is given an opportunity to establish a monopoly of the 
market. 

Earning power should always be considered in relation to good-will; naturally, 
if this does not provide more than a fair return on tangible invested capital, 
there is little justification for inclusion of good-will among the assets. In 
considering earning power, eliminate any income resulting from unusual trans- 
actions which are in no way connected with the regular run of business. Some- 
times large earnings appear as the result of inadequate depreciation charges. 

Brainarily good-will should appear on the balance sheet as the result of pur- 
chase, but there may be other circumstances which justify its inclusion, such, 
for example, as the admission of a partner. 

Frequently good-will is brought upon the books at time of reorganization, 
and, although paid for by issue of securities, it represents merely the prospect 
of future profits. Stock is issued in excess of the value of physical assets, the 
difference being charged to Good-Will. 

8. PATENTS.—In the United States the life of patents is 17 years, renewal 
being made only by special act of Congress. In interpreting a balance sheet, 
see that this item is set out separately and reduced in amount in proportion 
to the part of its life expired. Original value should be cost, whether purchase 
price or developmental expenditures. 

9. TRADE-MARKS.—A trade-mark is a label or design protected by govern- 


mental grant. The life is 30 years, renewable for an equal period. Cost is 
nominal unless the trade-mark is purchased. Cost should be amortized over 


the egal life of the trade-mark. 


336 FINANCIAL STATEMENTS [Sec. 6 


10. COPYRIGHTS.—A copyright is the exclusive right to publish and sell 

literary productions. Its legal life is 28 years from date recorded. The renewal 

‘ period is also 28 years. Usually the value of a copyright expires before its 

legal life ends. The cost is significant only when purchased from a former 
owner. In any case the cost should be amortized rapidly. 


11. CASH.—This item consists of cash on hand and cash in bank subject 
to immediate withdrawal. I O U’s should be excluded. Where cash is held 
in bank subject to withdrawal only upon several days’ notice, it should be shown 
separately in the balance sheet. Overdrafts should be shown as current 
liabilities. Proceeds from sale of capital stock usually should be shown sepa- 
rately because they cannot as a rule be used to pay ordinary current liabilities, 
but are presumably being retained to make extensions or to refund long-term 
debts. Sometimes capital stock is sold to provide working capital, in which 
case this segregation is unnecessary. 


12. INVESTMENTS.— Investments are temporary and permanent. Tem- 
porary investments are usually made to secure a return on cash held in excess 
of present requirements. Securities purchased for this purpose should be such 
as can be readily sold when additional requirements for cash arise. Short-term 
notes are of this type. Permanent investments are made either to control 
other companies or to establish sinking or other funds. Greendlinger classifies 
permanent investments thus: 


1. Investments in stocks and bonds of parent companies. 

9. Investments in stocks and bonds of subsidiary companies. 
3. Investments in stocks and bonds of allied companies. 

4. Investments in stocks and bonds of outside companies. 


Investments may be pledged or unpledged. All pledged investments should 
be so designated in the balance sheet. 

A careful distinction should be made between investments in bonds and 
investments in stocks, because if bonds are bought at a discount or premium, 
true yield differs from nominal yield, and to secure the correct valuation it is 
necessary to amortize the premium or discount scientifically. 

Attention should be given to the quality of securities invested in. 


13. NOTES RECEIVABLE.—Notes and acceptances receivable from trade 
ereditors arise out of business transactions. They should be separated fgom 
those arising out of accommodation extended to the company’s officers or others. 
These latter are not usually regarded as highly as notes arising out of business 
transactions, because there 1s no certainty that they will be liquidated in due 
course of events. Notes assigned or pledged as collateral should be shown 
separately in the balance sheet. If notes receivahle have more than one year 
to run, they should he regarded as investments, not as current assets. Assign- 
ment is not necessarily an indication of bad credit standing. 


14. ACCOUNTS RECEIVABLE.—These may be classified as good, doubtful, 
and bad. Good accounts are those not yet due and which, it is anticipated, 
will be paid on time. Doubtful accounts are either those of debtors of question- 
able credit, or those which are overdue and concerning the ultimate payment 
of which there is doubt. Bad accounts are those which remain unpaid after 
ordinary means of collection have been resorted to. Terms of credit vary ix 
different sections and businesses. General financial condivions are a factor. 


5 Financial and Business Statements, pp. 141-142, 
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In case of accounts receivable owing from debtors in bankruptcy, the account 
should be regarded as lost only after the bankrupt’s discharge, because dividends 
may be received at any time previous to such discharge. 

Accounts receivable other than those owing from trade debtors should be 
shown separately. 

Suitable reserves for bad and doubtful debts should be set up based on a 
percentage of sales such as experience shows to be sufficient. This is a valuation 
reserve and preferably should be deducted from the accounts receivable account 
in the balance sheet. 


15. INVENTORIES.—This includes merchandise in case of traders, and, 
in case of manufacturers, raw material, goods in process, and finished goods. 
Inventories of supplies are sometimes found; also various prepaid expenses 
are sometimes included in inventories. For methods of valuation, etc., see 
section on ‘‘Inventories.’’ In case merchandise is pledged as collateral for 
loans, it should be set out separately in the balance sheet, or explanation made 
in a footnote or parenthetical reference. 

In interpreting a balance sheet, the inventory should receive detailed con- 
sideration. Any marked increase in inventory values should be justified by 
sales prospects. In case of manufacturers, the value of the inventory should be 
considered with reference to length of time required in the manufacturing 
process and total annual sales. 


16. ORGANIZATION EXPENSES.—These include promotion and legal 
expenses, incorporation fees, and other items incident to the starting of a new 
enterprise. These items should be written off over a period of years, which 
may vary from 3 to 5 and in some cases 10. 


17. DISCOUNT ON STOCKS AND BONDS.—Capital stock cannot be 
issued at a discount in most states. If permissible, the discount should be 
charged to a special account and be treated as a deferred charge. Ordinarily 
this should be written off against Surplus before dividends are paid, because 
stock issued at a discount is equivalent to partly paid stock. 

In case of bonds issued at a discount, the discount is an adjustment of interest 
and should be amortized over the life of the bonds. The account should be 
treated as a deferred asset, representing cost of financing. The discount should 
not be capitalized by being charged to the asset for the purchase of which 
the bonds were issued, except such portion as is applicable to the construction 
period. For principles governing amortization of discount, see ‘section on 
“Mathematics.” Prosperous concerns sometimes charge the whole amount of 
discount against Surplus, which, although conservative, is not the best practice. 


18. OTHER ITEMS.—Among deferred assets may be included costs of large 
advertising campaigns, and prepayments of rent, taxes, etc. If advertising is ~ 
capitalized, it should be written off over a comparatively short period. Its 
amount should be clearly set forth in the balance sheet. 


ANALYSIS OF LIABILITIES.—Valuation is not of much significance as 
applied to liabilities. The problem is chiefly one of classification and of inclusion 
or exclusion. Strictly speaking, capital stock and surplus are not a liability, 
but must be considered along with the liabilities in interpreting the balance 
sheet. Liabilities are fixed or current. It is customary to regard liabilities as 
fixed if more than one year intervenes before they fall due, but this distinction 
is arbitrary. Bonded indebtedness is evidenced by bond issues, of which there 
are sometimes several. If a careful study is being made of a balance sheet, 
copies or abstracts of the trust deeds giving details of the issues should be secured. 
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Important considerations are: security, interest rate, and maturity. The full 
amount of bonds authorized should be set forth in the balance sheet, the unissued 
portion being shown as a deduction from bonds authorized. All pledges of 
property under bond issues should be investigated if not clearly set forth in the 
balance sheet. Owned securities pledged as collateral, if not clearly set forth, 
should be investigated. In some corporation reports these facts are set forth 
in detail in schedules attached to the balance sheet. 

Mortgages are in some respects similar to bonds. They amount to a transfer 
of title as a guaranty of payment. 

Notes payable usually have less than a year to run, and so are current liabil- 
ities. Acceptances payable are the equivalent of notes payable and may be in- 
cluded under that caption. 

Accounts payable represent debts on open account, owing to trade creditors. 
Frequently these form a relatively large proportion of total liabilities. They 
should be considered with special reference to assets available for their liquida- 
tion. 

Taxes accrued should include the amount of income tax estimated to be 
accrued to date of balance sheet; or this may be taken care of by a separate 
reserve. 

Dividends become a liability only after formally declared and published 
by the board of directors. Unpaid dividends accumulated on preferred stock 
but not yet declared are not liabilities. This amount should be indicated in a 
footnote. 

Deferred liabilities (sometimes called ‘‘deferred credits to income”’) are 
items received but not to be regarded as income until a later date. 

Contingent liabilities are those which become definite liabilities in the future 
only in case of occurrences which may or may not transpire, as, contingent 
liability on notes receivable discounted, and on securities of other companies 
guaranteed as to principal or interest, or both. 


Analysis and Interpretation of Income Statements 


FORMS OF INCOME STATEMENTS.—The narrative form is most fre- 
quently used. In it gross sales or earnings appear first. From these the 
various deductions are made, each one being a step nearer to net profit. In the 
account form, gross sales or earnings appear on the credit side and the various 
deductions on the debit side. It is more difficult to interpret and is used but 
little in published reports. Form 7 shows the income statement recommended 
by the Federal Reserve Board. Form 8 was submitted to the St. Louis Congress 
of Accountants, in 1904, by A. Lowes Dickinson. 


TERMINOLOGY IN INCOME STATEMENTS.—There is great variation 
in terminology in published statements. Profits, revenue, earnings, and 
income are used synonymously sometimes. Net profits is applied almost always 
after depreciation is deducted. Net earnings is sometimes used before deducting 
depreciation. Consequently as between concerns these two items may not be 
comparable. Montgomery recommends the adoption of the terms income 
statement, gross income, and net income to the exclusion of others.® 

Gross income means accruals from all sources, profits derived from sale of 
capital assets, and excess of previously created reserves over ascertained needs 
for such reserves.?. It should be divided into three parts, viz.: 


8 Auditing, Theory and Practice, Vol. I, p. 298. 
7Ibid., p. 299. 
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1. Current gross income, or operating income. This includes gross sales 
less returns, discounts, and allowances. It is sometimes called 
“‘primary’”’ income. 

2. Gross income realized or accrued from other sources, as, profits from 
sale of capital assets, interest, and dividends. This is called ‘‘non- 
operating”’ or ‘‘secondary’”’ income. 

3. Unrealized income arising from undelivered sales, etc. 


Gross sales means total sales of goods or services without deduction for 
returns, allowances, etc. Sales on approval and consignments-out should 
be excluded. They are a part of inventory. Neither should prepaid charges 
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on shipments be credited to sales. If it is the custom of the concern to deliver 
f.o.b. destination, outward freight and cartage should be deducted from net 
sales. If it is merely done occasionally, this item should be regarded asa 
selling expense. 

Net sales means gross sales less deductions for returns, allowances, or dis- 
counts in excess of 2%. 

Net income is balance of income after deducting from gross income all costs, 
charges, and expenses. 

These deductions from gross income are listed as follows by Montgomery: 


1. Current charges against income, such as cost of goods; cash discounts; allowances 
not fairly deductible from sales prices; selling, general, and administrative expenses; 
bonuses to officers and employees; bad accounts and reserves for doubtful accounts; 
adequate depreciation (when not included in cost of goods), depletion and ordinary 
obsolescence (if there is such a thing); insurance; proportion of deferred charges carried 
over as applicable to the current period (if not absorbed—as they should be—in the 
accounts to which they relate); property and similar taxes paid, accrued or estimated; 
and any other charges and expenditures properly chargeable to current operations. 

2. Deductions from gross income for interest paid and accrued on borrowed money 
(but not interest on capital), federal and state income taxes, accrued or estimated. 

3. Losses arising from sale of capital assets, and other extraordinary items affecting 
prior periods. 


The division of expenses should also correspond to the division of income, 
viz., operating and non-operating. 

Deductions from net income should include only such items as those which 
have no relation to the current period. 

Surplus is credited with net income and charged with dividends and deficits. 

In studying the incomé account the natural order is to consider, first, the 
revenues, and second, expenses and losses. 

It is customary to deduct returned goods from gross income before stating 
same. This is done because such returns are equivalent to a reduction of amount 
of sales. Sometimes, however, returns are shown as a deduction from gross 
sales. In the first division of the income account should be shown only income 
resulting from normal operations. Inclusion of extraneous items of income 
destroys the value of the gross figure for statistical purposes. 

Rebates and allowances may also be deducted before showing gross income, 
unless large, in which case they should be shown as deductions on the statement 


Important considerations in studying the income statement are: 


. Treatment of bad and doubtful accounts. 

. Treatment of income from work in progress. 

. Treatment of departmental and intercompany profits, 
. Treatment of income from sale of capital assets. 
Treatment of appreciated capital values. 

Treatment of depreciation. 

. Treatment of trade and cash discounts. 

. Treatment of net income. 


DNWARwWoH 


1. Ordinarily the estimated loss for the period on account of bad accounts 
receivable should be deducted in the administrative expense section. In any 
event it should be regarded as a cost of collection and charged accordingly. 

2. On this point Montgomery says? 


8 Auditing, Theory and Practice, Vol. I, p. 200. 
9 Auditing, Theory and Practice, Vol. I, pp. 314-315. 
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Earnings which are represented by completed transactions with trade debtors must. 
be clearly distinguished from those earnings which are represented by transactions 
only partially completed, the results of which are in doubt. Except in unusual cases, 
no profit should be taken unless a cause of action has arisen which can be enforced 
against the debtor. In other words, if work in progress cannot be earmarked as being 
for a definite customer, or if it has not proceeded far enough to form the basis of an 
action, it must be taken into the inventory and valued as an inventory item and not 
as an account receivable. Ordinarily no profit or loss thereon should appear in the 
income account except when there is a definite change in values at the date of the 
balance sheet and accuracy demands a revision. If a revision is justified the result 
thereof must appear as a separate item; it must not be merged with realized income. 
But if work is undertaken ‘“‘on order” and is proceeding satisfactorily, and if it is appar- 
ent that the estimated profit thereon will be realized, more or less, then it is permissible 
to take credit for the proportion of profit earned to the date of the income account.: 


3. All interdepartmental profits should be held in reserve until actually 
realized by sale. This does not mean that they cannot be considered for pur- 
poses of interdepartmental comparisons. 

4. All profits resulting from sale of capital assets should be set forth separately. 
Preferably such items are carried to Capital Surplus to prevent their distribution 
as dividends. If not carried to Capital Surplus such items should at least 
be set forth separately, and if found desirable to pay dividends therefrom stock- 
holders should be informed as to the facts. 

5. Increased valuations through appraisals mean increased depreciation 
costs, therefore greater production costs. At time such increase is brought 
upon books, not an income account, but a special reserve account or Capital 
Surplus should be credited. Thereafter the proportion of depreciation appli- 
cable to this-increased valuation should be charged against this special reserve 
or against Capital Surplus, as the case may be. 

6. Depreciation is an operating cost and should be so shown in the income 
statement. Frequently it is omitted from the operating section of the state- 
ment and, if shown at all, is deducted from profits. Concerning obsolescence 
there is room for disagreement. Treatises should be consulted.¥ 

7. Trade discounts are deductions from the invoice price, consequently do 
not appear in the income statement. 

Cash discounts of 2% or less are properly regarded as a reward for prepayment 
and should be regarded as non-operating income. Higher rates should ordinarily 
be regarded as deductions from sales. 

8. For treatment of net income, see section on ‘‘ Net Income and Surplus.”’ 


PERCENTAGE COMPUTATIONS BASED ON SALES.—It is customary 
to base all percentage calculations in the income statement on selling price. 


However, there is no objection to the use of cost as a base if it is followed con- 
sistently. Dawson says:! 


Profits are compared by means of percentages, and they may be either based upon 
cost or selling price. The more usual method is to make the calculation upon the selling 
price, but this is undoubtedly an impure method, mdthematically regarded. In taking 
the sale price as the base, the profit is necessarily included therein—thus the base will 
vary with the profits, although the underlying motive of comparison by means of per- 
centages is to reduce results to a common base. 

This variation is, moreover, uncontrolled by any principle, being, in the case of a large 
proportion of profit, entirely disproportionate to the variation caused by a smaller rate 
of profit. As an instance, 10 per cent of profit computed upon the cost price is eque 


10See Saliers’ Depreciation, Principles and Applications, . 21-34. 
11 Accountant’s Compendium, pp. 465-466. ey Pt 
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to 9 1/11 per cent when the same result is taken on the selling price, but if 50 per cent 
of profit on cost prices be computed upon selling prices it will only show 33 1/3 per 
cent. Furthermore, as the sale price is composed of the cost price and the profit, the 
latter cannot exceed the sale price, from which it follows that a profit based upon selling 
prices cannot exceed 100 per cent, nor even equal 100 per cent, if the goods have cost 
anything at all. None of these impurities or limitations exist in connection with a 
cost price percentage. Of course, a given percentage computed upon the cost will 
always show a certain other percentage if the same result as regards profits is computed 
upon selling prices, i.e., 10 per cent based upon cost is at all times equivalent to 9 1/11 
per cent of the selling price; 50 per cent of cost is always equal to 331/3 per cent of 
sale price; and so on. Therefore, so long as the rate of profit is under 25 per cent, and 
does not vary greatly, comparisons of results based on selling prices will not be as mis- 
leading as they would be otherwise, and may be adopted without great danger, provided 
the nature of the base upon which they are computed is always borne in mind. It is 
often urged that a sale price percentage is adopted on the score of convenience, the 
cost of the articles being difficult to ascertain on account of the difference of stocks and 
other obscuring elements. But the cost incurred in respect of the sales effected can be 
obtained by a simple expedient so soon as the amount of profit has been ascertained. 
As above stated, the cost and profit combined equal the selling price—therefore, if the 
amount of profit be deducted from the net sales, the cost of the goods sold must be the 
result, quite independently of the questions of purchases, differences of stocks, etc. 
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SECTION 7 


INVENTORIES 
Stock Records 


PURPOSE OF STOCK RECORDS.—Main object is to handle greatest 
possible volume of business with least practicable investment in stocks. 
This involves consideration of turnover, i.e., the rapidity with which stock 
can be moved, thus avoiding unnecessary tying up of capital invested in 
stock. Shortages must be avoided. They cause delays in deliveries and 
consequent dissatisfaction. They: may result in rush orders which must 
be executed at heavy transportation and delivery expense. 


PROCEDURE.—It is first necessary to determine what the running 
inventory is to include. If there are both stores and worked material, these 
should be properly segregated. Supplies which can be secured outside at a 
moment’s notice should not be included. In general, those stocks and 
supplies should be included which are indispensable to the productive 
process. All items of high value should be included to prevent waste as the 
result of carrying an excess amount. 

There must be a thoroughgoing system of stockroom control to prevent 
withdrawal of stock without proper entry upon records. The stockroom 
should be located where it will be most accessible to all departments. None 
should be permitted in it except under personal supervision of the store- 
keeper, who must be held responsible for the stock. Where, as in small 
plants, the storekeeper has additional duties, the storeroom should be kept 
locked in his absence. 

Items of stock are acquired as follows. On authority of a purchase 
requisition a purchase order is issued, a copy thereof being sent to vendor. 
He sends the goods, which are received by the receiving department. They 
are inspected and sent to the storeroom, where it is necessary to evolve 
some record on the stores or perpetual inventory record. 

The invoice is received and checked by the purchasing department. 
Entry is made therefor in the voucher register. Stores or raw materials 
account in the general ledger is charged with stock purchased at end of each 
month, and credited with all materials withdrawn from stock, and it is here 
essential to secure co-ordination between the stores records and the general 
ledger account. The stores records are kept sometimes in the stores depart- 
ment; sometimes in the planning department. The danger lies chiefly in 
lack of co-ordination between the person responsible for the stores inventory 
and the accountant responsible for the accuracy of the general ledger. 
Material should be withdrawn from the storeroom only upon written author- 
ity in the form of a requisition. This should show quantity of stock with- 
drawn, what account is to be charged, and to what department it is to be 
delivered. Here pricing is necessary and here discrepancies erise because 
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the pricing may be done wrongly. If so, the credit to Stores or Raw Mater- 
jials account in the general ledger is also wrong, and the balance of this 
account no longer represents true value of stores on hand. Much depends 
upon the designing of the stock record form and also upon the instructions 
drawn up for its use, especially the latter. 


FORMS.—The forms to be used depend upon the character and size of 
the business. The essential forms are a bin tag, a requisition, and a per- 
petual inventory form. In large enterprises these may be elaborated upon. 
Changes in arrangement of the various forms may vary somewhat with the 
nature of the business. 


BIN TAG.—Failure to describe each item of stock accurately is a common 
cause of failure of running or perpetual inventory systems. Each item 
should be given a symbol number. Various systems of symbols are in use. 
If the number of items is not large a simple system of numerals may be 
used. Cumbersome or inaccurate methods should be avoided. Form 1 is 
a simple bin tag form. Form 2 is one containing more detail. 


PERPETUAL INVENTORY FORM.—Many different forms are in use. 
Form 3 shows a simple arrangement. Form 4 is designed to obviate certain 
difficulties in pricing which are liable to occur when 
some of the ordinary forms are used. Amounts re- 
ceived are brought into the ‘‘amount received’’ column  ! BIN TAG 
and carried over and added to the previous balance in ARTICLE 
the ‘‘amount on hand”’ column. The price per unit 
of the amount received is entered in the “‘price per 
unit’? column. Entries for succeeding receipts of 


material are similarly entered. When material is MAXIMUM 
issued on requisition, the amount is entered in the MINIMUM 
“amount issued” column, and deducted in the 


“amount on hand’? column. The price of valuing SYMBOL 


the material issued is taken from the “' price per unit”’ 
column of the first line not checked in the second Form 1. Simple 
“Ck.”? column. This process is continued until the Form of Bin Tag 
first amount is exhausted, after which the price is 
taken from second unchecked line in the ‘‘price per unit’’ column, and so on. 
Sometimes the requisition will exhaust one amount in the ‘‘amount on hand’’ 
column and require the taking of a part of the next. In this case the two 
prices may not be the same. The quantity requisitioned must in this case 
be split into as many parts as there are different prices and be priced ac- 
cordingly. By this method calculations are simplified, and the total amount 
on hand is always shown. Any unused balance of a quantity received may 
be shown in pencil to simplify its use in connection with the quantities which 
follow. Materials should be issued on requisition at the same price at which 
they are charged when received. This price may be secured from the invoice 
or from the duplicate of the purchase order, providing it shows the correct 
price. : 
A stock record sheet is given in Form 5. Points to be noted in connection 
with this stock record sheet are: 


Running totals 

Requirements and ordered 

Appropriated 

Received , 
Issued 


US CONES 
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The merchandise stock book is another form of stock record. On the 
debit side of this book are shown quantities purchased, cost per unit, and 
value in money. On the credit side are shown quantities sold, cost per unit, 
and amount of sales expressed in dollars and cents. A third or balance 
column is provided in which are shown quantities remaining, cost per unit, 


‘TE OF UANTITY AND RECEIVED OR 
ENTRY < BALANCE | FORWARD 
J } 


DESCRIPTION 


REFERENCE 
ORDER NUMBER OR 
ISSUE NUMBER 


REVERSE 


Form 2. Bin Tag (face and reverse) 
(From Madison Cartmell’s ‘Stores and Materials Control’’) 


and money value. If prices are subject to fluctuations provision should be 
made for showing average cost. (See Form 6.) 
The following is an outline of the data which it is desirable to have showr 
on the stock ledger or book: 
1. Description of material. 
2. Factory requirements for each kind of material. 
3. Quantity on hand, or order, and allotted to production. 
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STOCK RECORD 


Article MS Ms RES oS A Maximum eee ees? ee ee ee oI 
MUI Cn ee ot ene ee 


Ordered Received Withdrawn || Balance 
Req.|, Req. 
Date Ne si Date No, Amt Date |Amt 


Form 3. Stock Record 


STOCK RECORD 


Amount Price Amount | Amount 
Received on Hand Issued 


Pur. 548 
fur. 554 | 
Ries 
R.36 


Form 4. Stock Record 
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Quantity to be ordered when time comes to procure a new supply, 
by production or purchase. 

. Unit price at which the particular item of store is to be priced on 
requisitions. 

. Quantity consumed during given periods. 

. Value of stock on hand. 


This information serves the following purposes: 


. Scientific planning of purchasing and production. 

Enables factory manager to meet requirements of sales depar ene’ 
. Eliminates errors in ordering. 

Reduces dead stock to a minimum. 

Avoids excessive inventories. 

Aids purchasing, by means of statistics of requirements. 

Aids financial control, by affording a running inventory. 


ADVANTAGES OF STOCK RECORDS.—Stock record sheets some- 
times provide for maximum and minimum limits to prevent tying up of too 
much capital in stock. Not only must quantities of materials be sufficient, 
but deliveries must also be kept ahead of requirements in factory or sales- 
room. Stock records facilitate checking of receipts of stock against purchase 
orders or special contracts. Sometimes materials are contracted for long 
before delivery. In such cases it is especially important that the contracts 
be checked against the stock records to prevent malpractice in pricing of 
goods purchased. A good stock record system aids in elimination of wastes 
which occur when no systematic method of recording stock transactions is 
in effect. It facilitates bidding on contracts because immediate reference 
can be made to past costs. It aids in the settlement of fire loss insurance. 
Although book inventories carried at cost prices may not represent market 
prices at time of fire, they give invaluable evidence of quantity and value 
of losses. They aid in reduction of obsolete stock because they show date 
of receipt of stock and thus permit determination of age of different classes 
of stock. Financial statements can be prepared monthly and on a more 
scientific basis when book inventories are employed than when dependence 
is placed upon physical inventories or upon estimates. 


STOCK RECORD FORM TO USE.—There are two ways of keeping the 
record: (1) loose-leaf books, and (2) loose-card files. The loose-leaf book 
is preferable in a highly developed system of control because the larger 
sheets permit entry of necessary data. Cards of large size are expensive 
and awkward. Under simple conditions a simple card system may serve, 
and is preferable to small loose sheets. The loose-leaf principle is essential 
for speed in handling. Stock records kept in bound books are inelastic 
for indexing purposes, and it is impossible to allow the proper number of 
consecutive pages for given classes of stock. New sheets cannot be inserted 
for new material. The bound book necessitates a cumbersome index. 


ORDERING QUANTITY AND ORDERING POINT.—In many modern 
establishments the maximum and minimum points have been displaced by 
the ordering quantity and the ordering point. The ordering quantity is the 
smallest amount advisable to purchase at one time. To:determine this it 
1s necessary to consider the time required to secure the new stock, cost of 
beginning production, etc. Cost of storage, etc., determine the upper 
limit. The ordering point is the amount needed to meet somewhat more 
than the average requirements, while the new stock is being procured. 
Sometimes a danger point is also indicated. When the quantity on hand 
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gets down to the danger point, investigation should be made to determine 
that the auantity ordered is coming in on schedule. 


RUNNING TOTALS.—Tests made show that balances are not used 
nearly as many times as they are computed. As a consequence the running 
total method is being adopted. By this method any figure is available by 
a simple process of subtraction, and the clerical work is addition, except 
when a balance is required. Running totals give quantity to date as well 
as balances. Form 5 is designed without balance columns. 

ORDERING NEW MATERIAL.—Before ordering new material an inves- 
tigation should be made to see that there are no materials on hand which 
would be suitable. Only that which is to be standard material should be 
permanently included in additions to inventory lists. Usually stocks not 
to be replenished are placed in unclassified stores. 


Te. — ORUER TO STOCK*MATERIAL NO. 


TO MATERIALS CONTROL DEPT. : SECURE A STOCK OF THE FOLLOWING MATERIAL ACCORDING 
TO OIRECTIONS: 
MATERIAL UNIT MATERIAL DESCRIPTION 


DETAILED SPECIFICATIONS OF MATERIAL 


REMARKS ON CONSUMPTION, STORAGE, ETC 


DATE INITIAL SUPPLY PROBABLE CON SUMPTION APPROVED 
WANTED THITIAL 


STANDARC DEFINITION AND UNIT ASSIGNED 


MATERIAL SYMBOL ASSIGNED ORDERING DANGER APPROVED 
CHECKEO POINT 


STORES AECOAD DEFT. 


Form 7. Order to Stock Material 
(From Madison Cartmell’s “Stores and Materials Control’’) 


To authorize the purchase of new stores, an order to stock material is 
the authority. (See Form 7.) This form gives description and definition of 
material, initial and probable future consumption, and other details helpful 
to. determine ordering point and ordering quantity. 

DISCREPANCIES IN STOCK RECORDS.—Book records are fre- 
quently found not to agree with actual inventories. This may be due to 
breaking up of bulk packages in order to issue to departments the exact 
amounts requisitioned. Thus, in manufacturing paper large amounts of 
sulphur are used. The amount indicated on the stores requisitions as 
delivered to producing department is usually considerably less than the 
amount actually delivered, because of loss in breaking up bulk quantities 
and because there is a tendency to add a small excess to the amount requi- 


sitioned. 


354 INVENTORIES : [Sec. 7 


When such discrepancies appear, the tally card should be adjusted and 
necessary corrections should.be made in the stock records as to quantity, 
but no change should be made for book value of stock on hand. ‘Thereafter 
quantities withdrawn should be charged against production at a somewhat 
higher unit cost than before the adjustment was made. Thus, if the stock 
records for a certain type of bolt whose purchase price is 2 cents each, shows, 
before adjustment, 200,000 bolts with a book value of $4,000, and if an 
actual count shows that there are 199,800 bolts, then the quantity should 
be corrected to read 199,800 bolts, but book value should be left at $4,000. 
Thereafter when bolts are requisitioned they are charged at a slightly higher 
amount per bolt. 

If the discrepancy is large, it may be due to dishonesty of employees. 
Pending an investigation the discrepancy should be removed from the 


STORES RECORDS 


CONTROL MANUF'G 


STORES RECORDS 


CONSUMING DEPT. 


Form 8. Chart showing the Parallel Procedures for Procuring Materials by 
Purchase and by Manufacture 


(From Madison Cartmell’s ‘‘Stores and Materials Control”’) 


stock record or raw material ledger, by means of a journal entry crediting 
“Raw Material” for the amount of the discrepancy and charging an ‘‘ Inven- 
tory Adjustment’’ account. In the stock record the account in question 
should be credited. At the end of the accounting period the Inventory 
Adjustment account in the general ledger should be closed into Profit and 
Loss as an item of expense. It should not be considered as a charge to pro- 
duction. 


ORGANIZATION FOR MATERIALS CONTROL.—The materials con- 
trol department in a large enterprise occupies a position in relation to con- 
trol of materials similar to that of the personnel department in relation to 
control of men. Its head should be responsible to the chief of the produc- 
tion organization. The function of the materials control department con- 
sists not only in keeping stock records, but also in laying out and scheduling 
production orders for producing department and purchase orders for pur- 
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chasing department. It studies sales orders in order to lay out its program 
of future requirements. To enable production orders to be executed 
promptly, the control of materials department should see that required 
materials are delivered promptly at the proper place. Size of plant must 
govern methods adopted for storing and issuing materials. The stockroom 
may be centralized or decentralized, according to size and layout of plant. 
In manufacturing, the present approved practice is frequently to have 
sub-storerooms and to separate stockrooms for manufactured parts and 
finished goods from that for raw materials and supplies. Certain heavy 
or bulky articles need be stored only in a technical sense, being in reality 
left in sheds or out of doors. The relationship existing between the materials 
control department, the stores records, and the other parts of the organiza- 
tion are indicated in the following diagram (Form 8). 


STATUS OF CONTROL DEPARTMENT.—Process of ordering begins 
with determination of need for materials or supplies. This need is expressed 
by a requisition upon the storekeeper for the desired materials or supplies. 
This requisition first comes to the clerk in charge of the controlling stores 
records, who ascertains from records whether the article called for is in stock; 
if not, whether it is to be purchased or manufactured. If it is to be pur- 
chased, the purchasing department is called upon to procure it. If it is 
to be manufactured, the control department starts a requisition order and 
accompanying papers to initiate its manufacture. Through either route 
the required article reaches the stores department and is entered on its 
records, thus completing the cycle illustrated in the diagram above. All 
details of orders for articles to be made by the various departments pass 
through the control department. 


INVENTORY UPKEEP.—To keep inventories of stock at proper levels 
it is necessary to know: (1) quality or grade necessary, (2) quantity 
required, and (3) time when needed. The question of quality is an important 
one, in some cases requiring tests and research. Usually it is sufficient to 
reduce the requirements to exact specifications, which are kept on file and 
used as standards in purchasing materials which must fulfil certain require- 
ments. 

The quantity to be kept on hand must be determined by present and 
future requirements, taken into consideration in connection with the time 
required to procure additional quantities by purchase or manufacture. 

Inadequate storage facilities is a frequent cause of failure of perpetual 
inventory systems. 

Proper inventory upkeep necessitates the co-ordination of the production 
program with future estimated sales. If future sales are based on careful 
calculation, it will be possible to avoid great waste as the result of inade- 
quate or excessive purchases of materials. Materials control, therefore, 
really begins with a consideration of future sales. The sales program must, 
however, be made to agree with the productive capacity of the plant. Pro- 
duction should be controlled by statistical estimates of future requirements, 
as affected by the future sales program and by financial limitations. There 
should also be compiled regularly statistical reports concerning the amount 
of capital tied up in inventories, as well as concerning materials consumed 
and materials ordered but not yet received. 


CLASSIFICATION OF INVENTORIES.—For purposes of establishing 
adequate control, the inventories should be classified into as many groups 
as conditions warrant. The following is a typical classification: 
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1. Raw materials and supplies (or, general stores) include materials 
purchased outside and not as yet put through any manufacturing 
process; also certain supplies. 

2. Worked materials include materials partly or completely pro- 
cessed. 

3. Finished product includes manufactured products ready for ship- 
ment. 

4. Scrap and salvage include materials not needed or which are 
unusable. 


PRICING STOCK RECORDS.—In some systems values are not carried 
on stock records. When values are carried, requisitions can be placed at 
actual cost. To insure accuracy a systematic method of checking up should 
be instituted. Each item in the stock ledger should be checked at least 
once a year. Cost of stock is the invoice price plus transportation charges. 
It is difficult to distribute storage charges over stock on hand. They may 
be included in general overhead. When costs are not received until after 
requisitions are made, estimated costs should be used and an adjustment 
made later. Preferably, prices should be predetermined. This can be done 
by having the purchasing agent ask for quotations before sending the pur- 
chase order, especially if material is to be sent f.o.b. destination. It is 
necessary, of course, to subtract trade discounts. Adjustments must then 
be made if prices: are changed. 

In pricing requisitions two methods are followed: (1) use of actual price 
of each lot of stock as long as it lasts; (2) use of an average price of two or 
more lots. The first is an actual cost method; the second is a standard 
cost method. The tendency is to adopt standard costs because it permits 
comparisons to be made between firms in the same line of manufacture. 
Actual cost should be used where materials are purchased for a specific 
order; also where a staple of one general kind is in stock but varies in quality. 
Frequently the oldest record price is used, so long as the stock to which it 
applies is not exhausted. When it is exhausted, the next recorded price is 
used. When the average price is used, the average must be recalculated 
each time new material is received. 


THE STORES REQUISITION.—A stores requisition is an order for the 
delivery of materials from storeroom to factory. It should provide for a 
symbol of the account to which the material is to be charged, the amount 
of material and its description, the name of the department to which it ig 
to be delivered, when delivery is to be made, and signature of party author- 
izing it. Form 9 is a typical stores requisition blank. 

Stores requisitions should originate in the production control department. 
All requisitions should be scrutinized by the storekeeper for errors. In 
some cases it is desirable to limit the amount which can be sent out on one 
requisition, especially if the material possesses, considerable value. After 
the material is issued, the requisitions are forwarded to the control depart- 
ment where they are sorted according to symbol for posting. Posting is 
made to stock ledger cards or sheets, the requisition first being priced, and 
extensions made. Unused material is returned to the stockroom accom- 
panied by a stores return showing account to be credited. This stores 
return is then sent to the control department. The price on it should agree 
with the price at which the material was requisitioned. 


CHECKING UP STORES RECORDS.—Checking up quantities requires 
a physical count. The bin tags furnish one method of checking up, but 
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these may be wrong. Inaccuracies arise from various sources—carelessness, 
mistakes in description, and so on. One good method of checking up is to 
make a physical count of a given material each time a requisition against it 
is filled. Discrepancies should be adjusted either by correcting original 
entries or by writing off the difference to a Stores Inventory Adjustment 
account. 


CLASSIFICATION AND SYMBOLIZATION.—Classification and _ its 
expression by means of symbols is an important feature of inventory control. 
It should be reduced to a unified system. This necessitates a careful group- 
ing of all activities. The accounting records usually give an insight into 
the fundamental activities; therefore, fundamentally the system of classifi- 


STORES SYMBOL IHOLD FOR MATERIAL ON ORDER NO. [| CHARGE ACCOUNT 


STORES REQUISITION 


DATE DELIVER 
REQUIRED To 


D DELIVERED 
E LOCATION 


=r AMOUNT UNIT 


WANTED ORDER ONLY ONE ITEM ON EACH REQUISITION 
QUANTITY DE SCRIPTION 3 


R DELIVERY 


TOTAL VALUE 


MATERIAL RECEIVED BY 
DATE OR MOVE TAG NO 


APPROVED 


NOTICE TO REQUISITIONER: USE ONLY SPACE BETWEEN HEAVY LINES = 
APPORTIONED STORES | ACCOUNT 


a Shee 
Form 9. Stores Requisition 


(From Madison Cartmell’s “Stores and Materials Control’’) 


cation should follow the order of accounts shown in the general ledger. All 
items being grouped under their proper classification, each item should 
receive a distinctive symbol and description, and each should have a dis- 
tinctive place in its own group. Within groups the plan of classification 
must be determined upon a logical basis. 

A symbol is a concise form of accurate description of a given object, and 
usually consists of letters, or numbers, or both. Symbolization consists in 
the permanent identification of the elements in the final classification. 
It is an important step in standardization of materials. 

Symbol systems may be based on letters or on numbers. Those based on 
numbers are similar to the Dewey decimal system. It is preferable, for 
inventory classification, to use a combination of the two. The numerical 
system permits of the 10 basic classifications. The alphabetical system 
permits use of 23 letters, I, O, and Q not being used because they resemble 
numerals. Each item must be represented by but one symbol, and each 
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A-—Sales and Advertising Departments 


B —Administrative Departments 


Expense and 
Burden Accounts. 


C —Service Departments DB— Binding Dept. 
DC— Composing Dept. 


= i i i DF—Foundry Dept. 
D—Productive or Manufacturing Departments i.e., he Petes Dept ee 


rofit and Loss Accounts 


F- 
G- 


Products: _J=—Job Work 
Work-in-Process K— Book 
Component Parts 


Finished Products 
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P — Periodical 


Asset Accounts 


W- Current Assets 
X—Fixed Investment Assets 


Y—Current Liabilities 


Liability 
Accounts 


Z— Reserves, Capital, and Surplus 


Form 10. Chart showing Classification and Symbolization of Main Accounts 
(From Madison Cartmell’s “Stores and Materials Control’’) 
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symbol must represent but one item. If possible, symbols should possess 
suggestiveness, as, S for supplies, etc. 

Standardization of stock or stores must precede their symbolization. 

The establishment of control accounts must be based upon a logical 
classification of stores ledgers. A possible division of the stores ledger 
would be: general stores, component part stores, finished product stores, and 
by-product stores; but specific conditions must govern. Corresponding 
controlling accounts should be set up in the general ledger. Charges to this 
general ledger control account are made at the end of each accounting 
period, postings being from the purchases journal or voucher register, whereas 
entries in the subordinate ledger may be posted from vendors’ invoices. 

PROCEDURE FOR SYMBOLIZATION.—The accompanying chart 
(Form 10) shows the basic classification of main asset and liability accounts. 
Letters of the alphabet symbolize the main classification. Numerals should 
be used to denote subclassifications or such as cannot be effectively repre- 
sented by means of combinations of letters. Note that S symbolizes the 
general asset account, Supplies and Raw Materials, and D represents pro- 
ductive departments. Therefore, SD symbolizes supplies for a productive 
department. Similarly other combinations may be used, as: 

SA—Supplies for sales and advertising department. 

SJ—Raw material for job work only. 

ST—Tools. 

etc. 

Each of these general classes permits of further subclassification.. Thus 
if SC represents service department supplies, then within this departmental 
classification: 

SCJ—Supplies used by janitor’s department. 

SCS—Supplies used by shipping department. 

etc. 

The shipping department uses binding materials, as, string, cord, rope, 
and gummed paper tape. These may be symbolized: 

SCS1B—String used by shipping department to bind packages. 
2B—Cord used by the shipping department to bind packages. 
3B—Rope used by the shipping department te bind packages. 
4B—Gummed paper tape used by shipping department to bind 

packages. 


Inventory Control 


INVENTORY CONTROL.—This involves such problems as the consider- 
ation of the quantity desirable to carry, determination of the ordering points, 
handling of carrying charges, use of graphs to show consumption, and so on. 

CARRYING CHARGES.—These include taxes, depreciation, rent, insur- 
ance, clerical and manual labor, and interest on the investment. It is 
estimated that they amount to from 10% to 20% per annum on value of 
stock. In practice it is impossible to include them as a part of inventory 
costs, although theoretically they should be included. These should be 
considered in determining upon advisability of carrying large stocks. 

ORGANIZATION FOR CONTROL.—Proper inventory control requires 
method and organization. The plan must be simple but thorough, and must 
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provide for handling of increases and decreases in stock efficiently. It must 
provide accurate, up-to-date statistics and data. 


ORDERING POINTS.—Maximum points for the various classifications 
are managerial problems. Factors to be considered are: financial conditions, 
unfilled sales orders, turnover, etc. In falling markets inventories should 
be reduced as much as is consistent with safety. In rising markets heavy 
purchases should be made. Determination of amounts below those of 
general classification must be left to subordinates, acting under instructions. 

The minimum ordering point is determined by what can be economically 
ordered and stored. This involves consideration of many factors. The 
upper limit is determined by the sales budget. Requisitions for additional 
supplies should be considered in connection with these. 

The following description of a method for determining the minimum limit 
of stores is adapted from ‘‘ Business Statistics,’’ by M. T. Copeland: 


To set a minimum it is necessary to examine factors which affect exhaustion and replen~ 
ishing of stock. Of these there are twelve possible cases but it is rarely necessary to 
consider more than three or four in a given instance. The twelve are as follows: the 
unit of time being the week and the unit of quantity the one decided on as the standard 
for balance-of-stores record: 

(a) Time required by the purchasing department to place an order after receiving a 
purchase requisition from the balance-of-stores clerk. 

(b) Time required by the seller to ship the goods after receipt of the purchase order. 

(c) Time required in transit. 

(d) Time required to pass goods through the receiving room and to the desired point 
in the manufacturing department. 

(e) Time required to manufacture goods. 

(f) Time required to ship goods after being manufactured. 

(g) Time required as a factor of safety. 

(h) Average quantity consumed per week. 

(7) Balance on hand. 

(3) Quantity on order. 

(k) Maximum quantity that a single order might require. 


Let L = the allowable minimum quantity. 


Using the letters indicated above, the sum (a+b+c+d+e+f+g) equals time in weeks 
required to secure raw material and manufacture a lot ready for shipment. This sum 
multiplied by h gives quantity sold during time required to replenish stock. It might, 
therefore, be expected that if the balance-of-stores clerk made out a requisition on pur- 
chasing department for raw material when this quantity was left on hand, the new lot would 
be ready just as the old lot was used up. There must, however, always be enough on hand 
to fill the maximum order that might be expected, so the factor k is added. It often 
happens that the quantity to order is small and the time required to obtain raw material 
is long. In such cases, the factor 7 must be subtracted. The complete general formula 
then becomes, 

L= (a+b+c+d+e+f+g) h+k—j, 
and a requisition should be put through as soon as2 becomes less than L. It is not necessary 
for the balance-of-stores clerk to figure an elaborate formula of this kind. When all of the 
quantities, a, b, c, d, e, f, g, h, k, remain constant, or nearly so, over a period of time such 
as a year, the formula need be figured but once and the minimum specified on the record as 
a number. When, however, one or more of these quantities varies enough to warrant the 
extra work on the part of the balance-of-stores clerk, the formula should be specific on the 
record, using words instead of letters, as very few clerks will readily comprehend the 
significance of algebraic symbols. 

The quantity b may be regarded as varying, so that it must be considered. This would 
be true, for instance, in case bar steel were the raw material. This sometimes may be had 
from the mills in 2 weeks and sometimes it requires 6 months. It is obvious that it would 


1 Pp. 436-439. 
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be foolish always to keep a 6 months’ supply on hand, yet the supply must come in regularly. 
This is accomplished by having the purchasing department make monthly or semi-monthly 
reports to the balance-of-stores clerk regarding the time it takes to get delivery. The 
purchasing department is instructed to add.a factor of safety which shall cover the quantities 
aandcas wellasg. The balance-of-stores clerk should periodically compute h on all items 
and make such corrections as are required. The quantity k, so far as. these specimen duties 
are concerned, is considered very small and may, therefore, be neglected. ' The quantity 
j does not often enter into the calculation, and, when it does, is considered by specifying 
that a requisition should be put through when sum of goods on hand and on order becomes 
less than prescribed minimum. It is thus seen that this apparently complicated formula 
resolves itself for the case in point into a consideration of but two quantities. After the 
balance-of-stores clerk has figured a few items by this method, he can usually tell at a glance 
whether a requisition should be put through. The person setting the minima should make 
himself very familiar with the theoretical formula as given and should reduce this to simple 
terms covering specific cases which may be practically applied by the balance-of-stores clerk. 
There are probably several hundred different ways in which this formula may be reduced 
to practical application. By its intelligent use, however, it is possible to keep but a rela- 
tively smal]l amount of stock on hand and yet be sure of an adequate supply. 

The maximum is, of course, the sum of the minimum quantity and the quantity to order. 
The quantity to order is dependent on five factors. These are as follows: 


P. Average weekly consumption. 

Q. Set-up cost plus loss of profit, if any, due to idleness of machine. 
R. Shop cost (except preceding item) per unit. 

S. Rate of interest: plus rate of depreciation, both per week. 

T. Storage charges per unit per week. 

Let X = quantity to order. 

It costs as much to get ready to make a run of goods if only one piece is made as if a 
thousand are made, or whatever quantity can be turned out without resetting a die or 
making other changes. Consequently, the more goods which can be manufactured in one 
lot, the lower will be the cost. But if, as is usually the case, these goods must be stored in 
the warehouse for some time until sold, there is an expense occasioned for warehouse space, 
and money is tied up, the interest on which should be charged against the goods, and there 
is usually a loss through depreciation. Thus, so far as storing the goods is concerned, 
the more made at a time, the higher the cost. These two forces pull in opposite directions. 
There is a point where cost is a minimum. If quantity run be smaller than this amount, 
increased cost per unit, due to distributing set-up charges over fewer pieces, more than offsets 
reduction in cost of warehousing. On the other hand, if quantity run be greater than this 
minimum, warehouse expense more than offsets saving in manufacturing cost. Calculus 
makes it possible to determine the formula which expresses quantity to order so that sum 
of manufacturing and warehouse expenses shall be a minimum. Expressed algebraically 


this formula is: 
xo "A 2PQ 
RS-+-T 


To find proper quantity to order in any particular case, substitute proper figures and 
solve by arithmetic. No knowledge of calculus or algebra is required to use this formula. 
Great care should be taken in getting the units correct. The same unit of quantity must be 
used for P, R, S, T. Costs must be ~ritten as dollars and decimal parts of a dollar. For 
instance, if shop cost is 6 2/10 cents per unit, it must be written $.062. If proper care is 
taken regarding units of quantity and money, it is easy to figure the right size run to make 
on each item to give maximum economy. This formula is of greatest service in connection 
with expensive, bulky, perishable goods, with a high set-up charge, and of least service 
when reverse is the case. 

Graphs are helpful in studying ordering points. Quantities consumed 
should be expressed on one scale, preferably the ordinate, and time on the 
other scale. A glance at the graph shows trend of consumption, preferably 
by monthly periods, and thus enables making of changes in the ordering 
point and ordering quantity. Following quotation and chart are from 
Cartmell’s ‘‘Stores and Materials Control”’ (pp. 137-138): 
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STORES SYMBOL 
APPROXIMATE 
UNIT PRICE 


DESCRIPTION 


ON HAND 


ON ORDER 


DEFICIT 
NO. AVAILABLE 


MINIMUM 
ECONOMIC 

ORDERING 
QUANTITY 


FHLLED IN 
BY 


ORDERING 
QUANTITY 


ORDERING 
POINT 


DATE 


Form 11. 


Graphic Record of Consumption 
(From Madison Cartmell’s ‘ 


‘Stores and Materials Control’’) 
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As an aid to the forming of a correct judgment when an item of stores reaches the 
“ordering point,” its consumption should be reviewed to see if a change has been made 
expedient by changing conditions. Form 11 is designed to make such a review easy. 
The lower part of the form graphically presents the record of consumption for a period of 
2 years. Whenever the stock falls to the ordering point, one of the cards is made out to 
show the consumption to date. From left to right the lines represent the months, while 
from the bottom to the top, the spaces are for the quantities consumed, using whatever 
scale best suits the case. The spaces above the graph are filled in by the stores records 
clerk and by a person familiar with the securing of the material, such as a member of the 
purchasing or the production control department. 

When the executive of the control department responsible for the “ordering quantities” 
and “points” studies this chart, he is able to tell at a glance the trend of the consumption 
for the period charted. This information, with his general and his specific information 
of future manufacturing requirements enables him to make any needed changes in the 
ordering point and ordering quantity. If a change is made, the new quantities are placed 
on the stores record and the proper action taken, while the chart is filed by its symbol 
until the ordering point is again reached. Then the consumption curve and other data 
are brought up to date and the card is again ready for the decision of the reviewer. 

Expense of maintaining these graphs is slight. The cards can be used again and again 
and little time is needed to bring them to date. The system has been used at a weekly 
cost of about $30 in a stores organization handling over 20,000 items inventorying over 
$400,000. Inventories were cut $100,000, saving at least $10,000 in carrying charges alone 
—and the operating cost was $1,500 a year. 

Material in process should be carefully controlled to prevent it from becom- 
ing excessive in quantity. Drifting must be avoided. A maximum limit 
for quantity of work in process should be established. 


STANDARDIZATION AND SPECIFICATIONS.—These are important 
factors in inventory control. Standardization applies to both materials and 
methods. As to methods, standardization applies to ways of handling and 
storing materials. Standardization of materials permits reduction of inven- 
tories, since the bulk of most trades is done in comparatively few styles. 
During the war automobile tire manufacturers agreed to reduce the number 
of styles from 287 to 32. In manufacturing, standardization reduces the 
number of production orders, hence reduces work of making specifications, 
etc. Larger purchases of materials can be made at one time and unit costs 
thus reduced. In determining a standard material it should be studied from 
three points of view: 


1. How many uses can this material be put to and in which depart- 
ments can it be used? 
2. What other materials resemble this material and can the one be 
substituted for any other? 
3. What quality of this material will be good enough for the purpose 
it is to serve? 
Standardization should be carried out at the time classification is established. 
Standardization necessitates specifications, i.e., written description of 
each characteristic of the material standardized. Standard specifications 
have been established for many basic commodities. These may be secured, 
for example, from the catalogs of manufacturers and dealers and from 
the bulletins of the U. 8. Bureau of Standards. The following is an illus- 
tration: 
Cotton drilling: 
Unbleached— 
44 inches; on sample and specificationS...........+2.+2++seses 


Martertayu.—Shall be made from long-stapled, sound-fiber cotton, 
free from shives, motes, or adulteration. 
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QuaLity.—The fabrics shall be a good quality, evenly spun and 
woven, and commercially free from faults. 5 

Wiprx.—Shall be not less than 44 inches nor more than 45 inches 
when finished. i 

WeicuT.—Shall be not less than 12 ounces per linear yard. 

Consrruction.—Shall be not less than 54 threads of warp nor less 
than 46 threads of filling per inch in the finished cloth. 

TENSILE STRENGTH.—The warp shall be not less than 100 pounds, 
and the filling shall be not less than 90 pounds. “one 
Fintsu.— The fabric shall be soft finish and shall be free from “‘ loading 

of any kind. 


Standards require occasional revision to meet varying conditions and 
demands. 


ARRANGEMENT, ETC., OF STOCKROOM.— Materials must be kept in 
good condition and accessible; also so as to permit handling with minimum 
of time and effort. This requires careful allotment of space to different 
materials, with aisles properly located. Cartmell (p. 157) suggests the follow- 
ing to be kept in mind in arranging layout: 

“1. Methods of placing and removing various classes of items should 
be reduced to standards. This requires uniformity of method both as 
regards stowing units of lots and the separating of lots so that the oldest 
may be used first. 

2. The equipment should be flexible and interchangeable for varying 
conditions. 

3. Every item should be properly placed. The location is governed 
by the difficulty of handling, the quantity in stock, the frequency of use, 
and various special considerations of perishability, safety, or similarity 
to the storage problem of other materials. f 

4. All goods should be clearly identified before being stowed. This 
includes a tag for every lot and a label for every unit or package. 

5. All goods should be stowed in issuable units and placed to show the 
greatest possible number of individual units or packages. 

.6. Each item (and each lot whenever practicable) should be kept 
distinct and separate from every other item and lot. ; 

7. The installation of proper equipment which will aid in handling 

items in a minimum of space, of time, and of effort.’ 


Cartmell also gives following as sequence to be followed in planning new 
atorage areas: 


“1. The listing and classification of all items expected to be stored 
according to problems of: 
(a) Measurements. 
(b) Difficulty of handhng. 
(c) Frequency of use. 
(d) Special considerations, as of sensitivéness, perishability, or of 
peculiar similarity. 
(e) Quantities to be carried. 
. Determination of ample storage space to be required. 
3. Determination of proper unit storage space. 
. Determination of proper aisle spaces. 
5. Determination of proper location in relation to departments served. 
6. Determination of proper layout of storage and aisle space as 


related to general location of classes of items and area of total space 
available. 
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7. Lastly, the planning of structures so that entrances, aisles, posts, 
platforms, windows, and other necessary features will not interfere with, 
but will facilitate the most desirable layout of the stores themselves.” 


These should be reduced to written instructions. With addition of 
instructions for handling, they constitute complete instructions. 

In locating the stockroom, the aim should be to keep the movement of 
material in one direction as nearly as possible. Stockroom for each class of 
material should be as close as possible to the delivery point. This simplifies 
trucking problems. Aisle arrangement governs storage space. For shelv- 
ing, 24 inches is a suitable depth. For articles placed upon the floor, 6 feet 
is a good width for a row. Main aisles must permit passing of trucks; 
connecting aisles should be one-way width. Standard width between bins 
where contents are handled by hand is 30 inches. Aisles must be kept 
unobstructed. Inadequate space is a serious defect in a stockroom. Divi- 
sion of space into sections is advisable, each section for an allotted purpose. 
Outline of each may be marked by lines painted on floor. These lines may 
be as much as 3 inches wide. Adequate room is necessary for sorting. In 
ease of finished goods storeroom, adequate space must be supplied for pack- 
ing. Direction of main aisle should conform to direction of maximum 
travel. Sub-aisles should be at right angles to these as well as to the source 
of light. Storage spaces should be symbolized to enable easy location of 
materials. Number each row of bins, even numbers on one side of aisle, 
odd numbers on the other side of aisle. Then number each section of each 
row of bins, beginning at main aisle. Place odd numbers on one side of 
aisle; even numbers on other side. Next, number each section of each 
row of bins, beginning at main aisle, odd numbers on one side of aisle, even 
numbers on other side. Give to each tier in each section a letter. This 
should appear in the index between the two numerals. Thus, ‘24B7”’ 
might be next to the top tier in 7th section of 24th row. A chart of layout 
and symbolization should be pasted in a prominent place in the stockroom. 
An index file of location of each article should also be prepared. 

A standarized rectangular storage space unit is desirable, as it permits 
a high degree of interchangeability and flexibility. Of bin subdivision, 
Cartmell says (p. 165): 

The best shelving for bins is constructed of standardized steel parts which can be adjusted 
to form 2 storage space of any desired size and opening by the simple operation of bolting 
a few steel sheets and bars to a frame. All parts are standardized and interchangeable, 
easily and quickly erected or taken down. The stacks may be made up singly or arranged 
in series in rows. For instance, a bin, 24x24x24 inches inside, gives opportunity for a 
wide variety of subdivisions 24 inches deep whose other two dimensions will be even frac- 
tions of 24 inches. 

The advantages of this shelving are many. Its mobility and its convertibility into con- 
venient receptacles for handling widely varying types of material, its great strength, its 
economical use of floor space, and the fact that it is fireproof and practically indestructible, 
make it especially desirable. It can be purchased in sections and added to as conditions 
require. Changes of location and arrangement are easy to accomplish with this stand- 
ardized equipment, without serious interference with the necessary work of the storeroom 
and without the charges for labor and new material which inevitably follow alterations 
on wood construction. 


STOWING MATERIAL.—Stowing of material should be standardized. 
Proper subdivisions of space must precede stowing. Under the double- 
space system, double the amount of space normally needed for the quantity 
of a given material is set aside to receive it. This avoids necessity of separate 
storage space. Under the single-space method, additional storage must 
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frequently be sought elsewhere. Special items should receive special atten- 
tion. Give heaviest items the shortest hauls, store them nearest the floor, 
etc. Articles used together should be stored near each other. Identify 
packages, etc., by labels wherever possible, placing them preferably on ends 
of packages. Bin tags are used for material stowed in stacks and bins. 
They are made out on receipt of material; and show symbol, quantity, etc. 
Form 2 (p.348) shows a bin tag with spaces, quantities, balances, etc. 

The bin tag should be placed in a bin tag holder kept in a conveniently 
accessible place in or near the bin. If surplus stock of given kind must 
be kept in another place, a surplus stock tag showing its amount and loca~ 
tion should be placed in the bin tag holder. — 

Rules for Piling, Counting, etc.— 


1. Place goods all one way, unless desirable to reverse or cross-pile 
for stability. 

2. Lay goods with their ends out towards the aisle. 

3. Place labels all one way to make for ease in counting, etc. 

4. Place articles in defective wrappers last to permit removal first. 

5. If possible, store goods in packages containing quantities cus- 
tomarily used at one time. 

6. In piling, begin stowing at back left-hand corner and vertically 
until one column is completed. Bring first row of such columns to 
front and complete it. Start second row in farthest left-hand corner, 
and proceed in same manner. 

7. To aid in counting, keep columns, stacks, etc., uniform. Allow 
only last column, stack, etc., to remain incomplete. Cubical piling is 
preferable to pyramidal piling. 

8. In a full pyramid, quantity equals product of number on bottom 
tier times number of tiers plus 1 divided by 2. 

9. Pile in groups of five and do not break groups to fill up space. 

10. In removing, take in order of age, beginning with the oldest; 
but clear any aisle spaces or incomplete piles first, 


Turnover 


DEFINITION.—Turnover is the number of times capital in the form of 
stock-in-trade is reinvested in stock-in-trade during a given period. 


TO FIND TURNOVER.—Montgomery gives the following rule for ascer- 
taining turnover:2 


To ascertain the turnover, take the starting inventory, add the purchases or cost of manu- 
factured goods, and deduct the inventory at the end; divide the total by the starting inven- 
tory. The calculations are based upon a normal inventory. The result is the number 
of times the capital invested in stock-in-trade has been turned over during the period. 
In the event that the value of the inventory throughout the year varies considerably, .or 
in case of a continuous increase or decrease in the volume of business which might have a 
corresponding effect on the inventories, a more accurate method of determining the turn- 
over would be to use the average inventory instead of the starting inventory. 


: This method does not make allowance for variations in the amount of 
inventories from month to month. Thus, if the starting inventory in a 
given year is $25,000, purchases amount to $400,000, and inventory at end of 


2R, H, Montgomery, Auditing, Theory and Practice, Vol, I, p, 445 (1921 Ed.). 
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year is $50,000, the turnover for the year is 15, because $25,000 + $400,000 — 
$50,000, or $375,000, is fifteen times the first inventory. If, in the year 
Jollowing, starting inventory is $50,000, closing $25,000, and purchases during 
year $375,000, turnover is 8, because $50,000 + $375,000 — $25,000 is eight 
times the opening inventory. The difference in the inventories at the be- 
ginning and close of the year may be largely accidental, yet the difference 
in the result is so great that, unless inventories are quite normal and unvarying 
from month to month and year to year, it is necessary to modify the method 
of computing turnover. 

This may be done by ascertaining normal quantity of stock-in-trade 
carried, which may be either greater or less than the inventory at beginning 
of the year. To do this it is necessary to take an inventory at monthly or 
other intervals during the year. The average of these may be regarded as the 
normal inventory. 


PROPER BASIS FOR TURNOVER.—Following Montgomery, most 
American accountants figure turnover on the basis of cost, i.e., they regard 
turnover as the number of times the normal stock-in-trade is reinvested in 
the goods sold. Many British accountants, on the other hand, say that 
turnover is the number of times the inventory is contained in the sales. It is 
evident that when two or more businesses are compared, it is very important 
that the turnover be determined for all on the same basis. 

Some authorities suggest working capital as a basis for turnover. This is 
the excess of current assets over current liabilities. This is a comparatively 
stable figure and therefore affords a more stable basis of comparison. Thus, 
if the excess of current assets over current liabilities is $25,000, and goods are 
sold during the year which cost $150,000, the working capital is turned over 
six times, and this may be said to represent the turnover. Ifa large amount 
of working capital is used for advertising purposes, it follows that it cannot 
be used to purchase goods to be sold. The same is true if a large amount is 
locked up in accounts receivable. The result of either of these is a lessened 
turnover of working capital. When the opening or normal inventory is made 
the basis, the turnover may remain the same although the volume of business 
is on the increase or decrease, because the inventory increases or decreases 
with the expansion and contraction of business. 

Walton and Finney make the following statement regarding the use of 
working capital as the basis for the reckoning of turnover: 


The use of working capital as the basis of turnover is logical, first, because the capital 
is put in the business for the purpose of being turned over as rapidly as possible; second, 
because it is virtually constant; and third, because it presents all the elements concerned 
in the turnover, not only the stock-in-trade, but also the accounts and notes receivable, 
by means of which the turnover is effected. The turnover of working capital also furnishes 
a better criterion of the excellence of the management. With the inventory as the only 
standard, a manager can make an apparently good record by storing his stock-in-trade. 
If, however, he uses working capital as the standard, he makes his best record by diligence 
in collecting outstanding accounts, and increasing the supply of cash for the development 
and handling of a more extensive business.® 


The following is based on material supplied by J. H. Bliss: 


In the retail business, turnover of inventories should be figured by dividing average 
inventory at cost, averaged monthly, into cost of sales for year. In some instances where 
retail method of estimating inventories is used and retail inventories are available, the 
inventory at retail, averaged monthly, divided into sales for year, gives turnover figure. 
While turnover can be figured in a rough way by dividing inventory at cost into sales, it 


39, Walton and H. A. Finney, Mathematics of Accounting and Finance, p. 87. 
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is not a correct turnover figure. If a wide gross margin is realized on goods, the turnover is 
considerably affected by this plan. To get a correct turnover figure, inventory at cost 
should be divided into cost of sales or inventory at retail into retail sales, 

In a manufacturing industry, turnover of raw material is determined by dividing average 
inventory into amount going into process during year. Turnover of goods in Process ig 
found by dividing average inventory of goods in process into total amount credited to 
goods in process account for year. Inventory of finished goods is found by dividing 
average inventory of finished goods into cost of sales. 

In a departmentized organization, turnover should be figured by departments, 

If a general or average turnover is desired for a manufacturing industry, divide average 
of total inventories of raw material, goods in process, and finished goods into cost of sales. 

A general or financial turnover of inventories may be figured by dividing average inven- 
tories into sales. Over a period of time such statistics show trends about as well as more 
accurate turnover figures. This method is useful to measure turnover from brief financial 
statistics, but if all statistics are available, turnover should be figured in detail and be 
applied to specific departments to determine what particular part of the business or stocks 
of goods are not showing proper turnover, This provides better information for supervision 
and action. 

Turnover of inventories of supplies should be figured by dividing average inventory of 
supplies into supply cost or expense for year. Turnover of inventories of storerooms is 
found by dividing storeroom inventory into issues or credits to such storeroom stocks for 
@ period. 

Where, as in some classes of business, quantities are accounted for, as pounds, barrels, 
tons, gallons, etc., turnover may be on a unit basis instead of in values. 


TURNOVER ANALYSIS.—The following is also adapted from material 
supplied by Bliss: 


The measure for turnover of stocks should be applied to different classes of stocks, 
such as finished goods, work in process, raw materials, supplies, etc., also to stocks carried 


Few organizations appreciate the cost to carry stocks, and fail to figure the advantages 
ef a more rapid turnover or the disadvantages of a slow one. Hach line of business has a 
nermal period of turnover. Advantages of a rapid turnover are illustrated as follows: 


A concern carries an imventory:of.2.). sink Sel ee $100,000 
Ie hess net worth of: 0... coir, ee ee $150,006 
Its average turnover TBS ee tae ct 2 nee 3 times per yr. 
Its average turnover should! bet Ato, Tein Ca ope 


If turnover were increased to 4 times per year on 

same volume, amount of invested capital would 

De emp Or ee MN Cr, Nia Mag $25,000 
Saving on interest cost on this WKN era omencus 8% 
which is 1.33% on stockholders’ investment, as 

added net profits. 


This leaves out of consideration certain additional advantages: smaller liabilities, less 
spoilage and obsolescence, less insurance, space rentals, taxes, etc. 


The following table from Bliss shows average turnovers realized by represen- 
tative corporations in various industries, and shows tendency toward slower 
turnovers in depression years, 1920 and 1921: 
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Average Turnover of Inventories of Representative Corporations in Various 


Industries.‘ 
95 Cos. 57 Cos. 
1916-1921 1914-1921 

LO epee faeces cess at say ons) Cee $4.43 
VOLS M ae Sao kss eee icc oe ae 4.64 
WOU G Rosters nal tae eters crak oleye 4.78 5.08 
TOTO IE Me ISO ie 4.47 4.73 
UOUS RRA IEN HR. Bs rordnheratrs 4.47 4.74 
LOT Oy. Ae etal Jeter os 4.09 4.25 
LO ZO Riese rece ete crane 3.77 3.96 
TOQUE ee es ole ss 3.52 3.59 
Average for full period... $4.21 $4.42 


Wide variation in turnover between different industries is shown in following comparison: 
Most Rapiw TURNOVERS: 


Slaughtering and meat-packing.................0.045 $7.48 sales yearly per $1 of inv. 
Retail chains storesyanay 214 hated Adie cao tals 5.93“ Me Soy abet Gita 
Chemical products manufacturing................... §:42) (it 4 LRP ERTS 5 CG 
Fronvand steel MAaNusactUriDs «00. d ie sasileinie exedeyoseuric er ekaels 5.02 “* fs COP COT PCS 
Stow TuRNovERS: 

Leather products manufacturing.................... sista ss Sepp bie Ce uit 
PLODACCO Dl OCUCLS cnr Piacoa Seca te bots belay ctode i ks aenstal: EZ of CONC Ce 
WEA CITeTYy, MANU TA COULING se c:crepcsiei-leuetwieas 9) of) aeaieas re yan DAO te es PRO al 
Rubber and tire manufacturing..................06- NT OY a a (6°95) oe 


Bases of Inventory Valuation 


THE ACCEPTED RULE.—The accepted axiom of accounting and business 
practice is to value inventories at ‘‘cost or market, whichever is lower.’ 
Certain variations from it are desirable under abnormal conditions, such, for 
example, from 1916 to 1921, inclusive. At the end of the year 1919, many 
concerns disregarded the rule ‘‘cost or market, whichever is lower,’’ and used 
still lower prices, basing their action on the belief that the long period of 
inflation was near its close. This proved true. Prices reached their highest 
point in May, 1920. At the close of the year 1920, there was a tendency 
‘to ignore again the customary rule and to value inventories at cost or market, 
whichever was higher, and other variations were frequent. 

Generally, where there are no substantial changes in cost and selling prices, 
cost is proper basis of inventory valuation. Under such conditions income 
accounts are not affected by quantity of unsold goods as shown in the inven- 
tory, and the balance sheet shows current values. When there are substantial 
variations in prices, valuation of inventories at cost may lead to the mis- 
statement of the income of any two given periods affected by such valuation. 
Under such conditions balance sheets become misleading, failing to reflect 
current values. 

If inventories are reduced to a market basis, they should be reduced to 
such a figure that as they are carried forward into the subsequent period and 
sold, a normal gross margin of profit will be realized. If a loss is known to 
exist in an inventory, it is usually desirable to take it. Carrying stocks into 
a subsequent period at such a price that when sold they will not yield a normal 
gross margin sufficient to cover expenses and realize a return on the invest- 
ment, is carrying forward a loss. 


4 Expressed in yearly sales per $1 of inventory. 
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In manufacturing operations difficulties frequently arise in the application 
of the customary rule. 


Reduction of the inventory may be accomplished in either of two ways: 


1. Actual inventory prices on all items may be reduced, these reduced 
figures thereafter being regarded as the cost. 

2. A general or inventory reserve may be created, setting up the 
amount of the shrinkage in a general account, which is deducted from the 
inventory account in the balance sheet. The inventory sheets stand at 
cost values. Cost of figuring subsequent periods will be based on actual 
cost, not upon reduced or market values. 


Choice of method requires careful consideration. To adjust by setting up a 
reserve requires only the pricing of the inventory on two bases: actual cost 
and reduced or market basis. The difference in total between the cost and 
market basis is the amount of shrinkage to be cared for by the reserve. 
When this method is used and individual costs of materials remain unchanged, 
the cost of figuring the subsequent period is based upon actual cost of material 
and may be so out of line with existing market conditions as to be misleading 
rather than advantageous. 

If costs on the basis of reduced inventory valuations are advisable, it is 
necessary to reduce actual cost of materials throughout all detailed records, 
to refigure costs of work in process and finished goods, and to compute all 
costs in the subsequent period on the basis of the new inventory valuations. 
The latter procedure involves much detailed work. Yet the point is worth 
consideration because it means the difference between cost on an actual cost 
basis and cost on a reduced or market basis for use by executives in handling 
business in subsequent periods. 

If a general inventory reserve is set up the difference between cost and 
present valuation should be taken care of by means of a journal entry charging 
Surplus and crediting Inventory Reserve for the difference. Thus, if original 
cost as shown by inventory sheets is $125,000, the following entry is necessary: 


Surplus erate ets refer ae cc ee We te $25,000 
Reserve for Decline in Inventory Values...... $25,000 


In the balance sheet this reserve is preferably shown on the credit side, 
but conditions may make it desirable to deduct it from the inventory before 
latter is brought on the balance sheet. When in the following period, the 


goods to which this inventory applies are sold, Reserve for Decline in Inven- 
tory Values should be closed into Surplus.® ; 


INVENTORY RESERVE ILLUSTRATED.—Establishment of inventory 
reserve is illustrated by the procedure followed by U.S. Steel Corp. Acting 
upon the changing status of price levels, this company, at the close of the 
year 1916, set up an inventory reserve of $13,524,794 against an inventory 
which, taken at cost or market, amounted to $195,425,798. The reserve 
represented the excess of cost or market above normal prices. At the end 
of 1917, this reserve was increased to $30,270,670 against an inventory 
valuation of $253,938,756. At the end of 1919, it stood at $90,000,000 
against an inventory of $316,796,678. At the end of 1920, it stood at $95,000, - 
000 against an inventory of $353,363,497. At the end of 1921, it stood at 
$60,710,255 against an inventory of $302,214,624. In the balance sheet 


Renot further discussion gee article by R E. Booth in Administration, July, 1921, pp. 
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of U. 8. Steel Corp. as at Dec. 31, 1921, the item of inventories is expressed 
as follows under general head of ‘“‘Current Assets.” 


Inventories, less credit for Reserve and for amount of inventory 
values representing Profits earned by subsidiary companies 
on Intercompany sales of products on hand in Inventories 
Mecembensd al Ogee es at et a cee $241, 504,369.79 


The U. S. Steel Corp. inventories, before allowing for reserve described 
above, were determined on the basis of actual purchase or production cost 
of materials to the respective subsidiary companies holding them (unless 
such cost was above the market value on Dec. 31, 1921, in which case the 
market price was used), except that in respect of such commedities in stock 
at the close of the year as had been purchased by one subsidiary company 
from another, there is excluded the approximate amount of profits in such 
sales price which had acerued to the subsidiaries selling the same or furnishing 
service in connection therewith. : 

In connection with a reserve for depreciation of merchandise inventories, 
the following three points should be kept in mind: 

1. The reserve should not be cumulative, as is the case with reserves for 
depreciation of fixed assets. A reserve set up against an inventory applies 
to that inventory only and should be dropped when a new inventory is taken. 
If the inventory at Dec. 31, 1921, is $100,000, a 5% reserve against this 
inventory has a credit of $5,000. If at Dec. 31, 1922, the inventory is only 
$80,000, the reserve should be $4,000. If at Dec. 31, 1923, the inventory is 
$120,000, the reserve should be increased to $6,000.° The reserve thus always 
stands at 5% of the inventory when the books are closed. 

9. The reserve should be set up by a charge to Surplus, not to Profit and 
Loss. If the inventory is priced at cost or market, whichever is lower, and 
if accrued deterioration is allowed for in valuing the goods, all elements 
affecting the current operations of the period will thereby have been taken 
into consideration. 

3. On the balance sheet, the reserve should be so placed as to be easily 
recognized as an appropriation of surplus as a conservative provision for 
losses which may possibly occur, instead of as a deduction from an asset on 
account of losses which have already taken place. Special conditions, 
however, may make it desirable to show the inventory net, thus avoiding 
disclosure of the amount of the reserve on the balance sheet. Since the war 
conditions were abnormal the declining inventory values of that period 
were a proper charge to Profit and Loss rather than to Surplus. 

In addition to reserve for reduction in inventory valuations, inventory 
reserves may be set up for: 

1. Provision for discounts in inventories. 

2. Provision for interdepartmental profits in inventories. 
3. Provision for intercompany profits in inventories. 

4. Provision for interest in inventories. 

5. Other inventory adjustments. 


In the balance sheet these reserves ordinarily should be shown as deductions 
from asset accounts, since they represent working capital adjustments. 
An alternative plan is to reduce actual items in the inventory; and this is 
sometimes necessitated by operating conditions. 

COST BASIS.—Under this basis certain considerations arise. If by cost 
is meant actual cost, certain difficulties of a technical nature must be over- 
come. Unless all stock on hand was acquired at a single cost price—a con- 
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dition not likely to exist—actual cost of the goods at the end of any given 
accounting period can be ascertained only when it is possible to identify 
each item of stock in terms of lots purchased; in other words, to make this 
plan successful it is necessary to devise a system of marking whereby each 
item in the inventory can be identified. In many cases this is impracticable. 
Usually ‘“‘cost”’ is an estimate which may involve serious error. One expe- 
dient is to take the arithmetic average of invoice prices. This may be worked 
out by making use of the prices of all lots purchased during the current 
period and also including the price used in valuing the last preceding inven- 
tory. Sometimes the average is computed only from purchase prices for 
the period. Sometimes the prices of representative lots are averaged. Such 
computations are based upon the assumption that all lots purchased are 
equal in amount—which is likely to be a serious error. 

This error may be overcome by employing a weighted average of prices, 
thus giving influence to the various sizes of lots purchased. The initial 
inventory and total purchases, with respect to both quantity and value, 
should be taken into consideration. This plan is based upon the assumption 
that the goods sold are taken from the lots purchased in proportion to the 
original amounts of these lots. In fact, this assumption is almost invariably 
untrue, because goods are not sold in proportion to the quantities in the 
various lots purchased. 

When it is not necessary to determine literal cost it is possible to follow a 
plan based upon the assumption that the goods sold are taken from the 
oldest in stock and therefore the goods on hand are the most recently pur- 
chased. This plan may bé carried out by arranging the invoices in chronolog- 
ical sequence and, beginning with the most recent, taking off figures for 
both quantity and value until a quantity total is secured which is equivalent 
to the physical inventory—the corresponding value total then gives the 
value inventory. 

Although the above scheme will not usually correspond with the actual 
facts, it has received the sanction of the Treasury Department and has some 
justification from the economic side. It is only relatively recent prices that 
are of interest to the management, and these are the ones employed under this 
plan. The following advantages are cited in its favor: 


1. It exhibits cost. 

2. The inventory value is drawn from the actual records in a simple 
yet systematic way. 

3. It conforms to sound business principles. 

4. It is based on a reasonable assumption regarding the movement of 
goods. 


When to Use Cost Basis.— Most inventories taken on a cost basis represent 
cost only in a nominal sense, because the true cost of each unit is often difficult 
or impossible to secure. The various devices which may be used almost 
invariably give different results. 

There is one condition under which cost is indubitably the correct basis 
of inventory valuation even though market may be lower. This is when 
selling price is not affected by a drop in the market. Thus, an inventory of 
raw material used in a printing plant should be taken at cost because selling 


prices of output are based on cost, and are not affected by the market prices 
of raw materials. 


§W. A. Paton, Inventory Valuation, Administration, Mar., 1922, pp. 291-302. 
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There are two conditions under which it is proper to value inventories at 
cost even though cost is higher than market, viz., when: 


1. Basic or staple commodities are temporarily quoted at less than 
normal production cost. 

2. Raw materials or other commodities have been purchased at. 
prices higher than those existing at the closing date, and such purchases 
are allocated to contracts not subject to cancellation, the contract 
price being based on the high cost of such raw materials. 


MARKET BASIS.—The chief advantage of market price—or, as it is 
sometimes termed, replacement cost—in inventory valuation, is its simplicity 
and ease of application. The value of the inventory is secured by multiplying 
the physical units in the inventory by the latest reliable market quotations. 
This method does not ordinarily give results widely different from those 
secured by using the cost basis figured on the most recent acquisitions up to 
the amount of the inventory. An investigation carried out by the Bureau 
of Internal Revenue in 1919 disclosed the fact that in certain lines of manu- 
facture this plan of inventory valuation is much favored. 


“COST OR MARKET, WHICHEVER IS LOWER” BASIS.—This is a 
combination of the two described above. It has been adopted by the Bureau 
of Internal Revenue as one of the two alternatives—the other being cost—and 
was recommended by a committee of accountants which reported to the 
British Board of Trade in 1917. It is favored by many professional ac- 
countants. 

This method introduces a double standard of valuation, and in taking an 
inventory on this basis it is necessary to provide three columns. In column 
1, market prices are placed. In column 2, cost prices are placed, and in 
eolumn 3 the lower of the two figures, cost and market, are placed for each 
item. It is, of course, permissible to price by groups. 

For the manner of determining cost under this plan, see above discussion, 
and Regulations 62, issued by the Treasury Department. 

The method of determining market value, as prescribed by Regulations 62, 
is analyzed as follows: 

1. Market means current bid price prevailing at date of inventory for the 
given merchandise in the volume in which it is ordinarily bought by the tax- 
payer. 

2. When open market quotations are not available, the taxpayer must use 
such evidence of fair market price at date or dates nearest the inventory as 
are available. These might be specific transactions in reasonable volume 
entered into in good faith, or compensation paid for cancellation of contracts 
for purchase commitments. 

3. Where. because conditions are abnormal, the taxpayer has regularly 
sold such merchandise at prices below the current bid price as above defined, 
the inventory may be valued at such prices and the correctness of such prices 
will be determined by reference to the actual sales of the taxpayer for a 
reasonable period before and after inventory date. Prices which vary 
materially from actual prices thus determined are not accepted as determining 
the market. 

4. Goods in process of manufacture may be valued for purposes of the 
inventory on the lowest of the following bases: 

(a) Replacement cost prevailing at end of fiscal year. 
(b) Reproduction cost prevailing at end of fiscal year. 
(c) Proper proportionate part of actual finished cost. 
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(d) Under abnormal conditions, the proper proportionate part of sales 
price of finished product. 


Account should, of course, be taken in all cases of the proportionate part 
of the total cost of basic elements (materials, labor, and indirect) represented 
in goods in process of manufacture in the stages in which they are found ag 
at the end of the fiscal year. 

The definitions, 1, 2, 3, and 4 above, given for determining market value, 
apply to the following: 

1. Materials and supplies purchased and on hand as at the end of the 
fiscal year, in the same condition as when purchased. 

2. Goods in the process of manufacture as at the end of the fiscal year. 

3. Finished goods on hand as at the end of fiscal year. 


According to Article 1584 of Regulations 62, column 2 of the inventory— 
market price—may be subdivided into four columns in order to ascertain 
which is the true or lowest market, as follows: 


1. Replacement cost. 

2. Reproduction cost. 

3. Proportionate part of acutal finished cost. 

4. Proportionate part of sales price of finished product. 


The chief difficulty in the application of these principles. arises not in the 
figuring of market for materials or goods or supplies purchased by the tax- 
payer, but in figuring market for goods in process of manufacture and of 
finished goods. As they apply to these, the provisions of Article 1584 are 
as follows: 

(a) Those not contracted to be delivered on firm sales contract at fixed 
prices entered into prior to the end of the fiscal year, may be figured at the 
lowest of: 

1. Replacement cost. 

2. Reproduction cost. 

3. Proportionate part of actual finished cost. 

4. Under abnormal conditions the proportionate part of sales price of 
finished product. 


(b) Those contracted to be delivered on firm sales contract at fixed prices 
entered into prior to the end of the fiscal year may be figured at the lowest of: 
1. Replacement cost. 
2. Proportionate part of actual finished cost. 


3. Under abnormal conditions the proportionate part of sales price of 
finished product. 


SELLING PRICE BASIS.—Selling prices are used in two ways in inventory 
valuation. Current selling prices may be taken as a starting point from 
which, by working backwards and making certain deductions, a figure is 
secured which is a kind of cost figure. In T. D. 3058 the Treasury Depart- 
ment authorizes retail dry goods dealers to take inventory by the “retail 
price” method. This plan consists in the computation of the cost of stock 
by deducting a “purchase mark-up’ percentage from the estimated selling 
value of goods on hand. A manufacturer of pharmaceutical supplies values 
his inventory by means of a formula designed to reduce selling value by 
estimated costs plus estimated profit. 

The alternative use of selling price in inventory valuations is its direct 
application to the physical inventory to secure its value. Accountants 
object to this method because it anticipates profit. There are, however, 


Sec. 7] BASES OF INVENTORY VALUATION 375 


certain instances in which selling price may be employed, as, for example, 
where finished goods are made to order on a binding contract, and, perhaps, 
where the fabrication process is very long. The Treasury has permitted 
farmers to value unsold produce at sales price less marketing costs. Again, 
selling price may be taken as a basis if it requires no great effort or if the sale 
is a foregone conclusion. Whether or not such a condition exists or can 
exist must be determined upon the facts. The impossibility of determining 
cost may also justify the use of selling price or some figure based on it. 

As a general rule, selling values must be rejected as a basis for inventory 
valuation, because ordinarily a profit can be made only when a sale is con- 
summated. Moreover, selling prices may decline greatly between the date 
of taking the inventory and the date of sale, so that there is no logic in the 
use of the selling price as at the inventory date except under the special con- 
ditions mentioned above. 


BASE STOCK BASIS.—Some manufacturers carry basic raw materials 
through the accounts at fixed and perhaps arbitrary prices. This plan has 
simplicity in its favor, but it is subject to criticism for the reason that balance 
sheets based on such valuations are misleading. Some concerns which 
adopted the plan at the beginning of the World War have concluded that 
their procedure was justified by the results. 

INVENTORIES BASED ON SELLING VALUATIONS—GROSS PROFIT 
TEST.—Department stores and certain other lines of trade follow the 
practice of taking inventories at selling prices and then deducting from the 
aggregate a certain percentage in order to arrive at an estimate suitable for 
balance sheet purposes. This method is illustrated as follows: 


Loa ake nay NTE IO SUR SPO me Gees ni Oc $292 , 000 
Closing inventory (selling NidtAheEh AKOYOURoy Apes bien 6. cla or 50, 000 
$342,000 

Less: Opening inventory (selling valuation)......... 37,000 
Selling valuation of purchases..........-. Sic EPC EE CALM Ie $305, 000 
Less: Purchases at cost......----e++ eset eeee ress 227,469 
Mark-up (25.42% of $305,000) Wee, cis oe Sie oe Cy Pi, al 
Closing inventory (selling NN DEM HOSEN) eG carne cho co) caked $ 50,000 
Less: Mark-up (25.42% of S5OL000) Mera tetncnaiees aaa 12,710 
Closing inventory (balance sheet AUD oe ea tho ke MHD) 


The process may also be expressed in the form of a proportion, as follows: 


305,000 : 997,469» ::'~ 50,000 : xX 
Selling Purchases Closing Closing 
valuation at cost inventory at inventory 
of purchases. selling at cost 

valuation. valuation. 
X = $37,290 


The following description of the ‘‘ gross profit test’’ appeared in the Journal 
af Accountancy, Mar., 1921. (p. 225): 

Stock on hand may be estimated at dates between the taking of physical inventories 
by applying the gross profit method. The rate of gross profit on sales since the last inven- 
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tory may be estimated on the basis of the rate of gross profit earned on sales in prior periods. 
Any changes during the period in the cost or selling price of merchandise would have to 
be taken into consideration in estimating any probable variation between the rate earned 
in prior periods and the rate earned in the current period. The sales since the date of the 
last inventory would be multiplied by this estimated rate of gross profit to determine the 
estimated gross profit on the goods sold. Then the sales minus this estimated gross profit 
would be the estimated cost of goods sold since the last inventory. The opening inventory 
plus the purchases, freight, and other additions to the cost of goods, minus the estimated 
cost of goods sold, would give the estimated inventory. 


The retail inventory system is described as follows by T. L. Blanke, Director 
of the Bureau of Accounting and Control of the National Retail Dry Goods 
Association: 


The system enables the merchant to know what his stock of goods on hand is at the close 
of each day, week, month or year, or any other period, for each department in the store, 
and he thereby is able to control his investment. An efficient control of the stock not 
only saves money on the money invested, but, what is of much greater financial importance, 
helps in the avoidance of depreciation of goods on hand and in main‘aining up-to-date 
merchandise. 

Under this system of inventory accounting, the merchandise is charged to the various 
departments on the books of account at the retail or selling price and also at cost. These 
cost and retail values are accumulated for the year by periods and the percentage of mark-up 
is arrived at by deducting the total cost from the total retail values and dividing the result 
by the accumulated retail figures. The retail value of the inventory at the close of any 
period is arrived at by deducting the sales and mark-downs taken on the original selling 
price from the accumulated retail values. The cost value of the goods on hand is then 
computed by subtracting from 100%, the percentage of purchase mark-up, the remainder 
being the percentage of cost. Multiplying the retail value of goods on hand by this latter 
percentage gives the value of the inventory at cost. Physical inventories are taken at 
the close of the year at the retail values and the book figures are adjusted to them. 

The percentage of mark-up on merchandise must be sufficient to cover the cost bf salaries 
and other operating and administrative expenses, receiving and delivery costs, mark-downs, 
inventory losses of all kinds and a net profit for the business. That a net profit is not 
always realized is shown by the fact that the average net profit for all stores reporting in 
1921 was less than one cent for each dollar’s worth of sales. 

The system is very easily installed and operated, and it has been found entirely practical 
for the small as well as the large stores. It has been approved by the Treasury Depart- 
ment, through the Bureau of Internal Revenue, and is being installed by all the leading 
public accountants: of the country. There is no question that the system actually saves 
the retailer many thousands of dollars annually. The president of one of the largest met- 
ropolitan stores recently said that it would increase his operating expenses fully $600,000 
a year to go back to the “cost”’ system of taking inventory, while a somewhat smaller 
merchant stated that the use of the “cost” system would increase his expenses more than 
$200,000. It is therefore as important to the consumer that the retailer should be efficient 
in his accounting methods as it is to the retailer himself. 

What are the advantages of this system that enable the merchant to make this saving? 
In the first place, it furnishes a definite and reliable basis ‘for the taking and valuing of 
stock for financial statement purposes. This is of vital importance to the banker and broker 
when passing upon the financial statement of a client. It is, therefore, of direct benefit 
to the retailer himself in that it establishes greater confidence in his financial ability, 
making borrowing easier and on more liberal terms. 

The inventory system is accurate in the results that it shows. The Internal Revenue 
Bureau has accepted it because of the fact that the book figures are accurate and easily 
verified. The complete records of every step from the purchase of items to their final 
disposition by sale are readily checked. It is almost impossible to do this under the cost 
system. The natural result is that those who use the retail inventory method have sub- 
stantiating evidence of their actions, while those without it may be subject to some adjust- 
ments by tax officials, which may be felt to be unjust, but, from lack of evidence, they will 
probably suffer. 

Furthermore, the fact that accurate inventory values are available at all times makes 
the system particularly valuable from an insurance standpoint. The records will show at 
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any time just what the amount of stock is in each department, so that a store can carry 
sufficient insurance, bus will not carry excess amounts, thus incurring unnecessary expense. 

In addition, this method provides an efficient check in dollars and cents as between book 
and physical inventories at retail, without the use of percentages. If large differences 
are found to exist between the two, the work can be rechecked and errors corrected. It will 
disclose inventory padding on the part of those handling the stock. If a buyer should 
report an inventory at retail higher than the book inventory, it would be sufficient grounds 
for believing that he was attempting to increase profits by inflating the stock. This is 
especially true where the buyer is receiving a bonus based upon earnings. 

Through its use merchandise stocks may be controlled. Unless the merchandise 
manager knows at least once a week the amount of stock in each department, the size of 
the inventory or the stock turnover cannot be controlled. Time is saved at the close of 
the fiscal period or at any time when the physical inventory is taken. With this system in 
operation, it is necessary to take the inventory at retail only, thus eliminating the chances 
of errors through the copying and decoding of cost marks. . . . Not the least of its 
advantages is that it provides for a complete monthly operating statement, making it 
possible to issue an accurate profit and loss statement for the business as a whole, as well 
as for each individual department. The figures affecting the gross profit being available 
at all times, unnecessary waste can be prevented through the elimination of losses that 
would not otherwise be discovered until the close of the year. 


Miscellaneous Provisions 


INVENTORIES PLEDGED AS COLLATERAL.—When merchandise is 
pledged as collateral, it is important that the amount so pledged be set up 
as a separate item in the balance sheet, or that some kind of reference be 
made to it. Likewise, the liability incurred to creditors who have advanced 
money on such security should be shown separately, and a contra reference 
made to the pledged merchandise shown on the asset side of the balance 
sheet. 


PROFITS IN INVENTORIES OF AFFILIATED COMPANIES.— Where 
one affiliated company sells goods to another affiliated company at an advance 
over cost, there results an increase in the value of inventories due to the taking 
of a profit on intercompany sales. It has been said that inventories of 
affiliated companies should be expressed at cost,’? even though in such cost 
there is an element of intercompany profit, but it is now the definitely settled 
practice of accountants to reduce inventories by the amount of profits earned 
by affiliated companies on intercompany sales of products included in the 
closing inventory. These profits are not carried into currently reported 
earnings of the consolidated organization until converted into cash or a 
cash asset to the company. The following note appears immediately below 
the surplus division of the balance sheet of the U. S. Steel Corp.: 

That part of the Surplus of Subsidiary Companies representing Profits accrued on sales 
of materials and products to other subsidiary companies and on hand in latter’s Inven- 
tories is, in this Balance Sheet, deducted from the amount of Inventories included under 
Current Assets. 

If it is not possible to ascertain actual figures of intercompany profits in 
inventories, an estimated reserve should be set up to exclude approximate 
amount of profits resulting from intercompany sales. 

In some cases it may be inappropriate to assume average profits in such 
inventories. Under these circumstances, if inventories are valued conser- 
vatively, there can be no objection to permitting such element of profit to 
remain in the inventories. 


7 Journal of Accountancy, Dec., 1915, pp. 470-471. 


378 INVENTORIES [Sec. 7 


FREIGHT-IN AND STORAGE.—Freight-in and the expense of unloading 
are properly regarded as parts of inventory cost. As to the expense of storage 
there may be some question. If raw material is kept any length of time to 
permit curing, costs of storing are proper additions to inventory values. If, 
however, the material or finished goods are placed in storage merely to wait 
until used or sold and no increase in value results, it is better not to add 
storage charges to cost of goods. Storage expenses of this kind are rather in 
the nature of rental costs, and there is no reason for believing that the storage 
expenses incurred have raised the value of the inventory. 

Raw materials inventories are ordinarily taken at cost or market, whichever 
is lower. Cost should cover invoice price plus freight, duty, insurance, 
storage, handling, cartage, etc. Market basis is replacement cost based on 
present purchasing prices. Adjustment required is found by figuring both 
actual and replacement cost of materials. In case of declines in values, 
adjust either by a general reserve or by adjusting actual cost figures. The 
method used has a bearing on costs to be computed on products to be finished 
in subsequent periods. 

INVENTORIES OF MANUFACTURING CONCERNS.—Inventories of 
manufacturers differ from those engaged in trade, because materials pur- 
chased are made to undergo significant alterations in the process of manu- 
facture and take on added increments of value as the result of labor and 
overhead costs applicable to them. Inventories are, therefore, found in the 
following three stages: 


1. Raw Materials 


2. Goods in Process 
3. Finished Goods 


Finished goods stand in the same relation to the manufacturer as does 
merchandise to the trader. The elements of cost accumulated by materials 
as they pass from the raw materials to the finished goods status may be out- 
lined as follows: 

1. Raw Marertau Sracn: 

(a) Purchase cost of materials and supplies. 

(b) Freight and cartage inward. 

(c) Cost of handling and storing. 

2. Goops In Process Sraapu: 

(a) Cost of raw materials taken from stores. 

(b) Productive labor cost, which must be allocated to the product 
on some adequate basis. 

(c) Manufacturing burden, also known as overhead, oncost, and 
indirect expense. Since this item cannot be allocated to 
any given unit produced, it must be allocated on some 
scientific basis. 

3. FryisnHep Goons Sraae: 

Goods finished are credited to the Goods in Process account and 
charged to Finished Goods account, which latter corresponds 
to the ordinary Merchandise account of a trading concern. 


F INVENTORIES OF GOODSIN PROCESS.—The inventory value of goods 
im process can be secured by a recapitulation of the cost sheets, provided all 
elements of cost, materials, labor, and indirect have been brought upon the 
cost records. It is sometimes customary to apply the indirect to finished 
goods only; when this is the case the inventory-pricing must be done with 
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reference to the burden which is applicable to goods in process, or else a 
special account should be set up for the purpose of containing this unapplied 
burden. It can then be shown as a deferred charge to cost of manufacture. 


DIVISION OF WORK IN PROCESS.—For analytical purposes it is 
sometimes desirable to make a division of work in process into three parts: 
Material in Process, Direct Labor in Process, and Burden in Process. In 
large plants separate accounts may be kept for each department. When this 
is done, special attention should be given to Burden in Process. Frequently 
predetermined rates are used, it being presumed that burden in process will 
equal actual burden. The advantage of this is that it makes possible the 
compilation of costs in advance of the time when actual burden is known. 
For each department two burden accounts are kept: Burden Actual and 
Burden Credit. To the first, all burden is charged as it accumulates. To 
the second is credited estimated burden as it is distributed to work in process. 
A comparison should be made of the two accounts to determine whether the 
estimated or predetermined rate is large enough to cover actual burden costs. 

If desirable to write down inventory of work in process, the costs of material, 
labor, and overhead should be refigured to determine wherein the change 
occurs. 


INVENTORIES OF FINISHED GOODS.—This is secured by a recapitula- 
tion of the cost sheets which refer to job or stock numbers which have not 
been sold. Goods which are shopworn or out of style should be valued at a 
price not greater than they can be expected to realize on sale, which, of course, 
may ‘be much below cost. Finished goods should be valued at cost except 
in case of firm orders based on contract, in which case it may be feasible to 
use selling prices less estimated delivery and similar charges. It is better not 
to regard a sale as completed until delivery has been made and the goods 
accepted by the vendee. If it is thought best to take the inventory at selling 
price, the unrealized profit resulting should not be included in current income 
but be shown separately. , 

It is possible that to include finished goods in the inventory at cost would 
be to value them above selling price. This might be the case where a business 
is being run on an extravagant basis and costs are excessive. In such in- 
stances market price should be made the basis of valuation. 

When reducing such inventories to a market basis, either use a reserve or 
write down the actual cost figures. If costs have a bearing on selling policies 
and prices, it is advisable to write down actual inventory prices, so that 
statistics of a subsequent period will be based upon the reduced costs. 

If by such market basis is meant present replacement, figure costs on basis 
of present market for material, supplies, labor overhead, etc. Naturally, 
greater change may occur in one of these elements than in another. 


INVENTORIES OF SCRAP MATERIALS.—Market is the usual basis, 
allowance being made for selling and marketing costs yet to be incurred. 
Scrap or by-product remains part of prime operations until it is processed 
into its first marketable stage. Profit realized up to that point belongs to 
the major operation. In figuring cost of major product, figure value allowed 
for scrap on by-product backwards from value of by-product in its first 
marketable stage, by deducting expenses necessary to put it in marketable 
form and to dispose of it. After such products reach their first marketable 
stage, any operations preformed are allied industries, and profits realized 
thereafter should be considered as earnings of such allied industries. These 
allied industries should be charged with by-products from major operations 
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at full market value. Therefore, the rule should be to inventory scrap or 
by-products at market until transferred to the allied industry. Thereafter 
inventory should be on basis applicable to operations of the allied industry. 


INVENTORIES OF SUPPLIES AND REPAIR MATERIALS.—Value of 
these is cost or market, whichever is lower. If market is lower and a reserve 
is used, the reserve to be set up is the difference between cost and market. 
Reserve should or should not be used according as operations are or are not 
departmentized, because in former case it is not important that supplies 
be figured into cost at the reduced value, whereas in the latter case it is, 
since departments are run on a commercial basis. 


INVENTORIES OF RETURNABLE CONTAINERS.—lIllustrations are 
cement sacks, barreis, cable reels, acid carboys, gasoline drums, cracker 
tins, petroleum drums, tierces, etc. Sometimes these are charged to customers 
in the invoice and a refund made when returned. Sometimes a separate 
invoice is sent for them, credit being allowed upon their return. Sometimes 
merely a memorandum invoice is made out. Oil drums, cable reels, gasoline 
drums, and floating cooperage should be regarded as fixed assets, and an 
asset record kept therefor. Charge these at cost and write off depreciation 
in the usual way. If these are actually charged to customers, credit a reserve 
which will take care of refunds when they are returned. Periodical exami- 
nation and adjustment of the account should be made. 

Smaller items should be carried as current supplies. If a definite charge 
therefor is made against the customer, do not include the item in sales but 
credit a reserve to care for refunds when such retainers are returned. 


GOODS OUT ON CONSIGNMENT.—These may be billed at cost, 
market, or an arbitrary price. They are not sales. If billed at a price 
above cost, profit is taken before it is realized. In the commercial fertilizer 
business the product is billed at market price to agents or brokers. At the 
‘season’s close the accounts are checked up and unsold product ascertained. 
‘The account sales at closing date should be secured and the accounts adjusted, 
the anticipated profit being cared for by a general reserve. 


GOODS HELD ON CONSIGNMENT.—The following is quoted from 
J. H. Bliss: 


An income statement combining the regular business and the consigned business gives 
‘a complete picture of the transactions of the period and affords the basis for computing 
volume and expense ratios. There should be no objections, in such circumstances, to 
including in inventory of consigned goods billed prices, stating them to be such and showing 
on the other hand the amounts due to consignor among the accounts payable. Ina broader 
sense, this is the proper method for handling such accounts if the balance sheet is to present 
a picture of the complete financial structure of the business. The inventory of goods on 
hand for sale represents capital used in the business, whether they are owned by that 
business or are there on consignment. 

..The turnover of the business and the relation of the volume of business done to the 
fixed investment, and the relation of the sales to the accounts receivable, all require con- 
sideration of the consignment business, the same as the regular business, if these funda- 
mental relationships are to be correctly expressed. Goods received on consignment are 
really a source of capital, in that the consignor supplies the investment on which the 
business is done. In order to get a complete picture of the financial status, such consign- 
ments should be taken into consideration. 

: In some instances materials are consigned for manufacture on a commission basis. Here 
It seems even more important that such consignments should be taken into the accounts 
at billed prices and handled from there on in the same manner as owned goods, though of 
course kept separate. In the figuring of factory costs,.the application of overhead expenses, 
and measuring of the efficiency of manufacturing operations, it is necessary that these con- 


Sec. 7] MISCELLANEOUS INVENTORY PROVISIONS 381 


signed stocks be accounted for similar to the owned stocks. Inventories of such stock in 
process of manufacture or completed should be valued on a basis of the billed price in, 
plus the manufacturing expenses incurred, except where such expenses exceed the amount 
of commission and a loss is apparent. In that event, the loss should be taken in a current 
period rather than carried forward. 


The accepted method is as follows: Goods on consignment should be 
included in the inventory of the consignor, who retains legal title to them 
until sold by consignee. It may be necessary to include goods owned but 
not yet received. Goods received on consignment should be excluded from 
inventory of consignee. Goods not yet unloaded from cars, and therefore 
not taken into stock, must be so marked that they will not be charged into 
the next period’s purchases and at the same time taken into the current 
inventory. This may be done by stamping the invoices: “Included in the 
19— Inventory.” 


INVENTORY VALUATION IN DIFFERENT TYPES OF MANUFAC- 
TURE.—Three types affecting cost figuring are: 


1. Ordinary manufacturing operations. 
2. Producing major productions and by-products. 
3. Producing joint products. 


Ordinary operations consist in putting together or building up materials, 
labor, and expenses into finished product. It is the common type of manu- 
facturing operation. 

Producing major products and by-products involves taking apart or 
breaking down of some material of known cost into parts, one being a major 
product, the others by-products. The major product is figured thus: 


1. Beginning with known cost of material. 

9. Add costs and expenses incurred in operations. 

3. Making total outlay for materials and expenses. 

4. Deduct therefrom full value of by-products produced. 
5. Balance is cost of major product. 


Ordinary rule, cost or market, whichever is lower, applies to major prod- 
ucts, but only available basis for by-products is market. Their cost cannot 
be figured because they are joint products arising out of same operations 
that produce the major product and must be valued on a market basis in 
arriving at cost of major product. 

If such by-products can be identified in processes following the prime 
operations, they may be valued at original value placed upon them when 
costs were figured. But if such products are not identifiable in the subsequent 
processes, only basis of valuation is current market price. Inventory prices 
for such by-products should allow for selling and marketing expenses, but 
no allowance should be made for estimated prdfit on sale of such if full values 
have been used to figure costs. Effect of using full value to figure cost is 
to throw profit or loss on entire transaction into major product accounts. 

In manufacturing joint products, materials of known cost are taken apart, 
broken down, but none can be termed a major product. It is then impossible 
to figure the products singly although the group cost can be ascertained. 
Cost computing under these conditions is done as follows: 


Start with known cost of raw material. 

Add expenses and costs incurred in operations. 
Making total outlay. 

Figure total value of all products produced. 


oot 
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5. Compare this with total outlay figured above. ‘ 
6. Difference is margin of profit or loss realized on operations. 


Inventories of such products must be valued on a market basis. The 
products may be carried at the original valuation in subsequent inventories 
if they retain their identity; if they do not, current market must be the basis 
used. It is then advisable to allow for selling and marketing expenses yet 
to be incurred, and if the items do not lose their identity in subsequent 
operations or processes, it may be possible to allow for unrealized profit. 


DISCOUNTS ON PURCHASES IN INVENTORIES.—Always take trade 
discounts off in pricing inventories. In case of strictly cash discounts, it is 
customary to regard them as financial gains, hence the invoice price should 
be used. Where, as in case of the clothing and shoe business, discounts run 
as high as 5% to 10% 10 days, net 30 days, it may be desirable to make 
deduction for them. When it is found desirable to make an allowance, it is 
best to set up a reserve. The amount to be allowed is found by applying to 
the inventories the average rate of discounts realized. Charge a Discounts 
Earned account and credit a reserve. At beginning of following period 
reverse the reserve. 


INTERDEPARTMENTAL PROFITS IN INVENTORIES.—These repre- 
sent unrealized profit and should be eliminated. If transfer is made below 
cost, an interdepartmental loss occurs, but these arise only when departments 
are run on a commercial basis, the transfer being at market price. The loss 
is then taken care of automatically. For interdepartmental profits a reserve 
should be set up at inventory dates. If, in case of manufacturing concerns, 
it is not possible to identify products as they pass through the various processes, 
the profit must be estimated on basis of average margin of profit realized. In 
case of joint products, inventory basis is usually market price, hence contains 
a profit or loss. It is impossible to determine the interdepartmental profit in 
such cases. It is proper to use conservative market prices in such cases. 

INVENTORIES OF FIXED ASSETS.—The valuation of fixed assets is 
based upon different principles from the valuation of merchandise inventories. 
Here the principle of going concern value is important. Capital is tied up in 
assets of a permanent character and to dispose of it means the break-up of 
the enterprise. The market value of such assets as second-hand property 
could have no influence on a valuation based on going concern values. In 
general, only two factors need be considered in the problem of the valuation 
of fixed assets, viz., original cost and depreciation. 

GOODS MADE UNDER CONTRACT.— Where goods in process are being 
manufactured under contract, as in case of extensive construction work, 
contracts partially completed may properly be given a valuation other than 
cost. The sale is a foregone conclusion, and it is quite proper that there be 
included in the inventory the share of profit applicable to work already com- 
pleted. This plan is especially desirable when the contract is paid for in 
instalments, the payments being made on the basis of work completed. 
Thus, some contracts are made on the basis of a fixed price per cubic yard of 
earth excavated, and so on, a percentage of the total contract price being 
retained as a guaranty of satisfactory work. 

Advances received on contract work are preferably treated as current 
liabilities, not as deductions from current assets, because if deducted from in- 
ventory account, actual amount of capital tied up in goods in process is under- 
stated. In this matter, however, it may be desirable to distinguish between 
advances received on contract work before any of the contract is undertaken, 
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and those received on contract work where the amount of work performed, 
plus accrued profit to date, is greater than the amount of the advance. 


GOODS HELD IN STORAGE.—Charge costs of carrying against such 
goods if they enhance their value. Interest may be included if considerable 
sums are carried for long periods. In preparing a statement of storage 
operations, interest may be eliminated, as follows:§ 

1. Cost of product in storage. 
2. Add expenses: 

Storage charges. 

Handling and delivery. 

Insurance and taxes, etc. 

Total outlay. 

Products sold for. 

Gross earnings after interest charges. 

Add back book interest charge. 

Gross earnings before interest charges. 

Deduct actual interest paid, taxes, and other general expenses. 
Final results. 


Soar Heese 


Inventories of goods held in storage should be valued at cost plus carrying 
charges, unless market is lower than cost, in which case the valuation should 
be made or a reserve set up. 


GOODS IN TRANSIT.—Consider goods in transit but not received, and 
also those received but not passed to stock, as inventories, erediting an 
Unaudited Accounts Payable account. To do this, a suspense entry is neces- 
sary. To ascertain goods in transit, use the shipping memos or the invoices 
of the first weeks of the succeeding period but bearing dates of the preceding 
period. This sum should be deducted from amount of contracts for purchases 
outstanding at balance sheet date. 


ADVANCE PAYMENTS ON GOODS NOT RECEIVED.—Charge such 
payments to creditors’ accounts in accounts payable ledger. Accumulate 
such debit items in creditors’ accounts and enter in inventory section of bal- 
ance sheet as advances on purchases not yet received. An alternative plan 
is to carry a ledger of personal accounts for such advances, charging these 
accounts as payments are made and crediting them when the invoice is 
passed. This gives a good control and furnishes a check on the passing of the 
invoices. 

PURCHASE COMMITMENTS.—When contracts are placed, record 
them as orders outstanding for future delivery, classifying them as to depart- 
ments or materials, also as to delivery dates. This record is not part of the 
double-entry system. As goods are received, check them off on this record 
so that only outstanding commitments can be determined at any time. 


Inventory Taking 


NEED OF PHYSICAL INVENTORIES.—Physical inventories should be 
taken to check book inventories, if the latter are kept. If the latter are not 
kept, physical inventories are essential to the determination of profit and loss. 
The existence or non-existence of book inventories determines the method to 
pursue in taking physical inventory. Where adequate stores records exist, 
the work of taking a physical inventory consists in counting or weighing a 


8 J, H. Bliss, 


384 INVENTORIES |Sec. 7 


few items each day and checking them up with the book records. In this 
way all items may be checked up several times each year. A regular system 
of checking should be instituted. 

It is estimated that when a plant closes one week for taking physical 
inventory, it loses 2% of its productive capacity. 


PROCEDURE IN TAKING PHYSICAL INVENTORY.—Proper prepara- 
tion for inventory-taking removes many difficulties. The following routine 
should be followed: 

. Writing and issuing instructions. 

Making ready the inventory tags. 

Counting, weighing, and measuring the inventory. 

Comparing the inventory with the records. 

. Pricing the inventory tags. 

. Extending the inventory tag values. 

Listing the inventory. 

Totaling and comparing the inventory with the control accounts. 


The instructions, after being clearly worded, should be typewritten or 
printed. It may be desirable to issue special instructions to each department 
supplementing the general instructions. The general instructions under (1) 
above cover such items as: length of inventory period, personnel, items to be 
inventoried, details of counting. 

During time of taking inventory, all operations should cease. Some party 
should be made entirely responsible for the results secured. All details of 
procedure should be carefully assigned to the various departments. The 
Teceiving department should be instructed to clear its floors of all goods up to 
the “as of”? date. Goods received after the ‘“‘as of” date must not be in- 
cluded in the inventory. The materials control department should be in- 
structed to clear up any clerical work connected with requisitions, etc., so 
that all stock records will be up to date. The storekeeper should be instructed 
to place all stock in orderly arrangement, so as to be ready for counting 
or measurement. Obsolete material should be discarded. Deliveries on 
requisition should cease during time of taking the count. The manufacturing 
departments should reduce amount of material on floors to a minimum. All 
materials entering the inspection department before the “‘as of” date should 
be forwarded to the stockroom so as to be included in the inventory. The 
purchasing department should reduce the amount of material to be received 
during period of inventorying as much as possible, also to period preceding, 
to reduce amount of inventory as much as possible. The sales department 
should supply the accounting department with data as to products billed but 
not yet shipped, also as to products shipped but not yet billed, to enable 
proper adjustments to be made. The accounting department must calculate 
all adjustments to be made in the inventory. Frequently this department is 
given entire supervision over the inventory-taking. If so, it should charge 
out all tags and inventory sheets as issued and credit them as returned. For 
this purpose they should be numbered serially. After the tags are priced, they 
are listed on inventory sheets. The latter are totaled by controls. After 


adjustments are made, comparison is made of results with general ledger 
inventory control accounts. 


QO MIS OH 09 BO 


INVENTORY TAG.—Form 12 shows an inventory tag for inventorying 
materials and supplies. The “in” and “out” columns are for changes in 
inventory resulting from inward and outward movements when count is 
made before ‘‘as of” date, Tags should be numbered serially. Counts and 
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measures should be repeated before filling out tags. Note that tag is per- 
forated into three sections. The tags are attached to materials covered by 
means of wires. Bottom section is torn off and sent to office having super- 
vision. All tags must be accounted for. When all work is completed in a 
department, main divisions of tags should be torn off, leaving top section 


INVENTORY COUNTER’S TAG O 


PART NO. (OR SIZE) = 


“MATERIAL & SUPPLIES 


INVENTORY COUNTER'S TAG. NO. 


PART NO. (oR SIZE) 


NAME 


DESCRIPTION 


DEPT. 


UNIT OF COUNT. 


FIRST COUNT. 


— _! 
STORES RECORD QUANTITY 


PHYSICAL COUNT INVENTORY ; 


INVENTORY COUNTER’S TAG 


CEPT ___ SEC. 


REVERSE 


FACE 
Form 12. Inventory Tag for Raw Material and Supplies (face and reverse) 
(From Madison Cartmell’s “Stores and Materials Control’’) 


attached to goods. They are sent to supervising officer and compared with 
duplicates. They are then sorted according to material classifications, and 
forwarded to materials department. for pricing and comparison with stock 
records. Differences must then be reconciled by recount or adjustment. 
Pricing is usually at cost or market, whichever is lower. (See “‘Bases of 
Inventory Valuations,” p. 369). When the price used differs from that used 
in the stock record, the stock record price should be altered to correspond. 
Tags are then returned to accounting department for extension, then arranged 
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by material control accounts, and listed on inventory sheets. (See Forms 13 
and 14.) Final differences between book and physical inventories should be 
adjusted through profit and loss. Form 14 is a ‘‘cost or market’’ inventory 
form recommended to the National Association of Upholstered Furniture 
Manufacturers by J. L. Maltby. It contains columns for both cost and mar- 
ket prices, and an ‘‘inventory value’? column to which either the cost or 
market price may be extended, as well as other columns for entering data 
necessary in taking an inventory. 


Accounting Treatment of Inventories 


ACCOUNTS TO BE KEPT.—Certain accounts must be kept in connection 
with the recording of purchases, sales, and other merchandise transactions. 
The most important of these are: Purchases, Sales, Returned Purchases, 
Returned Sales, Rebates and Allowances on Purchases, and Rebates and 
Allowances on Sales. Formerly the practice was to keep a Merchandise 
account which was charged with purchases, returned sales, and rebates and 
allowances on sales, and credited with sales, returned purchases, and rebates 
and allowances on purchases. This plan proves impracticable, however, 
for the reason that the same account is made the receptacle for both purchase 
and sale prices, with the result that the balance of the account is not signifi- 
cant. The function of these accounts is illustrated below. Assume that 
the transactions cover one year, 19—, and that the inventory of merchandise 
on hand on Dec. 31, 19—, is $25,000. 


Merchandise Inventory 


19— 19— 

“1/621 vse 9 Remneeneser pan aeRO $ 20,000 | Dec. 31 Purchases........ $ 20,000 

1D YORE RA Ee ee roe $ 25,000 

Purchases 

19— {9—— 

Dec. oi (Hor year) o.cm.1 $ 93,000 | Dec. 31 Retd. Purchases...$ 3,000 
Libr tol sire bie oygeb one 700 Pur. Rebates and 
Inventory Jan.1... 20,000 CANON iene aati 400 

Inventory Dee. 31. 25,000 
Profit and Loss.... 85,300 
$113,700 $113,700 
Freight-In 
Om AO} 
Dec. 31, (For year)......... $ 700 | Dec. 31 Purchases........ $ 700 
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Returned Purchases 


ig L9—— 
Dec. 31 Purchases.........$ 8,000 | Dee. 31 (For year)........ $ 3,000 


Rebates and Allowances on Purchases 


Lo 19— 
Dec. 31 Purchases......... $ 400\eDecs, 31 ortycan)r ase $ 400 
Sales 
ik = 
Dec. 31 Returned Sales... .$ 450 | Dec. 31 (For year)......°.. $125,000 
Sales Rebates and 
ALG watt... 340 
Profit and Loss.... 124,210 
$125,000 $125,000 


Returned Sales 


19— 1O— 
DWees31) (For year)..<....:. $ 4507 | Dees Siv Sales.) a... ces eae $ 450 


Rebates and Allowances on Sales 


Lo 1 =— 
Dec. 3i (or year)>.nac. 5. + $ S40 Decal Salesuemea 4 tomes 340 


Profit and Loss 


19— 19— 
Dec. 31 Purchases......... $: 955.500) |) Dec Sil Saless.....sa.0. 4). 124,210 


PRINCIPLES GOVERNING CLOSING OF ACCOUNTS.—There must 
be a clean break in the accounts at some point as inventories are taken. 
Everything included in the inventory must have a bill passed for it, either 
actual or memorandum, or a suspense entry should be made putting the 
charge into the accounts. Also, products shipped must be billed. Those 
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waiting shipment, if excluded from inventories, must be invoiced, or, if 
included in inventories, should not be invoiced. At both the receiving and 
the shipping end a clean break must be made in both the accounts and the 
inventory-taking, and it must be at the same point in the transactions. 

In some cases everything received may be inventoried, suspense entries 
being passed for items for which invoices have not been received. In other 
cases it may be better to inventory only goods received, checked, and passed 
to stock, and for which invoices have been passed. Afterward a general or 
suspense entry should be made for goods received or in transit but not yet 
checked and for which invoices have not been passed. 

The inventory at the beginning of the year is transferred from the Merchan- 
dise Inventory account to the Purchases account, debit side, while the 
inventory at the end of the year is transferred to the debit side of the Inven- 
tory account and to the credit side of the Purchases account. This leaves 
the Inventory account standing with a debit balance equal to the new inven- 
tory. The procedure may be varied considerably from the above. Thus 
inventories, purchases, and sales may be carried to a Merchandise account 
and the balance of this, known as gross profit, carried to Profit and Loss. 
Whichever procedure is followed, the final result is the same. 


INVENTORIES IN THE BALANCE SHEET.— Inventories of merchandise 
in case of trading enterprises, and of raw materials, goods in process, and 
finished goods in case of manufacturing concerns, should be included among 
the current assets, because they are in process of being turned into cash in 
a comparatively short time. The length of time required to accomplish this 
conversion is not material so long as that is the purpose kept in view. In- 
ventories of this type should not be included among working assets, because 
these are consumed in the operating process. The U. S. Steel Corp., the 
International Harvester Co., the Packard Motor Car Co., and many others 
include their inventories of merchandise, raw materials, goods in process, and 
finished goods among current assets. 

There are certain other items in the nature of inventory accounts which 
in preparing balance sheets are commonly grouped with inventories, but should 
appear as separate items. Among these are: 


Consigned goods out for sale 

Advances received on consigned goods (credits) 
Stock in storage 

Advances on goods not received 

Stocks of goods in foreign countries 

Goods in transit 

Inventory reserves (credits) 


Responsibilities of Auditors 


ENGLISH AND AMERICAN SITUATIONS COMPARED.—In the 
United States most certificates found in connection with balance sheets in 
corporation reports indicate that the auditors made careful examinations of 
the inventories. Sometimes the auditors qualify their statement by indicat- 
ing that the accuracy of the inventory figures has been vouched by responsible 
officials of the company. Sometimes auditors state in their certificates that 
they do not take upon themselves any responsibility for inventory valuations. 


92 Ch. Div. 279 (1896). 
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In the English case, In re Kingston Cotton Mill Co.,° it was held that an 
auditor is not a valuation expert, that he is not required to take stock, that 
in the absence of suspicious circumstances he may rely upon the assertions 
of the corporation officials, but that if he accepts their certificate as to the 
value of the inventory of stock-in-trade, he caunot be held guilty of negli- 
gence. This does not represent the situation as it exists in this country, 
however, for here the auditor regards stock-taking as a matter which cannot. 
be neglected or left entirely to the officials of the corporation to determine. 


TWO CLASSES OF VERIFIED STATEMENTS.—An investigation 
carried out by the Federal Trade Commission has shown that verified state- 
ments may -be divided into two classes: 


1. Those in which the certificate is based on an examination of the books 
without personal supervision of inventories and independent ap- 
praisal of all assets with the aid of technical appraisers. 

2. Statements verified with the personal supervision of inventories and 
independent appraisal of all assets. 


MEMORANDUM OF FEDERAL RESERVE BOARD.—Probably 90% of 
statements certified by public accountants fall within the first class. It is 
desirable, however, that the accounting profession standardize their audit 
procedure regarding inventories in so far as possible. With this in view the 
Federal Reserve Board, after conferences with representatives of the Federal 
Trade Commission and the American Institute of Accountants, has accepted 
a@ memorandum applicable to balance sheet audits, in which 27 points are 
mentioned regarding inventories. That portion of the memorandum which 
treats of inventories is reproduced below: 


Under this caption must be included only stocks of goods owned and under control of 
the owner. Stocks are often hypothecated and if this is the case the fact should be stated 
on the balance sheet. 

Inasmuch as the accuracy of the profit and loss account is absolutely dependent upon 
the accuracy of the inventories of merchandise at the beginning and end of the period 
under review, this part of the verification should receive special attention. When a balance- 
sheet audit is being made for the first time, the inventory at the beginning of the period 
should receive as much attention as that at the end, and the auditor should take every 
precaution to satisfy himself that both inventories were taken on the same basis. 

An acceptable program of audit for inventories is as follows: 

(1) Secure the original stock sheets if they are in existence and carefully test the type- 
written copies with them and with tickets, cards, or other memoranda that show the 
original count. 

(2) See that the sheets are certified to or initialed by the persons who took the stock, 
made the calculations and footings, and fixed the prices, and satisfy yourself that they 
are dependable and responsible persons. Obtain a clear and detailed statement in writing 
as to the method followed in taking stock and pricing it; also a certificate from a responsible 
head as to the accuracy of the inventory as a whole. 

(3) A thorough test of the accuracy of the footings and extensions should be made, 
especially of all large items. 

(4) The inventories should be compared with the stores ledger, work in progress ledgers 
and finished product records and stock records as to quantities, prices and values, and 
any material discrepancy should be thoroughly traced. 

(5) Where stock records are kept and no physical inventory is taken at the time of the 
audit, ascertain when the last physical inventory was taken and compare it with the book 
records. If no recent comparison is possible, select a few book items of importance and 
personally compare with the actual stock on hand. 

(6) Where no stock records are kept, a physical inventory should be taken preferably 
under the general direction of the auditor. After the inventory is completed, he should 


apply the same tests to verify its accuracy as if the inventory had been taken before his 
arrival upon the scene, 
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(7) When the cost system of a company does not form a part of the financial accounting 
scheme there is always a chance that orders might be completed and billed, but not taken 
out of the work in progress records. Especially is this the case when reliance is placed 
on such records to the extent that a physical inventory is not taken at the end of the period 
to verify the information shown therein. In these cases the sales for the month preceding 
the close of the fiscal period should be carefully compared with the orders in progress as 
shown by the inventory, to see that nothing that has been shipped is included in the 
inventory in error. Cost systems which are not coordinated with the financial accounts 
are unreliable and frequently misleading. Special attention should be called to every 
case in which the cost system is not adequately checked by the results of the financial 
accounting. 

(8) Ascertain that purchase invoices for all stock in luded in the inventory have been 
entered on the books. Look for postdated invoices and give special attention to goods 
in transit. 

(9) See that nothing is included in the inventory which is not owned but is on consign- 
ment from others. If goods consigned to others are included, see that cost prices are placed 
thereon, less a proper allowance for loss, damage, or expenses of possible subsequent return. 
This does not include goods at branches, as the valuing of such stocks will be governed 
by the same principles as apply at the head office. 

(10) Ascertain that nothing is included which has been sold and billed, and is simply 
awaiting shipment. 

(11) If duties, freight, insurance, and other direct charges have been added, test them 
to ascertain that no error has been made. Duties and freight are legitimate additions 
to the cost price of goods, but no other items should be added except under unusual cir- 
cumstances. 

(12) As a check against obsolete or damaged stock being carried in the inventory at an 
excessive valuation, the detailed records for stores, supplies, work in progress, finished 
products, and purchased stock in trade, should be examined and a list prepared of inactive 
stock accounts, which should be discussed with the company’s officials and satisfactory 
explanations obtained. 

(13) The auditor should satisfy himself that inventories are stated at cost or market 
prices, whichever are the lower at the date of the balance sheet. No inventory must be 
passed which has been marked up to market prices and a profit assumed that is not and 
may never be realized. If the market is higher than cost, it is permissible to state that 
fact in a footnote on the balance sheet. f 

(14) It may be found that inventories are valued at the average prices of raw materials 
and supplies on hand at the end of the period. In such cases the averages should be com- 
pared with the latest invoices in order to verify the fact that they are not in excess of the 
latest prices, and also with the trade papers, when market prices are used, to see that they 
are not in excess of market values. 

(15) Make an independent inspection of the inventory sheets to determine whether or 
not the quantities are reasonable, and whether they accord in particular instances with 
the average consumption and average purchases over a fixed period. Abnormally large 
quantities of stock on hand may be the legitimate result of shrewd foresight in buying in 
a low market, but may, on the other hand, arise from serious errors in stock taking. 

(16) Always attempt to check the totals by the “gross profit test’’ and compare the per- 
centage of gross profit shown with that of previous years. In a business where the average 
gross profit remains fairly constant this test is a dependable one, because, if the rate of 
gross profit is apparently not maintained and the discrepancy cannot be satisfactorily 
accovnted for by a rise or fall in the cost of production or of the selling price, the difference 
will usually be due to errors in stock taking. . 

(17) In verifying the prices at which the work in progress is included in the inventory, 
a general examination and test of the cost system in force is the best means of doing this 
work satisfactorily. In a good cost system little difficulty will be found with the distri- 
bution of the raw materials stores and pay roll, but the distribution of factory overhead 
cost is one that should receive careful consideration, the main points to be kept in view 
being: 

(a) That no selling expenses, interest charges, or administrative expenses are included 
in the factory overhead cost. 

(b) That the factory overhead cost is distributed over the various departments, shops, 
and commodities on a fair and equitable basis. 
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(18) No profit should be included in the price of finished products or stock in trade. 
The price list should be examined to see that the cost prices of stock are below the selling 
prices after allowing for trade discounts, and, if they are not, a reserve should be set up 
on the balance sheet for this loss. If the company takes immediate steps to increase the 
selling price, however, the amount of this reserve may be limited to the loss on goods which 
may have been sold since the close of the period to the date of the discovery. 

(19) In the case of companies manufacturing large contracts it is frequently found neces- 
sary to make partial shipments thereof. The question then arises as to whether it is 
permissible to include the profits on these partial shipments in the profit and loss account. 
As a matter of fact, it is evident that the actual cost cannot be known until the order is 
completed. It may be estimated that a profit will ultimately be made, yet unforeseen 
conditions, such as strikes, delays in receiving material, etc., may arise to increase the 
estimated cost. It is better not to include the profits on partial shipments, but information 
of this character which may have its influence in the decision of the banker upon a proposed 
loan may properly be laid before him. Of course, an exception.shduld be made in cases 
where the profit on the partial shipments largely exceeds the selling price of the balance 
of the order. 

(20) The selling prices for contract work in progress should be ascertained from the con- 
tracts, and where it is apparent that there will be a loss on the completed contract a due 
proportion of the estimated loss should be charged to the period under audit by setting up 
a reserve for losses on contracts in progress. 

(21) If a company has discontinued the manufacture of any of its products during the 
year, the inventory of such products should be carefully scrutinized and, if unsalable, the 
amount should be written off. 

(22) The inventory should be scrutinized to see that no machinery or other material 
that has been charged to plant or property account is included therein. 

(23) Partial deliveries received on account of purchase contracts for material, etc., 
should be verified by certificates from the contractors, both as to quantities and prices. 

(24) Advance payments on account of purchase contracts for future deliveries should 
never appear in an inventory, but be shown on the balance sheet under a separate heading» 

(25) Trade discounts should be deducted from inventory prices, but it is not customary 
to deduct cash discounts. However, this may be done when it is the trade practice so to do. 

(26) While the inventory is being verified, the auditor should ascertain the aggregate 
sales for the last year. If the turnover has not been rapid, it may be due to a poor stock 
of goods. Some business men dislike to sell below cost and would rather accumulate a 
big stock of old goods than dispose of the old and unseasonable stock at a sacrifice. The 
usual outcome is that the stock becomes unwieldy and funds are lacking to purchase new 
goods. The inventory and the gross sales may, therefore, have a direct connection. 

(27) It may be well to reiterate that interest, selling expenses, and administrative 
expenses form no part of the cost of production, and therefore should not be included in. 
the inventory in any shape. 
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SECTION 8 


REPORTS 


NATURE OF REPORTS.—The public accountant’s field of endeavor is 
limited to his client’s financial affairs and their management. He makes 
independent examinations and submits his findings by written reports as a 
matter of definite record. 

The internal auditor’s, or chief accountant’s, field is confined to the particu- 
lar business employing his efforts. The reports he prepares also come under 
the head of financial reports and may be as complete as that of a public 
accountant, or may be only interdepartmental. 

The reports prepared by public accountants may be classified as: 


1. Financial Reports 
2. Organization and Management Reports 


The purpose of this section is to outline the important points to be con- 
sidered and covered by the accountant in summarizing the facts determined 
by his examination. As the majority of cases covered call for financial 
reports, these are given first and chief consideration. 

While this section is written by a public accountant, and from his stand- 
point, the qualifications for a comprehensive financial report are not too 
exacting to be met by the internal auditor in preparing reports that he may 
wish to submit to his executives. 

WHAT IS A FINANCIAL REPORT?—Finance is the science of the man- 
agement of money and monetary affairs; the control and regulation of revenue 
and expenditure. 

The term finances is generally used as meaning resources, funds on hand 
or coming in, which may be assets or income. 

Financing signifies the management of financial affairs for oneself or 
others; providing funds; devising ways to meet obligations, and conducting 
monetary negotiations. 

A report is the formal statement of the result of an investigation, or a 
record with more or less detail of a specific transaction or transactions of a 
business venture or enterprise. To make a report is to bring back as an 
answer, or to give an account, or present information obtained by investi- 
gation, or personal observation, or inquiry in more or less detail. 

A financial report, then, is the formal statement of facts determined by 
personal investigation or inquiry, relating to the pecuniary resources, in- 
come and expenditure, and financial management of an individual, company, 
corporation, or institution. The report logically falls into a statement as 
to resources, and a statement summarizing the operations of the manage- 
ment, and the result. 

Examinations which accountants are required to make also fall into two 
groups: (1) investigations as to resoureces—the balance sheet audit; and (2) 
investigations as to management and operations. An engagement may call 
for an investigation of one or more phases of resources, liabilities, or opera- 
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tions. The character and seope of the report is predetermined by the re- 
quirements of the engagement. 

The first essential of an adequate and competent report is a clear outline 
of work to be done and the results sought. The program of audit—or outline 
of engagement—is fully covered in other sections of this manual, but the 
beginner and experienced practitioner are here reminded that the first step 
in preparing their reports is the review of the work done as indicated by the 
checked and signed program. This should not only show records and docu- 
ments examined, but point out records or documents missing, withheld, or 
overlooked. ‘The accountant in making his audit does not literally hear all 
the facts but he should see them, and hear all explanations necessary to a 
clear understanding of every transaction that has taken place, making notes 
from which he can intelligently write clarifying comments. 


For Whom Financial Reports Are Prepared 


1. BUSINESS EXECUTIVES, DIRECTORS, STOCKHOLDERS.—Oper- 
ations of trading, manufacturing, mining, public utilities, amusement, and 
various miscellaneous corporations are predicated on the use and manage- 
ment of capital in the production and sale of goods or service for profit. 
The executive of today assures himself and his associates that his business 
has been carried on through a given period in accordance with correct prin- 
ciples and that the written record is correctly stated on books of account. 
This assurance is obtained by utilizing services of expert accountants to 
make an independent audit of the books and documents on which are re- 
corded the business transactions under review. The reports submitted on 
such cases comprise the largest class with which accountants deal. 

The scope of financial reports required by business executives embraces 
the transfer of interdepartmental information in written form. 

Internal or interdepartmental reports are co-ordinated so that there is no 
duplication and only necessary information transmitted for use when and 
where needed. Such internal reports have to do with regular routine of 
business, as, report of receiving department to purchasing department, 
production department to sales, sales department to general manager, 
accounting and collection department to treasurer, and treasurer to presi- 
dent. The most common internal report is a condensed summary of cash 
transactions and resulting balance, trading transactions, and resulting bal- 
ances in receivables and payables. 

Well-trained head-bookkeepers, or office accountants, are capable of pre- 
paring regular financial reports comprising balance sheet and operating state- 
ments. Such office accountants will do well to follow the outline of reports 
used by public accountants. They should avoid protracted statements, pre- 
senting a reasonably condensed balance sheet and operating statement, the 
account totals of which may be broken down by subsidiary statements and 
supporting schedules. Parts of reports so prepared may come from different 
departments, the bookkeeper in charge of sales ledgers submitting the 
schedule of receivables, and the bookkeeper in charge of creditors ledgers 
submitting schedules of accounts payable, etc. 

When prepared by internal auditors, these schedules should present more 
detail for review by the executive interested than is ordinarily submitted 
by the public accountant. The collection department should have, to guide 
him in his work, a schedule showing sales terms to various customers, if 
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they differ, and dates of unpaid items. The treasurer also requires details 
of payables to aid in maintaining a proper credit standing and assure the 
taking of all discounts. Schedules of inventory materials may be compara- 
tively prepared, which will automatically point out sluggish stocks and call 
attention to stock that should be replenished. 

The accountant should keep constantly in mind the purpose for which the 
report, statement, or schedule will be used, presenting all information as con- 
cisely as possible, but with sufficient explanation to answer questions that 
the figures may raise in mind of executive using such reports. See section 
on ‘Statistics and Graphics”’ for additional information. 

The following illustrative forms show how statistical information can be 
prepared presenting much information to executives, that will be readable 
at a glance. 

Form 1—Daily Cash Report 
«  2—Daily and Monthly Statistical Summary Sheet 
“  3— Daily Statement of Current Assets and Liabilities 

On Form 3, ‘‘Today’s Business”’ figures simply illustrate the method of 
adjusting daily balances. They are not intended to show relation of changing 
inventories to receivables, etc. 


THE FAMOUS ROCKHORN COMPANY 
Daily Cash Report for 


Bank A 


BaLance at Close of Yesterday’s Business 


ReceIpts: 


DISBURSEMENTS: 
Accounts Payable 
Bank Loans Repaid 
Interest 


Form 1. Daity Cash Report 
This form represents a simple daily cash statement to be rendered by accounting depart- 
ment to Treasurer. Figures for completing statement are obtained directly from cash 


book. Value of statement may be increased by appending amounts for maturities of notes 
and accounts, etc. 
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THE FAMOUS ROCKHORN COMPANY 
Statistical Sheet for Month of December, 192.. 
Totals for Cor- 


responding 
Month Pre- 
vious; Vear. 2 °$) 00... Dis Be. dee: Shs dane Sigh cede pt ses ue C arene nae eee 
Sales Weeoumnts Mdse. Creditors 
Receivable a : 
Orders Shipments Collections Purchases | Payments 
Sat 1 Sake. | Sie Oe ee Srna cia ae a3 


4 
fo 
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—— 
ha 
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Form 2. Daily and Monthly Statistical Summary Sheet 


This form presents a simple statistical record, figures for which are drawn from the several 
accounting and sales department records. Totals may be shown at the end of each week. 
When filed in a desk binder on top of the preceding month, comparisons are easily made. 
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THE FAMOUS ROCKHORN COMPANY 


Daily Statement of Current Assets and Liabilities for Week 
192.. 


Balance at Balance at 
Close of Today's Close of 

Yesterday’s Business Today’s 
Business Business 


ASSETS 
CasH IN BANKS: 


5,000 6,000 
3,000 3,000 


6,000 f 4,000 


$14,000 L $13,000 


Accounts RECEIVABLE 40,000 39 ,000 
Notes REcEIvABLE 5,000 5,000 
INVENTORIES: 

Finished Goods 10,000 11,000 
4,000 5,000 
3,000 3,500 


$76,000 $76 , 500 


LIABILITIES 


ACCOUNTS PAYABLE 
Notes PayaBLeE (Mdse.)......... 
Bank Loans: 


Bankr Gerretse cae eee 
PAY-ROELL ACCRUBD 05.0.0". 


$23 , 500 8é $20, 500 


Form 3. Daily Statement of Current Assets and Liabilities 


Nore: Accretions in black. Reductions in red (here given in italics). 

For weekly statement, use form wide enough to provide six times the above unit. 

This statement enables treasurer to watch relation between quick assets and liabilities. 
Figures for completing statement are obtained from daily cash transactions, purchase 
records, and pay-roll accrual. 


It serves as a control sheet for placing deposits in relation to bank loans, etc. 


2. BANKING INSTITUTIONS.— 

(a) For Credit Purposes.—Banks and business corporations which loan 
money or extend credit require borrowers to present a financial report con- 
taining a certified statement of financial condition or net worth. The tendency 
toward review of the latest period’s operating statement is growing in such 
institutions and the request for the full auditor’s report is frequent. 

A large number of loans made by banks to commercial houses are on the 
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borrower’s own or one-name paper, and are for the purpose of carrying 
closed transactions over the peak points, as to credit extended, or heavy 
inventory periods of the business. While bankers pay particular attention 
to the availability of borrowers’ resources, they are vitally interested in 
knowing what the result of turnovers will be. 

In many cases the would-be borrower does not need the bank’s assistance 
in the way of loans as much as the advice to liquidate obsolete inventory 
stocks, discard unprofitable lines, shorten terms, and readjust his expendi- 
tures of money so that they will have the maximum earning capacity, and 
produce his own working capital. 

The accountant may and should advise his client on such matters when the 
study of his needs discloses such conditions, and when a letter of recommenda- 
tions or comments on an audit for credit purposes reaches the banker, he is 
given more than the point of view obtained from the balance sheet alone. 

In the preparation of these reports the accountant, as always, should have 
constantly in mind that his signature to the report means that the figures 
presented represent facts and that all facts should be presented that have 
been stated. Any admission that is incorrect or omission of something that 
should have been reported will mean the loss of the banker’s money and 
confidence. 

(b) For Security Issues.—The investor who buys stocks or bonds without 
examining or having examined the latest financial reports of the debtor 
corporation, does not heed the warning: Let the buyer beware. Responsible 
underwriters of security issues now have exhaustive examinations made by 
accountants and engineers as to the history of the company they are about to 
finance. 

Reports called for cover every aspect of business operations, with compari- 
sons over a period of years to show trend of conditions and various aspects 
of earning power. Balance sheets before refinancing, and balance sheets 
giving effect to new financing, will be presented, with forecasts as to results 
to be obtained under new financial programs. Past performance by years, 
showing earnings and return to stockholders and an estimate of the ability 
of corporations to pay dividends by economies to be effected or increased 
earning power of additional working capital, are important phases of these 
reports. Accountants can assist clients by tabulating past and anticipated 
results and suggesting the logical presentation of hoped-for earnings which 
are beyond the facts with which they deal. 


3. FOR INVESTORSIN BUSINESS OPPORTUNITIES.—Going concerns 
are often offered for sale in part or as a whole and are sought by men who 
wish to make an investment and take an active part in the management of the 
business. Offer of vendor company is usually on the basis of its condition at 
a given date, under an agreement to turn over a certain share of interest in 
its net worth and corresponding control, or a block of stock for a fixed sum. 

Investors select an auditor to make the examination at expense of vendor. 
The report submitted in such cases should present a Balance Sheet at the 
given date, supported by detailed schedules of all assets and liabilities, a 
Comparative Statement‘of Income and Profit and Loss from Operations for 
a number of years, with supporting analyses of income and expense accounts, 
if required by the condition of such accounts. 

Whether an appraisal of the plant is contemplated or not, all entries to 
plant and property accounts from the inception of the business should be 
examined to see that maintenance and repairs and renewals have not been 
capitalized and that proper depreciation has been provided. 
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A complete Statement of Surplus will often disclose items which have 
helped to make a healthy-looking balance sheet and which, while the result 
of the foresight and sagacity of the business executives, have no bearing on 
the past or future operations. A case in point is the sale of a building during 
a period of high local values at a considerable profit, which forced a subsequent 
long-term lease at ruinous rental. 

Contracts, leases, and agreements should be reviewed and a digest of each 
submitted. 

Clients may request examinations as to certain accounts only, as current 
assets and liabilities, stating that they have no interest in the fixed assets and 
real property with underlying mortgages. 

It is unwise to make engagements so restricted. Any proposition open to 
negotiation in which an accountant’s report is a factor, calls for a complete 
and exhaustive examination—otherwise questions arise that cannot be satis- 
factorily answered, and either buyer or seller is put to a disadvantage that 
will react against the accountant. 


Reports to investors of this class call for full comments on all facts pre- 
sented. 


4. CREDITORS’, FINANCING, AND REORGANIZATION COM- 
MITTEES.—A business placed or putting itself in the hands of a committee 
does so for its own protection and for the equitable treatment of all its inter- 
ests. It may be solvent and operating at a profit but unable to agree in 
executive board as to future policy; officers and heads of departments may be 
out of gear. Or it may be unable to meet its current liabilities and, because 
of hopeful financial reports prepared by its own organization, think that 
time and additional working capital are all that it needs. 

Auditors’ reports after examination in such cases should present: 


1. Balance Sheet as a going concern, with comparative estimate of 
realizable assets and ranking liabilities—if liquidated. 

2. Comparative Statement of Operations, covering a period of years. 

3. Summary of Uncompleted Business, Cost to Complete, and Estimated 
Profit. 

4. Chart of Organization and Memorandum as to Management. 


Comments should include the accountant’s opinions as to cause of diffi- 
culties, and suggest remedies or advice as to continued operation or liquidation. 
Committees expect these opinions, and they have much weight in conference 
if report under discussion indicates that the auditor used his brains in pre- 
paring it. 

5. FOR FIDUCIARIES AND RECEIVERS IN BANKRUPTCY.—The 
largest percentage of reports prepared for and required by fiduciaries are 
based on estates and trusts usually in form of income-bearing securities. If 
an estate or trust owns a going business, a supplemental report on its opera- 
tion should be prepared supporting the income shown from it in the account- 
ing. 

When accountants are called upon to prepare reports for fiduciaries, it is 
wise to depart from the style used in ordinary financial reports and follow 
legal requirements of the particular case. The law prescribes the manner 
in which information must be presented to the court and it is necessary for 
accountants to acquaint themselves with forms specified by law. 

The report which accountants prepare most frequently for fiduciaries is 
An Accounting rendered to the surrogate in connection with judicial settle- 
ment of an estate. In preparing this accounting, follow form required by 
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surrogate. The accounting is summarized in one statement wherein the 
executor or administrator is charged with all money and property which he 
receives, credited with all money and property disbursed, leaving on hand 
the difference between the two which must be accounted for in a later account- 
ing. Various detailed schedules must be submitted supporting amounts 
entered in Summary Account and vouchers must be included supporting all 
disbursements by fiduciary. 

The accounting should be typed on legal cap. All vouchers supporting 
disbursements should be numbered consecutively according to order of appear- 
ance in schedules of accounting where corresponding voucher numbers should 
appear. : 

When the accounting is delivered to client, he can then submit it in its 
entirety to surrogate or make such changes or additions as he sees fit. Fre- 
quently matters come to attention of the accountant, while making the audit 
of estate records, which could not properly be entered in the accounting 
rendered to surrogate. It may be advisable to present to the client more 
detailed information, or information summarized differently than it appears 
in the accounting. In such cases, it is proper to submit a second report sup- 
plementary to the accounting and which can follow the lines of the usual 
financial report rather than the legal form. See section on “ Fiduciaries”’ for 
forms and procedure. 


6. FOR INSTITUTIONS.— Welfare, religious, and educational institutions 
own and hold property operated for the public good, receive and disburse 
income, and prepare financial reports periodically to present the results of 
management. Their endowment funds stand as capital. Property left in 
trust cannot legally be disbursed and must be held intact. Money or property 
given outright may be used for current needs, and can be reported as income 
during the period received. Some institutions fail to carry realty and per- 
sonalty and underlying encumbrances on books of account, reporting only 
income and mortgage or bond interest paid. 

Accountants’ rvports should distinguish income assets from endowment or 
principal assets on balance sheets, and separate liabilities to be paid out of 
revenue from liabilities against endowment or investment assets. 

The letter of presentation or certificate should state that all income and 
property shown to have been received had been properly accounted for; that 
all disbursements were made on proper authority and were supported by 
satisfactory vouchers; that all cash and securities had been verified by count 
or by the properly authenticated certificates. Any exceptions to a clear 
certificate should be pointed out. 


Preparation of Data 


ASSEMBLING THE DATA.—Accountants cannot prepare reports from 
memory. During examinations verified facts are recorded on working sheets; 
analyses or transcripts of important personal and property accounts are made 
with reference to books and documents of original entry; and digests of con- 
tracts and agreements and full notes of historical facts are prepared. 

Accountants’ technique is shown by their working papers. If properly 
prepared, little difficulty is experienced in drafting clear and competent 
reports. Prepared in the field, they should provide: 


1. Statements and schedules to be included in report or to support items 
appearing in such statements or schedules. 
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2. Record of work done, with notes relating to items or conditions calling 
for comments. 


Auditors should have clearly in mind the purpose for which work is being 
done and points to be covered by the report. The work should be outlined 
in program of audit, and as each step is completed the fact noted thereon. 

Each statement or schedule should be headed thus: 


1. Correct name of company, firm, or proprietor. 

2. Title or description of what the sheet purports to be. 

3. Date or period covered. 

4. Date prepared and name of auditor. (May be placed in upper right- 
hand corner of sheet.) 


On working papers, as in final report, make all headings of statements explicit. 
Better a long, full description of the exhibit than a brief heading that leaves a 
question. This is particularly important in preparing statements for use in 
negotiation or litigation. A leading authority on financial reports states: 
“Every item of current assets is open to question.’’ The heading should be 
so clear that no question can be raised as to what the exhibit purports to be. 
Working papers should be prepared so that book accounts can be adjusted 
for correct presentation on balance sheet of the report. For example, Office 
Cash Fund, if made up of cash and IO U’s, should become on the report: 
Cash on Hand . 
Sundry Debtors, or 
Due from Officers and Employees 
Notes Payable, if given for bank loans and merchandise purchased, should 
be presented as: 
Notes Payable to Banks 
Notes Payable to Merchandise Creditors 


The first working paper to be prepared is the Genera] Ledger Trial Balance. 
This becomes an index of the accounts under review and for working papers. 
In drawing it from the general ledger, posting references will indicate the 
books of original entry. It should be headed as follows: 


The Famous Rockhorn Company 
General Ledger Trial Balance 
Working Sheet Covering the Period from January 1 to June 30, 19.... 


7-14-19... 
C. Hoyt 
(Wide columnar sheet of analysis paper with column headings as 
indicated beginning 'on the left-hand side.) 


Schedule or Index No. 
. Ledger Folio 
Account Classification 
Trial Balance—January 1, 19.... 
(a) Debits 
(b) Credits 
5. Trial Balance—June SO Nel Oar 
(a) Debits ; 
(b) Credits 
6. Adjustments and Transfer Entries 
(a) Debits 
(b) Credits 


moo bo 
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7. Profit and Loss 
(a) Debits 
(b) Credits 
8. Assets and Liabilities 
(a) Debits 
(b) Credits 
9. References and Notes or Comments 


It is advisable to allow space between each entry for brief notes and to 
prevent overcrowding of adjustments and transfer entries when more than 
one entry affects a single account. Adjustments and transfer entries should 
always be prepared in form of journal entries, numbered or lettered con- 
secutively, with full and complete explanations following each entry, and 
filed immediately following the working sheet. 

Final amount on each sheet should be amount appearing on statement or 
schedule in report. This is important. The auditor should always be able 
to locate in working papers each figure presented in his report. Forms and 
headings of various working sheets used in audits are illustrated in section 

n ‘‘Audits and Working Papers.”’ 

As a general rule, a separate sheet should be used for each item which is 
the subject of a schedule or of notes in working papers, if the matter contained 
therein is too voluminous to be noted on working sheet proper, in order to 
facilitate proper arrangement of papers upon completing work. 

When an audit is completed, all papers should be arranged in same order 
as items to which they relate appear on balance sheet or other statements 
included in report, securely fastened together and indexed. The file of 
working papers is the accountant’s evidence and proof of figures submitted 
in report, and plain trail back to ledger figures. 

Public accountants and internal auditors not well trained in the proper 
method of handling working papers should familiarize themselves with such 
books as ‘‘Accountants’ Working Papers’? by Palmer and Bell, and ‘‘Audit 
Working Papers”? by Jackson; also appropriate topical treatments found in 
general accounting works. See also section on ‘‘Audits and Working Papers.”’ 


Methods of Preparation 


PROCEDURE.—tThe outlines of engagements received from clients 
suggest the scope and character of reports desired. The work has been laid 
out and supervised with a view to obtaining certain results. The report is 
not merely confined to the client’s suggestions, but may be amplified or con- 
tracted as results obtained warrant. 

When field work is completed, a rough draft of report is drawn. The work- 
ing papers are reviewed to see that all accruals and connecting and adjustment 
entries have been made, that all capital expenditures have been explained, all 
supporting verifications such as bank certificates and confirmation of loans 
have been received, agreed and filed in order, and that proper notes have been 
made explaining unusual accounts or items. 

The Balance Sheet and Income Statement are prepared, any schedules 
necessary to support such exhibits being drawn from the working papers and 
properly headed for typing. 

With these statements in hand the report writer, whether a partner, super- 
vising accountant, or a member of the organization who acts as editor and 
has no other part in the engagement, drafts or dictates the letter of presenta~ 
tion and comments, if any. 
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The aim of the report writer is to submit all possible information in the 
most direct and concise form. Clients ordinarily are not concerned as to how 
the audit was made. Their interest is in statements presented over the sig- 
nature of the firm or person selected to do their work. 

All that is now left of preparation is mechanical and follows well-defined 
procedure. 

Longhand drafts of exhibits, schedules, and notes should be stamped with 
a form, as follows: 


and go to the typist properly initialed. 

Checking all footings and extensions on report drafts will often forestall 
the necessity of retyping matter that comparison after typing shows to be 
incorrect. 

Instructions to the typist should be explicit and the following form may 
be used and attached to the draft: 


Specifications For Report 


Form 4 _ Specifications for Report 
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The appearance of reports contributes largely in creating favorable or 
unfavorable impressions in minds of readers. The principal factors in ap- 
pearance are: (1) paper, (2) typing, and (3) binding. 

PAPER.— 

Size.—Two sizes of paper most frequently used for reports are letter 
size, 11 x 84 inches, and legal size, 13 x 84 inches, with double sheets, 
11x 163 inches and 13x 163 inches, respectively, for displaying balance 
sheets and columnar statements. Letter size, 11 x 8} inches, is to be pre- 
ferred, as reports that size will fit into standard letter files found in every 
office and file drawers of practically every executive’s desk, whereas legal 
size, 13 x 8} inches, requires legal-size files for upright filing and must be 
laid flat if filed in desk drawers. 

Stock.—A good grade of thin bond paper, with which at least six copies 
can be made at one writing, is desirable. When more than six copies of a 
report are required, two or more typings will be necessary, or the use of one 
of the several makes of duplicating devices on the market. 

Many accountants use paper imprinted with the firm name at the bot- 
tom of each sheet to guard against misuse of their reports. Any accountant 
can have report paper manufactured and watermarked with the firm name. 
This practice has the disadvantage that statements typed over an imprinted 
name are sometimes used away from accompanying certificate and com- 
ments. Statements that appear to have been prepared by accountants 
are often given unwarranted credence. 


TYPING.—Use type easily read. Matter should be spaced sufficiently 
to avoid appearance of crowding. Better to use two sheets than have matter 
crowded on one. Rulings should be used sparingly and should be typed. 

Excessive underscoring of captions and side titles should be avoided. 
As a general rule, captions and side titles when capitalized should not be 
underscored. Use of capitals tends to place sufficient emphasis upon the 
wording. 

COMPARISON.—As the report is typed, the copy to be retained by the 
accountant should be stamped for comparison as follows: 


Rere@ rp 2 By mare eee lt CIR a eer a eh Aa lees 
CORT aM BY AR ote iayadar een oie sheet 
UNA ON DID ON ERI dee OR HEN MOE OA OORT CRT Tors The 
SIGNN DMS wet ce Re Steers Ae, ober ea Re ee Re Cer ae 


The comparing should be done by two—one reading from the typed copy 
to the original. All corrections should be made in ink and should remain 
as so corrected on the retained or office copy and a check mark made in the 
left margin to call attention to the line and correction. 

All additions and subtractions should be checked on the typed copy. 
Transposition of figures may not be caught in reading but will be found by 
proving additions and subtractions. 

If all extensions have been verified on the working sheets as recommended 
above, it is not necessary to check them again on the typed copy. 

The final review in the report typing department is to check and verify 
all references. 

Before binding, the completed report should be passed on by the report 
writer or supervisor. No report should be signed before being bound. 
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Preparation of internal reports may follow closely the directions laid 
down for public accountants. All forms should be standard letter size or 
units thereof. The same care should be used in proving, preparing, and 
checking as that given to a public accountant’s report. 


BINDING.—Reports should be permanently bound with eyelets or other 
fasteners that cannot easily be removed. For covers use a good grade of 
cover stock, flexible enough not to crease badly when folded, and a color 
not easily soiled. 

When an exhaustive examination has been made, or reports on a consolida- 
tion of interests have been prepared which will receive heavy use, or when it 
is desired to dress a report in an especially attractive manner, limp leather 
covers may be used and the report titles and accountant’s name imprinted 
in gold letters. 

Whatever the type of cover selected, the title should be centered on the 
cover and should include: 


1. The name of the company, firm, or proprietor whose accounts are 
the subject of the report, such as: 
Tur Famous RockHorn Company . 
2. The title, which should be descriptive of the matter contained in the 
report, such as: 3 
BALANCE SHEET 
or 
REPORT ON EXAMINATION FOR THE PrRIOoD 
3. Date or period covered, such as: 
JUNE 30, 1923 
or 
From January 1 vo Jun 30, 1923 


Presentation of Reports 


The general practice of accountants in submitting financial reports after 
audit is to address a letter of presentation to the proper officer, embodying 
such certificate as may be given, with exhibits attached, as: 

Balance Sheet—Exhibit. A 
Income and Profit and Loss Statement—Exhibit B 


CONTENT AND ARRANGEMENT OF STATEMENTS.—A Balance 
Sheet—or Statement of Net Worth—is the only statement that can be 
obtained from the trial balance of a single-entry set of books, and the com- 
parison of the net assets with those of a previous date tell whether the oper- 
ations between those dates resulted in a profit or a loss. This method was 
for many years and still is employed by some business men, who never know 
whether profits or gains after having been made may not have strayed away 
or been stolen. 

It is certain that clients are most interested«in the final figure of the 
report—the net result of operations—and that is rapidly becoming of supreme 
interest to lending bankers. 

One of the prominent New York banks publishes in newspaper and other 
advertising space a statement of condition that can be understood by the 
average person. The presentation of the statement is based on the theory 
that, as it is operating largely on its depositors’ money, they will have the 
keenest interest in how much that is, and how it is held or utilized by the 
bank. The report reads to this effect; 
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““We owe our depositors this amount of money, $.......... ; 
And we have to meet that debt, the following:” 


(Enumerating its resources) 
It would, no doubt, please many clients to have presented to them: 


1. Result of Operations for the Period and How Produced. 
2. Financial Condition at the end of the Period. 
3. The Auditor’s Comments and Explanations, if any are required. 


The balance sheets which members of the American Bankers Association 
require of borrowers, the Federal Reserve Board form, and the set-up on the 
1922 U. S. Internal Revenue Income Return Blanks, maintain the so-called 
American form of arrangement—i.e., assets in the order of their availability; 
liabilities in the order of their preference. 

This arrangement is so thoroughly reasonable and logical, that no other 
arrangement will be considered here. The banker wishes to see the ratio of 
liquid or available assets to liabilities to creditors, and the present-day in- 
vestor and the stockholder is more anxious to know that there are liquid 
resources for paying dividends and that his shares can be converted readily, 
than that they are held in a permanent capital investment. 

The Federal Reserve Board form is presented elsewhere in this manual. 
Accountants can safely follow either the Federal Reserve Board form, or the 
outline on the federal income tax blanks. 

Income and Profit and Loss Statements show the amount of gain or lack 
of gain resulting from the ownership of assets or professional or business 
activities, over a stated period of time, and give sufficient detail to show 
the reason for the result obtained. The term income is generally used to 
describe results obtained from professional practice or where a fund of assets 
is held in investments or real estate. The term profit and loss is used to 
describe results obtained from trading, manufacturing, or merchandising. 
When the result is produced from both classes of activities, the term income 
and profit and loss describes the combined result. 

Statements of Income and Profit and Loss may be displayed in running 
form or as an account. The former is preferable. The account form as 
debit, credit, and balance, looks forbidding to many men unfamiliar with 
accounting procedure and should not be used if a direct statement can be 
presented. In the construction of the running form of statements, the 
gross income or gross sales is entered at the top of the sheet under the head- 
ing and offsetting charges are deducted. These deductions should be so 
classified as to bring out clearly the effect of each such classification upon 
the final result shown at the bottom of the statement. To give emphasis 
to the effect of each item or class, percentages should be shown to the right 
of the money columns. 

If the detail required to show clearly the effect of an item, or group of 
items, is voluminous, it may be given in a subsidiary schedule or statement, 
the total of which will support the amount entered on the major statement. 
Thus, an analysis of sales by departments or commodities, or cost of goods 
manufactured, may be submitted on supporting schedules. 

The proper technical construction for the auditor’s financial report is: 


Letter of Presentation 

Balance Sheet (as an exhibit) 

Surplus (as an exhibit) 

Statement of Income and Profit and Loss for the Period (as an exhibit) 
Supporting Schedules 


ra COUN ES 
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Mr. Ralph Rockhorn, President, 
The Famous Rockhorn Company, 
New York City, N. Y. 


Dear Sir: 
In accordance with your instructions, we have audited the books and records 
of your Company for the six months ended June 30, 1923, and submit the following: 
EXHIBITS 
A Balance Sheet—June 30, 1923 
B Statement of Income and Profit and Loss for the six months’ period ended 
June 30, 1923 
Cash-——$9,000.00 
We verified the cash on hand by actual count and the cash on deposit by certifi- 
cates from the depositories. 
Notes Receivable—Trade—$500.00 
The notes receivable, which we verified by inspection, were all made by the 
F. F. Stores, Inc., New York, and were as follows: 


Dated Due Interest Amount 
Jan. 23, 1922 July 23, 1923 $150.00 
Jan. 23, 1922 Jan. 23, 1924 150.00 
Jan. 23, 1922 July 23, 1924 200.00 


$500.00 


Accounts Receivable—$26,700.00 ——— 
We scheduled and classified the open balances which appeared in the customers 
ledger at June 30, 1923. The following is a summary: 


Age Amount 
30 days and under $25,053.39 
30 to 60 days 
60 to 90 days 
Over 90 days 


$26,700.00 

After discussing the delinquent accounts with you, we believe you are correct 
in considering them all good and collectible. 

Sundry credit balances appearing in the accounts receivable we have shown as 
accounts payable on the balance sheet. 
Inventories—$32,300.00 

This total is the result of the physical count at June 30, 1923, made at our 
direction and under our supervision. This figure is verified by your costs and 
book inventories, and you have certified it to us as representing the correct amount 
of merchandise and supplies on hand, valued at cost or market, whichever is lower. 

We have checked al] additions and tested extensions and prices. 
Notes Receivable—Blank Manufacturing Company—$32,500.00 


These notes are of an associated company located in Newark, New Jersey, as 
follows: 


Dated Due Interest Amount 
Aug. 30, 1922 On Demand 6% $ 8,000.00 
Oct. 10, 1922 On Demand 6% 14,500.00 
Noy. 29, 1922 On Demand 6% 5,000.00 
June 10, 1923 On Demand 6% 5,000.00 


$32 , 500.00 


Form 5a, Form of 
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Investments: 
Second Mortgage on Real Estate—$2,000.00 
This mortgage is dated April 29, 1920, and was due April 29, 1923. The original 
amount, $5,000.00, has been reduced to $2,000.00 and bears interest at the rate 
of 6% per annum. 


Blank Manufacturing Company Stock—$32,000.00 
This stock is shown at cost and is represented by: 
216 shares Preferred Stock, and 
243 shares Common Stock. 
Net Cash Surrender Value of Life Insurance Policy —$800.00 
The cash surrender value of the insurance policy carried on the life of Mr. 
Ralph Rockhorn, President, is stated in a letter of the Associate Actuary of the 
Mutual Life Insurance Company, 


1 CPT IRN foe ce ions crags area ater dregsortens aust $8,700.00 
against which a loan has been made of........ 7,900.00 
leaving a net cash surrender value of.......... $ 800.00 


Fixed Assets: 
Machinery and Equipment—$97,000.00 
This account shows an increase of $5,000.00 during the six months’ period. 
We examined vouchers supporting additions to this account, all of which appear 
to be proper charges thereto. 
Accounts Payable—$21,200.00 
We examined transactions subsequent to June 30, 1923, to satisfy ourselves that 
all the liabilities of the Company at that date had been entered upon the books, and 
you have certified to us that all the known liabilities at June 30, 1923, were recorded 
upon the books of account prior to that date or made known to our representative. 
7 %—10-Year Gold Debenture Bonds, Due March 15, 1933 
(Authorized $100,000.00) 
Issued —$4,600.00 
The Central Union Trust Company, Trustee, has certified to us that they held 
unissued bonds amounting 
OTP ics bbe esac orca csi oiah naan aoe ear PORN Oe $ 94,000.00 
and we inspected unissued bonds in the pos- 
session of the Company amounting to...... 1,400.00 


Total Unissued aaaeas late do: sttthe .. $ 95,400.00 
leaving a balance, representing issued bonds of 4,600.00 


MotalPANIGHOr1zed a weeretee aierears wifeie) eins tier? $100,000.00 


Employees’ Subscriptions—$6,500.00 

This amount represents payments on bond subscriptions by employees of the 
Company. 

* * * 

Subject to the foregoing comments, we certify that the attached Balance Sheet 
and Statement of Income and Profit and Loss correctly present the financial con- 
dition of The Famous Rockhorn Company at June 30, 1923, and the result of 
operations for the six months’ period then ended, respectively, and are in agree- 
ment with the books. 

Yours very truly, 


Certified Public Accountants. 


ee EEEEEEEEESES SaaS 


Accountant’s Report 
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If there have been items affecting the Surplus Account so that a clear 
presentation of such changes cannot readily be made on the Balance Sheet, 
prepare a separate exhibit of Surplus to follow the Balance Sheet exhibit 
and to which the end figure of the Statement of Income and Profit and Loss 
would be carried. 


COMMENTS.—It may be stated as a fact that the most competent 
reports often have the fewest comments. Too often, comments and quali- 
fications are called for because the report writer finds when reviewing the 
working papers that the examination was either shrewdly limited by the client, 


THE FAMOUS ROCK 


BALANCE SHEET 


ASSETS 
Current Assets: 
Cash on Hand and in Bank.................... $ 9,000.00 
Notes Receivable—Trade.............0 0.000005 500.00 
Customers’ Accounts Receivable............... 26,700.00 
InterestuveceiVable fo. srs). fodeios eng seunaeat 100.00 
Due frome Mmployees pede .c wigs cniech leattocentae 300.00 
Inventories: 
Raw Materials 227 eyes? ste-ccacndectntt $11,300.00 
HimishedkG Oodsere rane coe tere 6,000.00 
SUPP HES tate erate Bert a en Re 15,000.00 32,300.00 
SRO t aN eas ne cheng acto ah en Re ER OL $ 68,900.00 
Notes Receivable—Blank Manufacturing Com- 
DE ra eras a rates te celia ial olka, Cea efoto GEA AAI ae Re eee 32,500.00 
otal'Current\ Assets sere eee ee $101,400.00 
Investments: 
Blank Manufacturing Company Stock.......... $ 32,000.00 
Second Mortgage on Real Estate............... 2,000.00 
Net Cash Surrender Value of Life Insurance 
Oley ey eee a. att cee ee 800.00 34,800.00 
Fixed Assets: * 
Machinery and Equipment.................... $ 97,000.00 
Delivery, Equipment s-.0-2c0k ae. eee 4,800.00 
$101,800.00 
Less: Reserve for Depreciation................ 9,300.00 
Motal Fixed Assetasaii. pop bk, eee, lee STATS ST 92,500.00 
Deferred Charges: 
Tosurancommexpired..1'5 20), aan a aes ee ee 3,600.00 
‘Trayehogpbepense Advances yaa. Jerse nee anne 100.00 


$232,400.00 


Form 5b. Form of 


Sec. 8] PRESENTATION OF REPORTS 411 


the instruction outline was not complete, or, and most frequently, the 
accountant in charge left some unfinished matters and failed to trace to a 
conclusion some involved transaction. 

The detail, or lack of detail, employed by the auditor in preparing the 
report depends to some extent upon the wishes of the client. A certified 
statement of financial position, with or without a statement of operations 
for the period covered, may be all that is required or desired, with a mini- 
mum of comment or qualification; while, on the other hand, full comment 
upon each item on the balance sheet: and the operating statement may be 


i 


1 Dyer Ga sl Oi) Bag Gd bina 
HORN COMPANY 


JUNE 30, 1923 


LIABILITIES 
Current Liabilities: 
Accounts Payables: seemed tees Selene seen $ 21,200.00 
Accrued Interest on Bonds and Notes........... 400.00 
Mota urrent MAA DU besa s 440s s.6.s-e eho .8 evel eee oh reael $ 21,600.00 


7% 10-Year Gold Debenture Bonds Due 
March 15, 1933 (Authorized $100,000.00) : 
Sree eed Ae arr res gatas ta? santana Mata tah rate a cteleee eles $ 4,600.00 
Employees’ Subscriptions..........-.+++.+0055 6, 500.00 11,100.00 
Capital Stock: —————— 
Common Stock: 
Issued and Outstanding—1880 


shares—no par value.......... $185,000.00 
Less: Due on Subscriptions from 
PUB PIONGESs co tihnie do faa Ws cen we 2,200.00 $182,800.00 


Surplus, June 30, 1923 (Exhibit B)............+.- 16,900.00 199,700.00 


$232,400 . 00 


Accountant’s Report—Continued 
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BE OXOH be pale. 5 


THE FAMOUS ROCKHORN COMPANY 
Statement of Income and Profit and Loss 


For Six Months’ Period Ended June 30, 1923 


% of 
Sales 
See S rae tare Kola le asec ee ates po esn ces ck Makau Reasnaag aca hee $314,500.00 
Deductions from Sales: 
MURA EMD ISCOUDES ot etie aun soa iuueenrai deme eke ee eee Te $ 63,700.00 
RECIEHGHOUL WET Gn .7a ner Lee ieah pee rat Conan ney aes 8,600.00 
‘AIOE Ds eRe cae a CRN ar CaS ee Ate ot en ape aU heron 8 neti $ 72,300.00 
Mer Sales ov cis csi ghee ee ee $242,200.00 100.00 
Cost of Goods Sold 
awe Mia terials Sei. 28 te 58.04, aca a renee neon Rene $111,000.00 
Wierchandises Purchased ens... 2 sce ie Se nie ne eee 2,800.00 
1D BY) gb cs ex bte, Guth oun CR tae © Seah ees Estee A ae Maso Hunted 39,800.00 
a cka reser Sty Wr ticker ee Tv ek, soon. reise cil utintee ncee cee 16,700.00 
Manufacturing Expenses... sc... 4: o1 secant ene. 8,300.00 
USAIN raed cite shew heag ches voy Seeseod os ed ee ee 1,700.00 
Depreciation—Machinery and Equipment............. 4,300.00 
AT ball sup rteef eter the essere cleo crea nec eR eo To $184,600.00 £0522 
GrossyPronts ee a ee ee atic heii ee $ 57,600.00 23.78 
Selling Expenses: 
SiablevandsDravyages ses Sone ee ee $ 8,500.00 
CityisellingvE xpense..,..).)staeee ee e 7,200.00 
@ountry SellingsHixpense!. / Ohh ee in. lec cl dada 2,600.00 
Eandlingrand’Shipping...pne ae eeiereeenan nen ce 2,200.00 
INAV erbising tin. th we, WS aod vent tins he oa Saar EAE Sty ee ER 1,900.00 
Depreciation—Delivery Equipment................... 300.00 
ROLE ete Ore Sacer, PRMD Pe tag gO 6A Ren ret oe $ 22,700.00 9.37 


General and Administrative Expenses: 


OfficerayiSalaries sets «sc oan ton aloo ee. $ 7,200.00 
OfficetSa aries) evar Acne cuts sectors nae cy ee ee 1,900.00 
IMS UT ane merce th eee te ee ee Se ee 3,700.00 
RCO Gre tee i eee om Coe ddA 5 3 Seige 1,900.00 
Stationery and Office poppies eatushs wre 500.00 
Telephone and Telegraph...... 400.00 
CollectioniChargest*heya pete tc wy aoe wc eel 100.00 
Bibs criptions Mace avwte teenie Je ees tat eee ee 100.00 


Form 5c. Form of 


expected. In the majority of cases there is a middle point between these 
two extremes. The circumstances surrounding each engagement will serve 
as a guide to the experienced auditor. 

REPORT FORM ILLUSTRATED.—Form 5 is a report made for a manu- 
facturing and trading corporation after audit. It is to be submitted to the 
company’s bank and therefore calls for explanatory comments. 
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THE FAMOUS ROCKHORN COMPANY 


Statement of Income and Profit and Loss 


% of 
Sales 


General and Administrative Expenses: (Continued) 


$ 17,800.00 


Total Selling, General and Administrative Expenses.... $ 40,500.00 
Net Profit $ 17,100.00 


Other Income: 
Interest Received 
1 REY a Cae Bch ple RRO er cto Rt Sid, SOS cy Pah cant iP oleh nee OutO 
Recovery of Bad Debts Previously Charged Off 
Cash Discounts Received 


Income Charges: 
Interest Paid 
Cash Discount Allowed 
Bad Debts Charged Off 
Cash Shortage 


Net Income 


Profit and Loss Credits: 
Excess provision during 1922 for Federal Income and 


Profits Tax $ 1,900. 
$ 17,800. 
Profit and Loss Charges: 


Adjustment of Inventory 
Loss on Sale of Delivery Equipment 


TAC ee Se eee, cies smear Mal al one talon preuehata\tanelanseveretdie ne $ 2,400. 


Profit for the Period & 15,400.00 
Surplus, January 1, 1 1,500.00 


Surplus, June 30, 1923 (Exhibit A) $ 16,900.00 


Accountant’s Report—Continued 


Presentation here of other balance sheet and operating statement forms 
would tend to parallel and duplicate the very complete and satisfactory 
arrangements presented in Bell’s ‘“‘ Accountants’ Reports’? which also con- 
tains instruction and information valuable to all accountants who have the 


preparation of financial reports in hand. 
The accountant should consult other sections, such as those on ‘‘ Con- 
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solidations’”’ and ‘“‘Net Income and Surplus,’ for information of a special 
type which may be useful in preparation of statements of certain types. 


Filing Reports 


IN THE ACCOUNTANT’S OFFICE.—The method of filing report copies 
should be such as to enable one to locate any desired report at once. Two 
copies are frequently prepared for the accountant’s files, one to be filed with 
working papers supporting it, where it will always be at hand when referring 
to the papers. It is advantageous to number serially each file of working 
papers, cross-indexing to a loose-leaf or card alphabetical file. This method 
avoids frequent shifting of files which results from assigning a file number 
to each client and then filing all papers under such number. 

Where there are several folders for a client, each containing working 
papers and report copy covering a period, they may be labeled thus: 


Serial No. 297—The Famous Rockhorn Company—Audit Working Papers— 
5 Years Ended December 31, 1922. 

Serial No. 568—The Famous Rockhorn Company—Tax Investigation—15 
Years Ended December 31, 1922. 

Serial No. 603—The Famous Rockhorn Company—Audit Working Papers— 
Year Ended December 31, 1923. 


The alphabetical file for The Famous Rockhorn Co. shows that working 
papers have been filed under Serial Nos. 297, 568, and 603, and to what 
particular engagement each file relates. 

The second retained copy of report may be filed in a special ‘‘ Report File,’ 
either alphabetically or numerically as outlined above. 


IN THE CLIENT’S OFFICE.—Many executives keep certain important 
papers near at hand for ready reference and the type of desk commonly 
used by them is fitted with a double-depth file drawer to take regular cor- 
respondence folders. Accountants’ reports, prepared on commercial letter- 
size paper, conveniently fit into such a file. Safe cabinets and safes are also 
frequently fitted with file drawers of either letter or legal size. Accountants’ 
reports should be filed in a safe place accessible only to the persons entitled 
to have them and available at all times when required. Reports covering 
different periods should be filed chronologically so that taken together they 
will give a complete history of the financial life of the business. 


Reports on Organization and Management 


CHARACTER OF REPORT.—Accountants are usually required to ren- 
der reports upon organization and management, by reason of engagements 
secured through: (1) prestige of their organization or certain of its mem- 
bers; or (2) recommendations previously made by them after an initial audit. 
In either event, the purpose remains the same and is defined by terms of 
the engagement, supplemented by such sanctioned variations as may be 
found necessary as investigation or survey develops. 

As with financial reports, it will be found, despite the tendency toward 
standardized organizations, methods, and accounting, that each engagement 
requires a report similar in principle but differing in essential respects. 

In general, it is the accountant’s aim so to organize the client’s methods 
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that economic facts are faithfully followed by the records, duplication of 
effort is eliminated, maximum results are obtained by direct procedure, and 
the whole enterprise will be co-ordinated and will function as an organiza- 
tion, not as a series of independent departments. 


METHOD OF PRESENTATION.—Methods by which the accountant’s 
findings may best be presented to the client depend upon the specific engage- 
ment and may be either analytic or synthetic. The second of these methods 
is the one most usually followed, and consists in tracing purchase orders 
through to cost of sales, and sales orders to cash receipts. The flow of goods 
is presented with the accompanying records and accounts. The books of 
original entry are described, their posting to charted accounts defined, and 
then periodic statements are illustrated and their preparation scheduled from 
the accounts provided. 

Supplementing the description of procedure, it is also usual to present 
organization charts comprehending the functions and duties of officers, de- 
partments, and individuals therein, together with a program of procedure 
to accomplish the results sought by the installation. 

The analytic method reverses the order of procedure described tor the 
synthetic method. The body of the report begins with the submission of 
the plan of general organization, and pursues the functions of the several 
economic phases of the business to their inception. 

The desire of executives to place the operations of their businesses upon a 
scientific budget basis has led to increased demands upon accountants for 
the rendition of these reports. 


CONDITIONS TO BE CONSIDERED.—Whenever accountants are 
engaged to install new methods for clients, it is necessary for them to con- 
duct a campaign of education with the client. However ready the client may 
be to accept suggestions, the finished work and its successful operation is 
contingent upon the thorough mastery by the client and his employees of 
the new methods to be followed. Tllustrations should be so explicit that 
they permit of no misinterpretation. 

Overlapping of duties, duplication of work, lack of co-ordination, or 
merely general confusion in departments, are conditions often found. Fre- 
quently, these faults are a reflection of the management’s own personality. 
Reporting upon such conditions must be tactful but their elimination never- 
theless insured. Relations between clients and their accounting advisors 
should be upon such a professional plane that these errors in organization 
may be discussed during the installation and corrected at the source. 

Examination of client’s methods may show that overhead expenses are 
so high that the client is either making profits in spite of mismanagement 
or that the whole cause of losses is therein contained. It is frequently a 
difficult problem to convince the client that expenditures are being unnec- 
essarily made, and quite as difficult to persuade him to spend additional 
money to make money, but the accountant is bound to advise in relation 
to both conditions. 

Other faulty conditions frequently found are: 

Cost system not controlled by general books, but purely statistical. 
Interest on investment included in inventories. 

Obsolete stock carried along in inventories. 

Unsuitable methods of applying overhead. 

Lost discounts on purchases. 

Discount on sales improperly allowed. 
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7. Freights not charged against vendors in accordance with purchase 
terms. 

8. Over or under purchase of materials. 

9. Repairs not made, or repairs capitalized. 

10. Depreciation insufficient, excessive, or written off amount of assets, 
etc. 


CONTENT AND USE OF REPORT.—The chief consideration in render- 
ing a report upon organization and management is the use to be made of it. 
The report may be entirely advisory and suggest results hoped for, or it may 
be drafted as a manual of procedure. If a report of recommendations, it 
will cover methods, routine accounts, management, and will outline required 
changes. 

Where the report is to be used as a manual, it is desirable, in the case of 
large organizations, to split it into a series, appropriate parts of which may 
be placed in the hands of respective department heads, while reports in their 
entirety would be prepared for administrative officers. In this case pro- 
cedure and contents of accounts, etc., will be presented in elaborate detail. 

Instructions for routing records, entering upon books of original entry, 
posting to general and subsidiary ledgers, etc., should be direct, terse, and 
explicit. The directions should set forth the exact and entire thought it is 
desired to convey. For instance, in posting the sales ledger from the sales 
book, the directions might be: ‘Currently post all sales invoices to the 
individual customers’ accounts, indexing with the sales invoice number, and 
noting upon the face of the account the car number of shipment.’”’ Such 
instructions should be didactic, positive, and authoritative. 

In content, reports on organization and management should parallel 
economic phases of the particular business enterprise, either analytically 
or synthetically. The co-ordinated organization as a properly functioning 
unit lies at one end of the report and the inception of the various business 
activities at the other. Thence through the report the accountant must, 
by careful reasoning, clearly and consistently trace the methods, records, 
and accounts. 

In form the report must be so presented that, in spite of the wealth of 
detail it may contain, it is readily understood as a whole. Aids to this 
clarity are a prefixed index of contents, appropriate center and subsidiary 
side captions for the text, and graphics of organization, flow of materials 
and records, books of original entry, and charts of accounts. 

Examples of forms and statements introduced or recommended should be 
submitted with the text. 


SECTION 9 


CLASSIFICATION 
CONTENTS 
PAGE Symbolization 
Development of Account Classification 418 ore 
Principles and Procedure Use of Symbols ........--..+.+-0005 422 
INumoeridaliS vstem pews ys rie ae ree 423 


Functions of Classifications of Accounts 418 


Internal Aspects of Balance Sheets... 419 
Limitations of a Classification of Ac- 
counts Must Be Recognized........ 419 


Procedure in Classification Work..... 419 
Tentative Classifications Advisable. . . 
Plant and Equipment Classification... 420 
Manufacturing Expense Classification. 421 
Selling Expense Classification........ 421 
Financial Expense Classification...... 421 
Administrative Expense Classification. 421 
Relation of Account Classification to 
Budget-Making.............000+5 421 
Other Expenses. - 4.0.5 6¢ seer ee eens 421 
Asset and Liability Classifications. ... 
‘Account Classification for New Ven- 


ture: 
Fundamental Basis of Classification, , 422 


Combination of Letters and Numbers. 425 
Mnemonic Symbols in Stores Account- 
hey SS Dist Clue aeNORO RE Ce oer Og 426 


Uniform Classifications 
ist. of ndustriese cir, aueete ie bree 426 


Public Utilities Classifications 


Investigation of Senate Select Com- 


mitted M.S ee htc eee eer 427 
Interstate Commerce Act............ 427 
Introduction of Uniform Systems of 

ROCOUNEG .Natia eae te Salary ey neha asc 427 
Amendment of Act. ..... 00.00 .a eee 428 
Bureau of Statistics and Accounts.... 428 
State Regulation of Public Utilities... 430 


417 


SECTION 9 


————— 


CLASSIFICATION 


large, and a simple set of accounts met most requirements. Use of the old- 
fashioned merchandise account was not abandoned by many large concerns 
until 10 years ago. Recently, competition has grown more keen and the 
business unit has increased in size and complexity, while manufacturers 
have begun to take an interest in costs. There has grown up an increasing 
demand for facts, particularly facts concerning quantities and values. The 
word efficiency has taken on a special significance. Under these conditions 
the simple system of accounts which answered requirements 25 years ago 
has given way to improved methods of collecting and reporting business and 
financial facts. 

Account Classification Stimulated by Interstate Commerce Commission’s 
Work.—In this development of better reporting methods, the work of the 
Interstate Commerce Commission has had a stimulating effect. The Com- 
mission published a classification of accounts for railroads which went into 
effect July, 1908; and while the first effort of the Commission met with 
criticism, its influence on private business was marked. The profession of 
accountancy was beginning to make its influence felt. In many instances, 
first audits of business organizations disclosed the need of more suitable 
classifications of accounts which led to engagements to install systems 
with their accompanying classifications of accounts. These systems have 
reduced the manual labor of future audits, and have furnished information 
which modern competitive conditions demand. 

Influence of Trade Associations.—Still later, trade associations inaugu- 
rated the movement for uniform systems of accounts. To some extent the 
motive of price regulation prompted this movement in many quarters 
because undesirable competition resulted from ignorance of costs, this in 
turn being due to poor systems of accounts. There exist today many sys- 


tems of uniform classifications of accounts developed by trade associa- 
tions. 


FUNCTIONS OF CLASSIFICATIONS OF ACCOUNTS.— Classifications 
of accounts have two primary functions: They show the relationships of 
the facts of business in their proper proportion and perspective. They also 
provide means for testing the business organization. Many vital facts of 
business are disclosed by preparing a balance sheet and an income account 
based on a properly devised classification of accounts. Capital invested in a 
business, whether owned or borrowed, must be properly accounted for, 
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Financial genius and legal skill create conflicting interests in property; the 
balance sheet should disclose relationships existing between the business as 
an entity and outsiders. In addition, it must set forth the relationships of 
the interests as between themselves. Two or more legal interests may have 
equities at one and the same time in one piece of property. General and 
specific liens must be distinguished. These may be called the external 
aspects of the balance sheet. 


INTERNAL ASPECTS OF BALANCE SHEETS.—On the other hand, 
we are also concerned with relationships which may be designated as the 
internal aspects of balance sheets. A large public utility, supplying elec- 
tricity, may be required by law to show its total investment in prime movers, 
or transmission lines, or what not, in the aggregate; undoubtedly this is 
interesting and valuable information. The management is more concerned 
to know its total investment in any particular operating unit, so that rela- 
tionships between property and net income from operation may be traced 
more readily. Classifications which fail to provide for all relationships do 
not meet the requirements. In like manner, income accounts present their 
own special problems no less complicated in many instances. In one sense, 
income accounts may be said to be gauges of efficiency of management. All 
factors which produce income and which affect costs must receive proper 
expression in the accounts, so that fair and intelligent deductions and com- 
parisons may be made. On the other hand, some elements which influence 
the final result cannot be adequately or properly expressed in pecuniary 
terms, although unerringly reflected in the final result. These factors, 
usually intangible or psychological in character, render the most exacting 
classification of accounts of doubtful value as an index of efficiency under 
certain conditions. : 

Business is concerned with physical as well as pecuniary relationships. 
The dollar is a fluctuating and unreliable instrument of measurement. In 
periods of rapidly changing price levels, the same physical facts may be 
reflected by varying monetary results in different periods. Differences 
must often be explained by reference to other fact relationships than those 
shown by the classification of accounts. For example, comparative state- 
ments as to cost of direct labor may be affected by climatic conditions, gen- 
eral unrest, labor conditions in other industries, or the ‘‘esprit de corps”’ 
within the organization. 


LIMITATIONS OF A CLASSIFICATION OF ACCOUNTS MUST BE 
RECOGNIZED.—Important as properly devised classifications of accounts 
are, one must not overlook fundamental limitations which surround the 
most perfect classifications. It is not enough to have proper classifications 
of accounts; there remains the necessity of applying other tests to the re- 
sults shown before definite and reliable conclusions may be safely drawn. 
Many practical situations arise within a given orgdnization which often are 
purely matters of policy. Where this condition of affairs exists, the classi- 
fication must be devised to meet the special situation. In some cases, allo- 
cation of expenses when ascertained, is a matter of arbitrary decision on 
the part of the administration. Unfortunately, outside factors, such as 
income tax laws, have influenced practice on this point. So long as influ- 
ence of outside factors is permitted to control allocation of expense items, 
just so long will the limitations of scientific classification be manifested. 


PROCEDURE IN CLASSIFICATION WORK.—That a proper classi- 
fication of accounts may be prepared, it is necessary to survey the conditions 
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of a given business. Broadly speaking, there are two conditions under 
which classifications are prepared: the first, that of an entirely new venture 
just commencing operations; second, that of an existing organization. 

Taking up the latter condition first, one has here some basis for study. A 
complete analysis of operations of the undertaking is required. It may be 
helpful to remember that expenses may be classified in many ways, depend- 
ing on the purpose for which the classification is required. One should study 
the form of organization and control under which the particular business 
operates. The prime purpose is to locate responsibility, and responsibility 
depends upon the type of control which the organization employs in con- 
ducting its affairs. Often these factors are found to be as follows: produc- 
tion is in charge of one official or partner or manager; distribution or sales 
in charge of a second; financing in charge of a third. Under this scheme of 
operation, the classification of accounts should be devised so as to direct 
the attention of the management to the group of related expenses. An 
analysis of past operations discloses what the expenses have been under 
the several functional divisions. Accounts should be provided for each 
element of expense which past experience reveals as relatively important 
from the functional point of view. In determining whether or not a special 
account should be provided for any special element, consideration should 
be given to the following facts: (1) expenses tend to increase rather than 
to decrease; (2) relatively insignificant factors today may be vital factors 
next year; and (3) volume of business directly influences the importance of 
any special account. 

A perplexing problem faced in this work is the fact that scarcely any two 
businesses are exactly alike in all respects. There are differences in volume 
of business transacted, differences in personnel and management, differences 
in size and nature of operations. Manifestly, discrimination cannot be so 
carefully made in businesses where volume of business amounts to $50,000 
as where it is ten times as great. 


TENTATIVE CLASSIFICATIONS ADVISABLE.—Unless the system 
builder has had an unusually wide range of experience, it is probably better 
to attempt a tentative classification only at the outset. Experience will 
serve as a safe guide for future revisions. Moreover, the form of organiza- 
tion and control may often be changed as a result of facts disclosed by the 
tentative classification. Bearing in mind the pertinent local conditions, 
the procedure is in many cases somewhat as outlined below. 


PLANT AND EQUIPMENT CLASSIFICATION.—Present value of 
plant equipment must be ascertained. This should be arranged to show 
value of equipment employed in functional processes or departments. If 
this is done proper allocation of depreciation charges to product passing 
through the department may he provided for and, in addition, the management 
will be able to determine whether or not the proper balance has been pre- 
served in the investment in equipment for the several functions or processes. 
Repair costs naturally follow a similar classification. Any proposed expen- 
diture for new equipment must be justified in the light of the present in- 
vestment and needs of the organization or the productive process. This 
method of procedure provides for a definite and effective control of the 
investment in equipment and proposed investments in additional equipment 
and, if properly arranged, permits of redistribution physically or statis- 
tically as occasion requires. It leads directly to the next step, namely, 
preparation of an annual budget for additional equipment, for repairs and 
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maintenance of present equipment, and for preparation of depreciation 
schedules and investment schedules for insurance purposes. 


MANUFACTURING EXPENSE CLASSIFICATION.—These expensey 
arise in production of the commodity or service offered for sale. No expenses 
should be included in this group which are not under direct control and 
influence of the production manager. While it would seem to be a simple 
matter to determine this, in practice many perplexing problems must be 
solved. In some cases, desire to obtain unit costs brings up problems in 
distribution of intradepartmental expenses and in allocation of indirect 
expense items. At least, the classification may provide for determination 
of those expenses which are direct in nature and about which there is no 
question, allowing for the separate showing of items about which some 
question may arise. Moreover, from year to year, as production changes, 
the importance of any one element may vary correspondingly. 

SELLING EXPENSE CLASSIFICATION.—There is usually less diffi- 
culty in working out a suitable classification for this class of expenses than 
in case of production expenses. This class includes all expenses incurred 
in marketing and distributing the product or service offered for sale, and it 
should not include items not under direct supervision and control of the 
responsible head of this division of the business. Subclassifications by ter- 
ritories or products are often desirable. Few undertakings are able to show 
what the marketing costs of any particular product are, and probably one 
of the greatest fields for future effort lies in the direction of marketing re- 
search. The expense classification provided for this group may depend 
upon the classification provided for the sales. The introduction of mechanical 
devices for the purpose of building up summaries of classes of goods or 
service sold as well as distribution by territories is often a valuable aid to 
management. 

FINANCIAL EXPENSE CLASSIFICATION.—In many businesses, ex- 
penses incurred in planning for the receipt and disbursement of funds, raising 
of money for capital purposes and other incidental elements of financing, 
are of large proportions. In some cases, one of the vice-presidents may have 
this special phase of the work in his sole charge and custody. Where there 
is a separate office to handle the finances, the expense classification should 
be devised to provide for their control. 


ADMINISTRATIVE EXPENSE CLASSIFICATION.—These expenses 
comprise all expenses not provided for above. The detail with which these 
expenses should be classified depends upon a number of circumstances, but 
perhaps the principal element in determining whether or not a special ac- 
count shall be raised for any particular element is the amount of money 
involved. 

RELATION OF ACCOUNT CLASSIFICATION TO BUDGET-MAK- 
ING.—Use of the budget system is growing in business and a properly pre- 
pared and corrected budget is almost essential to a modern organization. 
Installation of a proper system of account classification is a preliminary to 
scientific budget-making. Hence, while the classification serves to measure 
efficiency of management, it also paves the way for budget-making. Bud- 
gets imply the allocation of responsibility; on this account the preliminary 
study of the form of organization has been emphasized in preparation of a 
classification of accounts. 

OTHER EXPENSES.—In some instances, business organizations have 
expenses that do not fall within the above general classifications. They 
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may or may not be important; frequently these items fluctuate widely in 
amount and importance from year to year. The classification of accounts 
must provide for them, but owing to the uncertain nature of the items, no 
general provision can be made for them until they arise. 


ASSET AND LIABILITY CLASSIFICATIONS.—Reference has already 
been made to many of the factors which govern the preparation of a classi- 
fication of accounts for these items, exclusive of plant and property. It may 
be well, however, to refer again to the fact that while the plant and property 
classification by functions is essential, this may not furnish the necessary 
subdivision of the assets so as to show the various legal interests that may 
hold equities in the several units of property. More attention has been 
devoted to classification of property and equipment by functions or depart- 
ments than to classification by legal interests. The latter may or may not 
be of vital importance, but should be noted for its possible effect upon the 
financial statement to be submitted to investors or creditors. 


ACCOUNT CLASSIFICATION FOR NEW VENTURES.—The problem 
of providing suitable classifications for new businesses is more difficult. If 
the system builder has had experience in a similar undertaking, his experi- 
ence will afford useful suggestions. If he lacks this experience, careful study 
of the organization and processes is necessary. The imagination must often 
be drawn upon and the classification of accounts at the outset must be of 
the most temporary character. The general outline discussed above should 
be followed in most cases. If the accountant can follow the transactions 
from month to month during the first year, the system of accounts provided 
at the outset may be extended as need develops. The accounts of the earlier 
months may be analyzed and redistributed to conform with the amended 
classification. At end of first year of operation, the classification of accounts 
should assume more definite form and scope. 


FUNDAMENTAL BASIS OF CLASSIFICATION.—The fundamental 
basis of classification consists in enumerating all the elements of assets, 
expenses, liabilities, and income. These elements must be carefully consid- 
ered for their possible effect and importance in the final results—the balance 
sheet and income account. This is the process of analysis. To avoid having 
too many accounts in the general ledger, it may be desirable to provide 
subsidiary ledgers in which to carry some of the detail accounts; especially 

‘if a cost system is contemplated. In the latter event, controlling expense 
accounts may be provided in the general ledger or in the cost ledger and 
detail accounts in subsidiary ledgers. Where the accounts are numerous 
by reason of the necessity of providing for details, expense controls are 
established for the purpose of grouping. This is the process of synthesis. 
As a rule, it is not possible to provide in advance for all accounts required. 
Some may be regrouped or abandoned, if experience shows this to be desirable. 
Certain accounts may have to be redistributed. Good classifications are 
not developed immediately. Tentative classifications must be studied and 
modified to suit the requirements of particular cases. This involves much 
study and experimentation. : 


Symbolization 


USE OF SYMBOLS.—Two systems of account designation are commonly 
used—the mnemonic and the numeral systems. A third system sometimes 
amployed is a combination of both. Under mnemonic systems, letters are 
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intended to remind the reader of the words for which they stand. Hence 
one symbol can mean but one thing at any one time. 

Each of the two systems has its advantages and disadvantages. The 
decimal or numeral system cannot be made mnemonic and so does not 
aid one to remember what the symbol stands for. In the second place, 
there are 26 letters in the alphabet as against 10 digits in the arabic system 
of notation. In practice, letters I, O, Q, and Z are usually omitted, because 
O, 1, and Z are frequently taken for the numerals 0, 1, and 2, respectively, 
and the letter Q is difficult to make. If lower case as well as capital letters 
are used, there are 44 available characters under the mnemonic system. In 
designating factory operations, the addition of the small letter ‘‘g’’ is fre- 
quently employed to indicate words ending in “‘ing”’ thus, ‘Bg’? would be for 
boring and “Dg” for drilling. 

On the other hand, where tabulating devices are used, the mnemonic 
system is not advantageous, as these machines do not lend themselves to 
this system. The mnemonic system frequently requires the use of 6 or 7 
letters to designate a function or operation or piece of machinery, and thus 
the use of a key is as necessary under this method as it is under the numeral 
system. 


NUMERICAL SYSTEM.—The general ledger accounts are divided into 
nine fundamental groups, as follows: 


Asset Accounts (other than investments and prepaid items) 
Investments 

Prepaid Items 

Liabilities (other than accrued items) 

Accrued Items 

Valuation Reserves 

Capital and Surplus 

Income 

Expense Accounts 


Under this plan, these groups may be further subdivided into groups of 
nine. For example: 


COAONOoaOhwWhNre 


1 ASSET ACCOUNTS 


11 Fixed Assets 11 Fixed Assets Continued 
111 Lanp 115 Too.s 
1111 Plant land actually used 116 
in operations 117;Open numbers for further 
11111 Details in sub- 118( accounts as needed. 
sidiary ledgers 119) 
1112 Other land capital 12 Current Assets 
11121 Details in sub- 121 Casu In Banx 
sidiary ledgers 1211 First National Bank 
112 Lanp ImproveMENTS 1212 Union Trust Company 
1121 Improvements on plant 122 Perry Casu 
land 123 Norns REcErvaBLE 
11211 Details in sub- 124 AccounTs RECEIVABLE 
sidiary ledgers 125 INVENTORIES 
1122 Improvements on other 1251 Raw materials 
land capital 1252 Work in process 
11221 Details in sub- 1253 Goods in process 
sidiary ledgers 1254 Finished goods 
113 Burtpines 126 
(Subdivided to suit the 127{Open numbers for further 
needs of the case) 128{ expansion. 


114 MacuHinery 129 
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The foregoing serves to illustrate the method employed in designating 
the asset and liability accounts. The following illustrates the plan as it 
relates to expense accounts. Assume that account 93 is the control account 
for administration expense, and that account number 94 is the control ac- 
count for selling expense. The control accounts appear in the general ledger 
while details appear in cost ledgers: 


Administration Expense Accounts 


GENERAL Cost LEDGER 
LEDGER SUBDIVISIONS 


Administration Expense................. 93 
ADMINISTRATION SALARIES.........20000-0 eee 931 
Bxecutive salaries s. 5s crer< meted ciate cus eed atts 9311 
Glerks#salaricsewar: acces erate iebnorebei tam sca rke 9312 
Stenographers’ salaries. « ctos qn cela ee ma 9313 
IBOOKKEC DELS ASALATICS erect sgels ori ctetalel cchenetersisar= ie 9314 
GENERAL ADMINISTRATION HXPENSE..........-- 932 
Stationery and office supplies................ 9321 
Telephone and telegraph expense...........- 9322 
Postage ah acacia nce thies alguns o ete hitacraie stars 9323 
WDepreciationin maeccsicia scene eeiaionetnvenete aiersiene 9324 
PNeuLaNCE J. co. ot aarice clara ictns ee Dei emanates 9325 
SPARE Oe, Tt Mee nonin. ere nate n vo eerie eamrer eters 9326 
Life insurance premiums:........00c00¢+8 +s 9327 
Executives’ traveling expenses..... Fe cots ee 9328 
Directors LEO eyerter os. cestaveueos ele erate mer oneal aes 9329 
Donations sue Nok seis tas ahaa ere eee 9330 
Regal expenses cso acd conte saeeietenene seer 9331 
PENSIONS. Sewnea nero rea erensnees taveh 5 tole 9332 
Subseriptions:and duesi.-.-nret ates erent 9333 
Welfare worlearnssst ce tetiale ccecee ene koeicreretss 9334 


Selling Expense Accounts 


GENERAL Cost LEDGER 
LrepGER SUBDIVISIONS 


Selling Expensexs ti) ine.nats 2 oan ose ks 04 

SELLING DEPARTMENTAL SALARIES...........-5 941 
Sales managers’ and salesmen’s salaries....... 9411 
Salesmen’s commissions... 02. 00.6 e8 sce ee nee 9412 
Clerks sallarios Foie see tacit Peusnescrens, see epoca 9413 
Stenographers/salariesi, 4.0 sacerenurs erences 9414 

IN DVEIRTISING so eacccucteveroereh sistase loca cieie Atel een Ee 942 

“ERAVPDIN Ga X PENSE teres cs/ecepe aterc san cuenne sae orem 943 

CRMPERS AER Bod Stats oe oe eae 944 

SraBLeE AND GaRAGE anD R. R. Smpine AnD 
EQUIPMENT HiXPENSBy Seis eiebis ec. a-.4 ote oe 945 

WAREHOUSE, FINISHED STOCK..:............-- 946 
sD OR APA He Tae sot ie cose onal ua de Barreirersucboraiceeee 9461 
VERDC CTIOISIS® ste RSet Gee) ce ars cute a ee 9462 
Light, heat sang powert oli. s.ua< sete ee 9463 
Maintenance and repairs.............. 9.08. 9464 
Depreciation sere Are. cleo tees eae 9465 
Taxes on finished stock and warehouse....... 9466 
Insurance on finished stock and warehouse.... 9467 

ERBIGHT ONPLOARHERGEM Enns ge cuore cues. eee 947 

MISCELLANEOUS SALES EXPENSE.............-. 948 
Stationery and office supplies................ 9481 
Telephone and telegraph expense............ 9482 
Postage scion d Ave : 9483 
Depreciations.< ceases Gime ns daenele ces 9484 
RAZES senior ens Gch in shi'e NOGA TR eee alee ores este emer 9485 
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Welfare work..... 
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GENERAL Cost LEDGER 
LEDGER SUBDIVISIONS 
Be ei OY, SPR PASO te aE 9486 
9487 
2 inane Binkes <eBincscte hotter od eee 9488 
949 
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COMBINATION OF LETTERS AND NUMBERS.—A combination of 


letters and numbers may be desirable. 


trates the principle employed under this system: 
1 MANUFACTURING PLANT 


CoNnDENSED ACCOUNTS 


PAO ATIG ae tere seo eens sasuaior 


BeBuildings.).Go.G.6. 2 oe. 


C. Machinery and Tools..... 


D. Patterns and Drawings.... 


E. Furniture, Fixtures, 
Appliances..........-.- 


F. Other Equipment......... 


G. Unfinished Plant......... 


SuBACCOUNTS 
(a. Lanp 


| 


a. BUILDINGS 


b. SrRUCTURES 


‘ 


c. SPRINKLER SYSTEM 

d. HEeaTING AND VENTILAT- 
ING, AND OTHER IN- 
SIDE PIPING AND WIR- 
ING 


MACHINERY 


(a. 


b. MAcHINERY FounpDa- 
TIONS AND INSTALLA- 
tions 

c. SEMI-DURABLE TOOLS 
AND INSTRUMENTS 


a. PATTERNS 

b. DRAWINGS 

a. SHiep FrxTURES AND 
EQUIPMENT 

b. FuRNITURE AND AP- 


PLIANCES IN FACTORY 
OFFICE 

c. Frre Prorecrive ApP- 
PARATUS 


a. OTHER EQUIPMENT 


a. BUILDING 

b. MacuiInery AND TOOLS 

ec. FURNITURE, FIXTURES, 
AND APPLIANCES 


The following classification illus- 


FURTHER SUBDIVISIONS 
1 Land—purchase price 


2 Land—egrading and im- 
provements 

1 Buildings 

2 Buildings—grading and 


filling 
1 Structures 
2 Water, drainage and sewer 
pipes (outside) 
3 Piping and electrical con- 
ductors (outside) 


1 Heating and ventilating 
2 Other inside piping and 
wiring 


1 Machines 

2 Electrical apparatus 

3 Ovens and furnaces 

4 Power plant and equip- 
ment 

1 Foundation for machinery 
and apparatus 

2 Installation of machinery 

1 Semi-durable tools 

2 Electrical equipment 

3 Molds, jigs, punches, dies 
and special tools 

4 Metal flasks 


1 Railway tracks and over- 
head equipment 

2 Rolling stock 

3 Automobile and 
conveyances 


other 
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MNEMONIC SYMBOLS IN STORES ACCOUNTING.—The mnemonic 
system is sometimes used in stores accounting, a special symbol being as- 
signed to each kind of stores. This reduces the amount of writing required 
to make out requisitions. If the stores are arranged in the stockroom accord- 
ing to symbols, it makes for ease in locating them. In a large storeroom 
where the stores are of varying sizes, or of great variety, either the varying 
sizes of the stores require them to be arranged in other than the order indi- 
cated by the symbols, or their variety is such that their designation loses the 
mnemonic quality due to the number of letters required in consequence. 

Note.—For additional data on symbolization and classification consult 
the Index for headings of such subjects discussed elsewhere, and, in particular, 
the sections on ‘‘ Accounting Principles” and ‘‘ Inventories.’’ 


Uniform Classifications 


Classifications of accounts have been devised by the following groups of industries: 


American Association of Flint and Lime 
Glass Manufacturers 

American Bakers Association 

American Boiler Manufacturers Association 

American Drop Forging Institute 

American Face Brick Association 

American Foundrymen’s Association 

American Malleable Castings Association 

American Photo Engravers Association 

American Trade Spice ‘Association 


American Washing Machine Manufac- 
turers Association 
Associated Knit Underwear Manufac- 


turers of America 

Associated Wooden Ware Manufacturers 

Atlantic Coast Shipbuilders Association 

Biscuit and Cracker Manufacturers Asso- 
ciation 

Box Board Manufacturers Association 

Bureau of Envelope Manufacturers of 
America 

Casket Manufacturers 
America 

Central Bureau of Dining Table Manufac- 
turers 

Conveyor Machinery Manufacturers Asso- 
ciation 

Engravographia 

Folding Box 
Association 

Grinding Wheel Manufacturers Association 
of United States and Canada 

Institute of American Meat Packers 

International Association of Electrotypers 

International Stamp Manufacturers Asso- 
ciation 

Laundryowners National Association 

Millwork Cost Information Bureau 

National Association of Box Manufacturers 

National Association of Brass Manufac- 
turers 

National Association of Chair Manufac- 
turers 

National Association of Corrugated and 
Fibre Box Manufacturers 


Association of 


Manufacturers National 


National Association of Employing Litho g 
raphers 

National Association of Farm Equipment 
Manufacturers 

National Association of Hosiery and Under- 
wear Manufacturers 

National Association of Ice Industries 

National Association of Stove Manufac- 

tures 

National Association of Upholstered Furni- 
ture Manufacturers 

National Bottle Manufacturers Association 

National Coffee Roasters Association 

National Commercial Fixtures Manufac- 
turers Association 

National Confectioners Association of the 
United States 

National Council Lighting Fixtures Asso- 
ciation 

National Fertilizer Association 

National Lime Association 

National Machine Tool Builders Asso- 
ciation 

National Paper Box Manufacturers Asso- 
ciation 

National Pickle Packers Association 

National Tent and Awning Manufacturers 

National Veneer and Panel Manufacturers 
Association 

News Print Service Bureau 

Optical Manufacturers Association 

Paint Manufacturers Association of the 
United States 

Portland Cement Association 

Power Piping Society 

Prepared Roofing Association 

Railway Car Manufacturers Association 

Steel Barrel Manufacturers Association 

Sterling Silverware Manufacturers Asso- 
ciation d 

Tanners Council of the U. S. A. 

United Typothetae Manufacturers Asso- 
ciation : 

West Coast Lumbermen’s Association 

Wirebound Box Manufacturers Association 


Sec. 9] PUBLIC UTILITIES CLASSIFICATIONS 427 


Public Utilities Classifications! 


INVESTIGATION OF SENATE SELECT COMMITTEE.—In 1885 a 
Senate Select Committee was appointed to investigate interstate commerce 
in order to obtain information as a basis for interstate commerce legislation. 
Invitations were extended to all important organizations, corporations, and 
railroad commissions to express themselves. Circular letters containing 15 
specific questions designed to obtain full knowledge of the opinions of the 
parties concerned were sent out. Hearings were subsequently held in many 
commercial centers throughout the country. Regarding accounting of public 
utilities doing interstate commerce, the following question was put: ‘‘Should 
corporations engaged in interstate commerce be required to adopt a uniform 
system of accounts?” Of 30 parties interrogated, 21 favored a uniform 
system, 7 thought it might not be necessary, and only 2 considered it unwise 
and burdensome. 


INTERSTATE COMMERCE ACT.—This Act, passed in 1887, provided 
“that the commission is hereby authorized to require annual reports from 
all common carriers subject to the provisions of this act, to fix the time and 
prescribe the manner in which such reports shall be made, and to require 
from such carriers specific answers to all questions upon which the commis- 
sion may need information... . and that said commission may, within 
its discretion, for. the purposes of this act, prescribe (if in the opinion of the 
commission it is practicable to prescribe such uniformity and method of 
keeping accounts) a period of time within which all common carriers subject 
to the provisions of this act shall have, as near as may be, a uniform system 
of accounts, and the manner in which such accounts shall be kept.”’ 


INTRODUCTION OF UNIFORM SYSTEMS OF ACCOUNTS.—Shortly 
after passage of the Act, circulars were issued (October, 1887) to all carriers, 
state commissions, and interested parties, inviting them to public sessions 
of the commission which were held at Washington, and experimental blanks 
were distributed. Much assistance was given the Commission in the way 
of suggestions and constructive criticism by the American Railways Account- 
ing Officers Association and the state commissions. In 1888 the first tenta- 
tive form was submitted to corporations subject to the act, to which ques- 
tions they were asked to reply. This was one of the first steps in bringing 
about uniformity of accounts of kindred corporations, and included the 
following questions: 


1. History of company 17. Rentals paid 

2. Organization 18. General balance sheet 

3. Officers 19. Financial operations for year 

4. Property operated 20. Important changes during year 

5. Capital stock 21. Contracts, agreements, etc. 

6. Funded debt 22. Security for funded debt 

7. Floating and current liabilities 23. Employees and salaries 

8. Permanent improvement for year 24. Passenger, train, and mileage 

9. Cost of road and equipment 25. Freight, traffic movement (company’s 
10. Income account material excluded) 
11. Income account (for roads under lease 26. Description of equipment 

only) 27. Mileage of road operations (renewals 

12. Earnings from operation of rails and ties) 
13. Bonds owned 28. Consumption of fuel by locomotive 
14. Stock owned—miscellaneous income 29. Characteristics of road 
15. Operating expenses 30. Characteristics of road (continued) 
16. Operating expenses (continued) 31. Oath 


1 See also section on ‘‘ Public Utilities.” 
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At the convention of the state railway commissioners on Mar. 5, 6, and 7, 
1888, at Washington, co-operation with the Interstate Commerce Commis- 
sion was promised and a resolution was adopted at said convention to the 
effect that ‘‘it is the sense of this convention that a method of collecting 
and publishing statistics, both as to time and matter, should be adopted.” 
A committee, consisting of seven members, one each from five states, one 
interstate commerce representative, and the president of the Association of 
American Railways Accounting Officers, was appointed to revise forms of 
reports. 

The second step in unifying the system of accounting was brought about 
through the co-operation and suggestions of the Association of American 
Railways Accounting Officers. A subcommittee appointed by them to 
revise forms reported advisable certain changes, stating ‘‘that if these changes 
are adopted by the commission very many roads will be induced to adapt 
their accounts to that of the Interstate Commerce Form.” 


AMENDMENT OF ACT.—The Interstate Commerce Commission, after 
a few years of practical application of the law, soon found that the 20th 
section, dealing with reports and accounts, had to be made more drastic 
and penalties provided for transgressions. Recommendations were repeat- 
edly made to Congress by the Commission to amend that part of the Act 
in such way as to make its enforcement possible. A Bureau of Statistics and 
Accounts, to supervise the public utilities more closely and to bring about 
more easily a uniform system of accounts, was proposed. 

On June 29, 1906, the ‘‘ Act to Regulate Interstate Commerce” was 
amended to grant ample authority to prescribe a uniform system of accounts 
for railways and for other common carriers subject to the Act. It provided 
that “in case of failure or refusal on the part of any such carrier, receiver, 
or trustee to keep such accounts, records, and memoranda on the books 
and in the manner prescribed by the commission, or to submit such accounts, 
records, and memoranda as are kept to the inspection of the commission or any 
of its authorized agents or examiners, such carrier, receiver, or trustee shall 
forfeit to the United States the sum of five hundred dollars for each such 
offense and for each and every day of continuance of such offense, such for- 
feitures to be recoverable in the same manner as other forfeitures provided 
for in this act.’”” This enabled the Commission, first, to obtain accurate 
knowledge of intercorporate relations of the carriers and, secondly, to revise 
the various classifications of the operating expenses, and operating revenues, 
detailed accounting rates for which were issued June 3, 1907, as well as bal- 
ance sheet items, effective July 1, 1908. The amended laws, further, placed 
“express companies, sleeping-car companies, pipe lines, and electric lines 
under the jurisdiction of the Commission so far as they are interstate in 
character.” 


BUREAU OF STATISTICS AND ACCOUNTS.—On July 10, 1907, the 
Commission issued an order prescribing a form of monthly reports of earn- 
ings and’ expenses. These reports were published beginning July, 1908, and 
furnished a good barometer of business conditions. The Bureau of Sta- 
tistics and Accounts was established, with an organization of a Board of 
Examiners. On June 21, 1909, by order of the Commission, a revised classi- 
fication of expenditures for additions and betterments and a form of general 
balance sheet were published. By the Act of June 18, 1910, telegraph, 
telephone, and cable companies, so far as they did interstate commerce, were 
placed under jurisdiction of the Commission. In 1912 classifications of 
accounts for steam roads were included, together with classifications of Oper- 
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ating revenues and operating expenses, expenditure for road and equipment, 
for additions and betterments, classification of revenues and expenses for 
outside operations, of locomotive-miles, car-miles and train-miles; a form 
of general balance sheet and statement of income and profit and loss were 
also in preparation. 

For electric railways and express companies a uniform classification of 
operating revenues and operating expenses, and a classification of expendi- 
tures for road and equipment was ready, and forms of a general balance 
sheet and statement of income and profit and loss were under consideration. 
For pipe lines, sleeping-car companies, telephone, telegraph companies, and 
carriers by water, orders for a uniform classification were issued May 31, 
1910. The Commerce Court enjoined the order temporarily on October 5, 
1911. On Apr. 1, 1912, however, the Supreme Court of the United States 
decided that ‘“‘. . . . the uniform system of accounting prescribed and the 
report called for are such as it is within the power of the Commission to 
require under section 20.” 

After this decision of the Supreme Court, the Interstate Commerce Com- 
mission issued the classifications for carriers by water, effective Jan. 1, 1913, 
and July 1, 1913; for telephone companies, Jan. 1, 1913; and for telegraph 
companies, January, 1914. Further revisions of accounting: classifications 
for steam railways, electric railways, and express companies were made 
effective July 1, 1914, the tendency of these revisions being in the direction 
of development rather than change in principle. The following table? shows 
progress made in bringing about uniformity of accounting for public utilities 
by issuing strict regulations for classification of accounts. 


EFFECTIVE 
Srram Roaps DatTE 
Classification of Operating Revenues and Expenses......... July 1, 1914 
Classification of Operating Expenses Condensed. . Sh oF oh tb “ 
Classification of Investment in Road and Bauipment.. ‘ 
Classification of Train-miles, Locomotive-miles, and car- 

RTOS Oot cae eee. ene ols ayy tin Ole ar ees foleetitens apo erek yates “ 
Classification of Income, Profit and Loss, and General Bal- 

ATCOIS CC CARA ey. eh an ie oer: SRE a Doge. Re o 
Interpretations of Accounting Classifications............... - 
Regulations to govern the Destruction of Records. . é ee Uly. yp LOS 
Regulations to govern the Issuing and Recording of Passes. Jan. 1, 1912 

Evecrric RAILbways 
Uniform System of Accounts..........-.-+ sees eee eee July 1, 1914 
Interpretations of Accounting Classifications............... July 1, 1915 
Regulations to Govern the Destruction of Records......... May 1, 1913 
CARRIERS BY WATER 
Classification of Operating Expenses............--.+-+.---- Janwe Leet Oudet 
Classification of Operating Revenues.............5+-.5--- “! 
Horm. ofaGeneral Balance Sheet... 4 2 hens. nt Re ese Jans 1, 19i3 


Classification of Expenditures for Real Property and Equip- 

THO CERODA bs Sele Ly SIE EAR EMRO) 0. bs 2-0 Dic ORE I Gt EP BEEN G00 SRS CRETE Bn 
Classification of Income, Profit and Loss Accounts......... 
Regulations to govern the Destruction of Recordsania. seer 


2Twenty-ninth Report of the Interstate Commerce Commission, 1915, Washington, 
Government Printing Office, 1915, p. 42. 
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EFFECTIVS 
EXPRESS COMPANIES Date 
Unrrormesy Stem On INCCOUMUSt espe ctr tree oa teen July 1, 1914 
Interpretations of Accounting Classifications............... July 1, 1910 
Regulations to govern the Destruction of Records.......... July 1, 1915 
It is the present intention to revise the interpretations of 
accounting classifications and alse to publish regulations 
to govern the issuing and recording of franks. 
Pipn-LINE COMPANIES 
Classification of Investment in Pipe Lines, Pipe-Line Oper- 
ating Revenues, and Pipe-Line Operating Expenses... . Jan Le vols 
Regulations to govern the Destruction of Records.......... Faly* Ly VOUS: 
This system of accounts to be completed by the issuance 
of a classification of income, profit and loss, and general 
balance sheet accounts. 
SLEEPING-CAaR COMPANIES 
Classification of Revenues and Expenses of Sleeping-Car and 
OtheniOperationsiecin-ssm. bes cars eels Oe eee ce RIN eee July 1, 1912 
Regulations to govern the Destruction of Records.......... Oct. 1, 1912 
TELEPHONE COMPANIES 
Uniform System of Accounts (Classes A and B)............ Jani LalOnS 
Uniform System of Accounts, (Class C)e oh. sy pscesde «fo ecniey: itm pl tbo ben 
Regulations to govern the Destruction of Records.......... Feb. 1, 1914 
TELEGRAPH AND CABLE COMPANIES 
Unitormisystem of Accounts s.r acral epcrerer rear Jans Malo 
Regulations to govern the Destruction of Records.......... Feb. 1, 1914 


Until the year 1916, the annual reports, except for telephone companies 
and carriers by water, covered a period ending June 30. On Nov. 24, 1916, 
however, the Commission ordered the period changed to Dec. 31. In 1918 
transportation carriers by the act passed Mar. 21, 1918, were temporarily 
put under Federal control with ample enlargement of accounting staff of 
the Commission. Federal Control was exercised over transportation carriers 
until Mar. 1, 1920, whence they were returned to private ownership with a 
certain income guaranteed by the government for six months; on Sept. 1, 
1920, they finally were again privately operated, with no guaranty but with 
public regulation. 


STATE REGULATION OF PUBLIC UTILITIES.—The State of New 
York supervised public utility corporations in a general way by legislative 
acts as early as 1855. It was not until 1907, however, that effective super- 
vision over public utilities was exercised. ‘‘ The Public Service Commission 
Law was originally enacted as chapter 429 of the laws of 1907, which became 
alaw June 6, 1907, and took effect July 1, 1907. It was made Ch. 48 
of the Consolidated Laws by Ch. 480 of the laws of 1910, in effect June 
14, 1910.”" A uniform system of accounts was established byatArt. sonny, 
Sec. 52, of the Public Service Law, which prescribed that ‘‘each commission 
may, whenever it deems advisable, establish a system of accounts to be 
used by railroad and street railway corporations or other common carriers 
which are subject to its supervision, or may classify the said corporations 
and otber carriers and prescribe the manner in which such accounts should 


Sec. 9] PUBLIC UTILITIES CLASSIFICATIONS 431 


be kept. .... The system of accounts established by the commission 
and the forms of accounts, records and memoranda prescribed by it as pro- 
vided above shall conform in case of railroad corporations as nearly as may 
be to those from time to time established and prescribed by the Interstate 
Commerce Commission under t' provisions of the act of Congress entitled 
“An Act to Regulate Commerce’ approved Feb. 4, 1887, and the acts amend- 
atory thereof or supplementary thereto. .... Where the commission 
has prescribed the form of accounts, records or memoranda to be kept by 
such corporations it shall be unlawful for them to keep any other accounts, 
records or memoranda than those prescribed or those prescribed by or under _ 
authority of the United States.” 

Comparison of I. C. C. Regulations with Those of P. S. C. of New York.— 
Accounts of railroad and street railway corporations are largely modeled 
after those of the Interstate Commerce Commission. A uniform system of 
accounts for such corporations was prescribed by the Public Service Com- 
mission, Second District, on Aug. 20, 1918, to go into effect after Jan. 1, 
1919. In most cases where the classification of these accounts differs from 
those prescribed by the Interstate Commerce Commission, the differences 
are merely subdivisions of the latter. Corporations in New York subject to 
the Interstate Commerce Commission, must nevertheless (for the Public 
Service Commission of New York) set up subaccounts under each of the 
operating expense accounts listed in the groups ‘‘ Way and Structures”’ and 
“Power,” to cover any charges that may be made to operating expenses for 
retirement of losses (realized depreciation) not covered by reserves. In 
the classification of the Interstate Commerce Commission such losses are 
charged to the proper maintenance accounts in case of retirements of way 
and structures, and of power plant, buildings, and equipment; other equip- 
ment retired, however, is charged to the account ‘‘ Equipment Retired.” 
The state classification requires the above charges to be charged to accounts 
“Way and Structures Retired’’ and ‘‘ Power Plant, Buildings, and Equip- 
ment Retired.” 

All commissions, however, whether federal or state, require of public 
utility corporations that definite provision should be made for depreciation 
of fixed assets. The practice is generally followed to keep the plant value 
at original cost and to set up reserves for depreciation sufficient to offset 
depreciation. Intangible assets are generally not recognized, unless actual 
payments have been made for the same. On the other hand, one instance 
may be cited in which the interpretation of accounts slightly differs. The 
expense ‘‘ Discount on Bonds”’ in the classification of the Wisconsin Commis- 
sion appears as a portion of property cost, whereas in the classification of 
the New York Commission it appears as an item of ‘‘ Unamortized Debt 
Discount Expense.” 

Electrical and Gas Corporations.—Electrical corporations were ordered to 
establish a uniform system of accounts by the Public Service Commission 
of New York on Oct. 21, 1908, the order stating that ‘‘on and after 
Jan. 1, 1909, every electrical corporation shall keep upon its books the 
accounts prescribed . .. . so far as the said accounts are pertinent to the 
facts and circumstances of said corporations.’’ A pamphlet containing oper- 
ating revenue and operating expense accounts and balance sheet accounts, 
with information and instructions, was issued as of Oct. 21, 1908, and 
copies forwarded to all such corporations. 

On Dec. 16, 1908, the Public Service Commission of New York ordered 
all gas corporations to keep their accounts in form prescribed by the Com- 
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mission. The general scheme of accounts issued was similar to that of the 
electrical companies and pamphlets with full classification and information 
were sent to such gas corporations. 

Telephone Companies.—The laws of the State of New York (Ch. 673, of 
the Laws of 1910, Sec. 95, p. 2) provide that ‘‘the commission may estab- 
lish a system of accounts to be used by telegraph corporations and tele- 
phone corporations, which are subject to its jurisdiction, and are required 
to make annual reports to it or classify the said corporations, and prescribe 

-a system of accounts for each class and may prescribe the manner in which 

such accounts shall be kept.’’ On Nov. 13, 1911, the Public Service Commis- 
* sion ordered that a uniform system of accounts be adopted such as prescribed 
by the Commission, and that a copy of such uniform system of accounts for 
telephone corporations be sent to every such corporation in this state. 
The telephone companies were further required to keep their accounts in 
conformity with these orders and printed instructions not later than and 
after Jan. 1, 1912. 

Massachusetts.—Public utility corporations in Massachusetts have been 
under control of that state since 1857 and specific legislation has been en- 
acted affecting the system of accounts of certain public utility corporations. 

Railroad and Street Railways.—Acts of 1876, Massachusetts (Ch. 185. 
Sec. 1), provided that ‘‘the board of railroad commissioners shall before 
the first day of September, 1876, prescribe a system upon which the books 
and accounts of corporations operating railroads, or street railways, shall 
be kept in a uniform manner.’’ With respect to forms of arnual returns 
and changes in such returns, the Acts of 1906 (Ch. 463, Sec. 20) provide 
that ‘‘the board shall prescribe the form for the annual returns to be made 
by railroad corporations and street railway companies may, from time to 
time, make changes and additions in such forms, and shall give to the cor- 
porations and companies one year’s notice of any changes or additions which 
require an alteration in the method or form of keeping their accounts.” 
The Acts of 1913 (Ch. 784, Sec. 12) specify that ‘‘the commission may from 
time to time establish and prescribe a system of forms of accounts to be 
used by the common carriers subject to its supervision, or may classify the 
said common carriers and prescribe a system of forms of accounts for each 
class. The accounts of all such common carriers shall be kept in accordance 
with the forms prescribed. The commission may also in its discretion pre- 

scribe the forms of records and memoranda to be kept by such common 
carriers. The forms of accounts established by the commission and the 
forms of records and memoranda prescribed by it shall conform as nearly 
as may be to the similar forms from time to time established and prescribed 
by the interstate commerce commission.’’ For the above utilities the annual 
reports and classification of accounts are the same as prescribed by the 
Interstate Commerce Commission. 

Gas and "lectric Companies.—For gas and electric companies, acts gov- 
erning accounts were passed in Massachusetts in 1886 and 1887, respec- 
tively. The Acts of 1886 (Ch. 346, Sec. 2) provide that ‘‘Commencing on 
the first day of July in the year 1886 every company engaged in the manu- 
facture and sale of gas shall keep its books and accounts in a form to be 
prescribed by the board of gas commissioners.’’ In 1887 (Ch. 382, See. 2, 
of the Acts of 1887) the foregoing provision for gas companies was extended 
to include electric ight companies. By legislative measure (Ch. 164 of the 
General Laws, Sec. 83) it was further enacted that ‘‘ gas and electric com- 
panies and manufacturing companies and persons ergaged in the manufac- 
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ture and sale or distribution and sale of gas or electricity shall annually, 
on or before such date as the department fixes, make to the department, in 
a form prescribed by it, a return for the year ending on such date as the 
department may from time to time require, signed and sworn to by the presi- 
dent and treasurer and a majority of the directors, of the amount of their 
authorized capital, their indebtedness and financial condition, on the said 
date, their income and expenses during the preceding year, their dividends 
paid and declared, a list of the names of all their salaried officers and the 
amount of the salary paid to each, and the balance sheet of their accounts 
as of said date.” 
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SECTION 10 


—_— 


VALUATION 


PURPOSES OF VALUATIONS.—Valuation principles apply to all balance 
sheets, but aside from the process of interpretation of balance sheet items for 
routine purposes, valuations are made for the following purposes: 


1. Rate regulation of public utilities. 

2. Purchase and sale. 

3. Adjustment of fire losses. 

4. Liquidation, as in bankruptcy and voluntary dissolutions. 
5. Taxation. 


VALUE.—The term “‘value”’ is interpreted in many ways. The director of 
the Valuation Bureau of the Interstate Commerce Commission states that to 
arrive at ‘‘fair value”’ it is necessary to marshal every fact obtainable with 
respect to the present condition and the past history of our railways. The 
concept ‘‘value”’ is usually qualified by the addition of a descriptive term, as 
“fair value,” ‘service value,” “exchange value,” ‘‘going value,” ‘market 
value,” “physical value,” ete. By value economists usually mean ‘exchange 
value,” but no single abstract concept can ordinarily be applied to the practical 
problems with which the accountant deals. In a rate case Chairman Stevens 
of the New York Public Service Commission, Second District, states that value 
in exchange is not the proper basis in a rate case because it depends upon the 
rate. ‘To base the rate upon the exchange value would be generally merely 
to continue the rate, and it would absolutely continue it so far as the value is 
dependent upon the rate. Ifthe change in rate affects the net income, it changes 
the exchange value; and if there be no change in exchange value there can be no 
change in rate.” 

Kester enumerates the following kinds of value: 


1. Cost value. 
2. Market value. 
3. Sales price value. 
4. Reproduction cost value. 
5. Scrap, salvage, junk, or break-up value. 
6. Service value. 
7. Present or depreciated value. 
8. Tangible or physical value. < 
9. Intangible value. 
10. Earning value or earnings—capitalized value. 
11. Liquidation or forced-sale value. 

RELATION OF VALUATION TO ACCOUNTING.—The apparently exact 
results secured by double-entry methods are modified to a greater or less extent 
by the valuation factor. In any valuation there is always an element of error 
present, that is, a valuation is merely an estimate, and actual value, in many 
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instances, is what the assets turn out to be worth as factors in production of 
salable products, which is difficult or impossible to forecast. However, as long 
as valuations are carried out on uniform principles, the results are not affected 
so far as value for comparative purposes is concerned. It is for this reason that 
in some cases it is desirable to avoid current market fluctuations in making 
valuations. E. G. Prettyman,! writing on farm accounting, describes these 
bases as follows: 

There are two systems of valuations either of which can legitimately be followed. 
The first, and, in my opinion, the wisest method is that of keeping the value of all crops 
and stock at a uniform level which would usually represent their cost or value when the 
farmer entered, and which would, in most cases, be what is now known as pre-war value. 
So long as the valuation is uniformly maintained at this level, any sales at a higher or 
lower figure afford an accurate comparison from which profit or loss can be deduced, 
either for the farmer’s own information or for income tax purposes. Also any profit 
or loss arrived at in this way practically coincides with the actual cash profit or loss, 
as a result of which income tax only becomes payable when there is actual profit, and 
when there is an actual loss a rebate is obtained. 

The other system is equally correct and perhaps more orthodox in principle, but is 
not, in my opinion, so satisfactory. It is to prepare the valuation annually according 
to the prices ruling at the moment. A valuation so made is liable to the errors referred 
to above, although the first of them is reduced to a minimum; but, for the reasons given, 
I am of opinion that fhis advantage in no way compensates for the loss of uniformity. 
A valuation prepared on this basis brings into account for income tax purposes any 
increase or decrease in the value of stock and crops, including those which are not sold 
but remain permanently or are consumed on the farm. This tends to inflate profits at 
a time of rising prices and to accentuate losses when prices are falling; these profits or 
losses may never materialize, although they would become a reality in any accounting 
year during which the farmer quitted his holding, but this does not affect the argument,’ 
as the subjects valued would then be converted into actual cash and would be accounted 
for accordingly. 


VALUE vs. COST.—Some writers see a close relation between cost and value, 
but in valuations for rate purposes other considerations than cost are involved. 
As a result, various valuation theories have been evolved. No court assumes 
that cost as shown by cost of property account in the balance sheet represents 
fair present value or even money actually invested. Abandonments, improve- 
ments, consolidation, and reorganizations, issue of securities at other than par 
value, and so on, make such an assumption untenable. 

In general, the various valuation theories which have been evolved represent 
modifications of the original cost theory and the cost of reproduction new theory. 
Owing to recent price tendencies, the former is favorable to the public, the 
latter to the utilities. As a result, the earlier tendency to emphasize original 
cost has been displaced by a tendency to emphasize cost of reproduction, due 
weight being given to local circumstances. 


VALUATION AFFECTED BY PURPOSE.—It is generally conceded 
that the method of treating intangible elements in valuations should vary 
with the purpose of the valuation. A valuation for rate-making or sale may be 
higher than one for purposes of security issue or taxation. Sometimes the 
cost of physical property should be excluded in making valuations for taxation, 
because such cost is in itself a form of tax. Paving is an illustration. Donated 
property may be included for purchase or taxation, but be excluded in fixing 
rates. Sometimes items are included to which a company does not possess a 
legal title, as where pavement and piping are altered when a railroad is con- 
structed through a city. 


1 The Accountant, Feb. 10, 1923, p. 237. 
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Valuation of Utilities 


VALUATION FOR TAXATION vs. VALUATION FOR RATES.—Com- 
missioner Wood, of the Indiana Railroad Commission, says: 


With reference to taxation values in the State of Indiana, we hold that this is not 
the value upon which the carriers can claim a rate. We hold that they are entitled 
to earn and pay to the State whatever assessment is made against them, no matter on 
what method the assessment may be made, and that the amount paid must be allowed 
to them just as the cost of operation is allowed to them, but on the other hand, the tax- 
ation value is not the value upon which to base the rate, but the rate must be based 
upon the amount which they have invested, and not otherwise.” 


Some cases hold value for rate purposes and value for condemnation or 
purchase to be the same. In one case* it was said: 


It is true that this was a condemnation proceeding, and the question was to deter- 
mine what was just compensation for the appropriation of corporate property toa 
public use, while the case before this court relates to the fixing of water rates which shall 
be a just compensation for the appropriation of complainant’s property to a public use. 
It is not perceived that there is any difference in the principles applicable to the two 
case;, and this appears to have been the view of the Supreme Court in San Diego Water 
Co. v. San Diego.4 


VALUATION FOR RATES AND PURCHASE vs. VALUATION FOR 
CAPITALIZATION.—A close relation may exist between value for rates and 
for purchase on the one hand, and value for capitalization on the other. This is 
true when valuation for rates and purchase is based on cost. If valuation for 
rates or purchase is based on reproduction cost, there is little similarity between 


them. As nearly as possible, cost and value for purposes of capitalization should 
correspond. 


VALUATION FOR RATES vs. VALUATION FOR PURCHASE.—In 
Fuhrmann v. Cataract Power & Conduit Co.,° it was stated that the difference 
between value for rates and value for purchase is that in the former case the 
question is how much has been put into the property;-in the latter, how much 
can be gotten out of it. 


In Public Service Gas Co. vy. Board of Public Utility Commissioners,’ Judge 
Swayze says: 


The two bases of valuation may properly be different, since upon a sale or condemna- 
tion the probability of an assured income and a continuance of the existing rates enters 
into and affects the exchange value; while in the case of a valuation for the purpose 
of fixing a rate, the question is what valuation and rate will tempt the investment of 
capital, and to what extent existing rates may with justice be lowered. 


VALUATION FOR RATES vs. VALUATION FOR TAXATION.—That these 
are not the same is the contention of the Supreme Court of the United States 
in the Missouri Rate Cases.1. The New Hampshire Public Service Commission 
agrees: ; 


. for the reason that, in making assessments for purposes of taxation, elements 
may properly be taken into consideration which are entitled to no weight in fixing a 
valuation for rate purposes. For example, under the decision of the Supreme Court 
of New Hampshire in the case of Fitchburg R. R. v. Prescott,’ it is held that the franchise 


2 Quoted in R. H. Whitten, Valuation of Publie Service Corporations, Vol. I., p. 7. 
3124 Fed. 574, 594-595. 

4118 Cal. 556, 50 Pac. 633, 38 L. R. A. 460, decided Oct. 9, 1897. 

5 30PV 8: Ci. 2d Di iGNeY.)) 6b6e 

§ 87 Atl. 651. 

7230 U.S. 474. 

847 N. H. 67. 
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of a corporation should be included in an assessment for the purposes of taxation. 
A franchise is a grant from the public, and it would seem clear that it ought not to be 
made the basis of charges against the public. 


It has been said that ‘‘ Value is meaningless unless made with reference to 
some particular object.” 

G. F. Swain, in his report to the Massachusetts joint board on validation of 
assets of New York, New Haven & Hartford Railroad Co., says: 


The treatment of depreciation, and of abandoned property in particular, should 
reasonably differ according to the purpose of the appraisal . 3 i 

If the object is to justify existing capital, or to serve as a basis for the issue of new 
securities, or to fix rates of service, it seems reasonably clear, however, that*depreciation 
should not be allowed for. 


There is no inherent inconsistencv in using one method of valuation for tax purposes 
and another method for rate purposes. . . . Methods of ad valorem taxation must 
be worked out with an eye single to what is just and practicable in taxation, and 
methods of valuation for rate purposes must be worked out with an eye single to what 
is just and constitutional in rate-making. 


The above quotations represent the best thought on the subject. 


VALUATIONS FOR RATE-MAKING.—This is the basis of governmental 
regulation of utility companies. The question of rate regulation first came 
before the United States Supreme Court in the Granger Cases in 1876. Acts 
regulating rates were upheld on ground that property was affected with a public 
interest, that regulation of rates was a legislative function, and that the courts 
were powerless to prevent abuse of this function by the legislature. This doctrine 
was soon modified and later abandoned. In 1886, Chief Justice Waite said:}° 
“Tt is not inferred that this power of limitation or regulation is itself without 
limit. This power to regulate is not a power to destroy, and limitation is not 
the equivalent of confiscation.”’ Yet in 1888, Justice Gray said: ‘The court 
has no means, if it would under circumstances have the power, of determining 
that the rate of 3 cents a mile fixed by the legislature is unreasonable.” 
However, in 1890 the Supreme Court held’ that it necessarily rests within the 
jurisdiction of courts to determine the legality of a rate fixed by a legislature 
or by a commission. In 1898 it was definitely decided!’ that a ‘‘fair return”’ 
on ‘‘fair value’ of property used in public service is the chief basis for deter- 
mining reasonableness and constitutionality of rates charged. 

In Smyth vy. Ames, the United States Supreme Court enumerated six things! 
+0 be considered in determining fair value. Among these were: ‘original cost of 


construction,” ‘present as compared with original cost of construction,” and 
“sum required to meet operating expenses.” It was suggested that other than 


the six factors enumerated might require consideration. 


VALUATIONS FOR CAPITALIZATION.— Until recently, but little super- 
vision was exercised over issuance of securities by public service corporations. 
As aresult there have been instances of inflation and stock-watering. Investors 
have been at a loss to know what was the real equity behind their holdings. 
Control of security issues is an outgrowth of rate control. 

Certain principles governing security issues have been developed. In general, 


994 U.S. 113. 

10116 U. S. 307, 331. 

11125 U.S. 680. 

12134 U.S. 418. 

13 Smyth v. Ames, 169 U. S. 466. 

14 See Saliers’ Depreciation, Principles and Applications, p. 48, 
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public utilities are not permitted to issue securities to obtain funds to con- 
struct facilities not needed or which duplicate facilities already in use. If a 
sale of securities is needed, the discount, if any, at which they are sold and the 
manner in which funds secured from their sale are to be expended are prescribed. 

Valuations for capitalization and issuance of securities are closely related 
to the problems of depreciation and obsolescence. If public service commis- 
sions are to have adequate control over security issues, they must also have 
control over depreciation rates and the policy regarding obsolescence and inade- 
quacy. 

Thé Public Service Commission of New York, First District, ordered the New 
York Railways Co. to reserve 20% of its operating revenues for maintenance and 
to reserve for depreciation what was not required for repairs and current upkeep. 
Its predecessor, the Metropolitan Street Railway Co., collapsed largely because 
of failure to maintain property out of earnings. Renewals had been financed 
successively through bond issues which were so pyramided that they placed a 
great and disproportionate burden of fixed charges upon the company. ‘The 
New York Court of Appeals reversed the decision of the lower court on grounds 
not of unreasonableness but because the law did not expressly grant to the Public 
Service Commission the control of financial policies of utilities. The natural 
solution of the problem is legislation which grants rate-determining power to the 
commissions. For a detailed discussion of valuations for capitalization, see 
Chs. XVIII-XX of Saliers’ ‘‘ Depreciation, Principles and Applications.” 


VALUATIONS FOR TAXATION.—Rules governing tax valuations depend 
upon tax laws. Fundamentally, such a valuation must be a valuation of real 
estate, a capitalization of net earnings which is equivalent to a going-concern 
valuation, or else a franchise valuation made to determine the amount of a 
franchise tax. 

It is often admitted that tax values of physical property ought to be placed 
below capitalization values, to prevent overtaxation of tangible property. In 
St. Paul it was shown that tax values were about 60% of normal selling prices. 

In 1900, in Michigan a valuation of railroads was made for taxation purposes. 
Reliance was placed upon estimates of appraisers and real estate experts. To 
cover special value of railroad lands, an increment was added to the results 
secured by the experts. Practice of applying multiples to railroad property 
has since been followed frequently. In 1911, New Jersey made a valuation of 
railroads for tax purposes, reliance being placed largely upon assessed values of 
adjoining lands. An amount of 7% was added to represent administrative cost 
and interest, but in making its final estimate of right-of-way values, the state 
board doubled the values determined by the expert. 


VALUATIONS FOR PURCHASE.—A utility property may be sold to a 
city or to another corporation. A valuation to determine purchase price may 
be necessary. Sometimes utilities operate under franchises providing for sale 
to the municipality at expiration of a given period and under terms requiring a 
valuation of plant. Sometimes the franchise is an item in a valuation and in 
such eases its cost only is an allowable item. 

Commissions and courts have tried to evolve principles governing such valua- 
tions. Thus Wisconsin Railroad Commission usually includes value of pave- 
ment over mains, although excluding it for rate purposes. The Supreme 
Judicial Court of Maine, in a municipal purchase case, says that ‘‘a fair rate— 
usually the prevailing rate—of interest upon the money invested in the plant 
during construction, and before completion, is as much a part of the cost of con- 
struction as is the money itself which is expended for materials and labor,” 
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Bases of Valuation of Utilities 


Certain more or less well-defined bases of valuation for rate-making, taxation, 
purchase, and capitalization have been established. So far as they relate to 
the valuation of public utilities, they may be said to have been formulated to 
protect property under the federal constitution. 


ACTUAL COST.—This will be considered as a basis of valuations for rate- 
making, capitalization, taxation, and purchase. 

1. Rate-making.—The term may mean total cost to date regardless of whe- 
ther all units purchased are in existence today, or it may mean merely original 
cost of existing units. Its use requires correct distinction between capital and 
income. If accounting records were kept without error, book value would indi- 
cate actual cost; but usually book value is not a dependable guide. Frequently 
the discrepancy between cost and value is so great that actual cost does not 
greatly influence valuations. Until recently, in public utility valuations, the 
tendency has been to include in fair value accretions arising from natural com- 
munity growth, as well as those received in form of donations. Land gives rise 
to large discrepancies between cost and value where value means present market 
value or replacement value. In 1900, real estate of the Illinois Central, book 
value $200,000, was valued at $34,000,000. In 1894, the United States Supreme 
Court found actual cost greater than reproduction cost, but held that this 
“actual investment ... . is not to be ignored, even though such sum is far in 
' excess of the present value.’’!5 Actual cost was strongly upheld in San Diego 
Water Co. v. City of San Diego.16 The Wisconsin Railroad Commission holds no 
single standard, but always considers actual cost data when available. In 1910 it 
said: ‘‘ For rate-making purposes the actual total investment in the enterprise, 
subject to certain qualifications, seems to be the basis for determining the reason- 
ableness of the charges that may be exacted of the public.” 

The New York law requires the commission, in fixing charges on gas and elec- 
tricity, to ‘give due regard among other things, to a reasonable average return 
upon capital actually expended.’’ The Interstate Commerce Commission, in 
Advances in Rates (western) Case, 1911,” said that the nearest approximation 
to a fair standard is ‘‘bona fida investment.’’ The New Hampshire Public 
Service Commission says that ‘‘a rule equitable alike to investors and the public 
would seem to be that property dedicated to the public use shall neither increase 
nor decrease by reason of any change in its cost of reproduction, but shall con- 
tinue to earn a full return upon the amount honestly invested therein.’’ But in 
the Minnesota Rate Cases, Justice Hughes said: ‘It is clear that in ascer- 
taining the present value we are not limited to the consideration of the amount 
of the actual investment,” and, ‘‘The property is held in private ownership 
and it is that property, and not the original cost of it.” 

Depreciation reserves are almost invariably set up on a cost basis. They 
represent withholding of replacement funds from income before they are re- 
quired to make replacements. If these are invested in extensions and better- 
ments, Property account is increased, also its earning capacity. 

Federal courts have decided that where properties are unable to set up 
reserves to amortize cost of worn out equipment, they may retain it in “fair 
value” until increased earnings permit writing it off. The Interstate Com- 
merce Commission has followed this practice. Practice of state commissions is 


15 64 Fed. 165. 

16 118 Cal. 556. 

17 20 I. C. C. R. 307. 
18 230 U, 8S, 352, 
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not uniform. The best reasoned decisions of state commissions permit inclu< 
sion of unearned depreciation in fair value. The Wisconsin Commission usu- 
ally includes unearned depreciation and other losses in determining fair value, 
so long as result secured does not exceed cost of reproduction of property. 
Since so many companies have been unable to earn depreciation, this amounts 
to the adoption of a standard of valuation which does not deduct depreciation 
to determine fair value. Since depreciated value of well-financed utilities is 
from 75% to 85% of cost of reproduction, significance of above from point 
of view of constitutional prohibition of confiscation of property is evident. 

2. Capitalization—Massachusetts first undertook systematic control of 
security issues of public service corporations. In general it has followed the 
policy of permitting issuance of stock of public service corporations for cash only 
and not below par. In connection with security issues commissions frequently 
find it necessary to value existing properties. The logical procedure is to 
determine values for capitalization, then base rates on those values. In such 
a pian depreciation must be considered, both in the original valuation when 
values are fixed as a starting point for future operations and as a continuing 
circumstance after such valuation has been made. In case of long-established 
companies difficulties in way of making actual cost the basis for capitalization 
are same as those in the way of making it a basis for rates. 

Approval of a security issue is not necessarily a guaranty of fair return. 

In the Metropolitan Reorganization Case the valuation was for capitaliza- 
tion purposes. Folly of retaining obsolete or obsolescent property at original , 
cost was shown. Within 20 years many miles of track had fallen into disuse. 
Obsolescence was illustrated in the inefficient horse-car service. Failure to pro- 
vide for future replacement of existing equipment necessitated the issue of new 
securities for purchase of electric equipment, thus resulting in overcapitaliza- 
tion. The commission held that securities for property now non-existent should 
be amortized. 

3. Taxation—Basis of valuation for tax purposes depends on tax laws. 
Usually actual cost is not the basis. Franchises are usually valued by the net 
earnings rule. 

4. Purchase.—Usually actual cost is not the controlling factor in a valuation 
for public purchase. Depreciation is usually considered, but it is deducted 
from cost of reproduction, not from cost. Where franchise or going concern 


value is considered and is determined on basis of earnings, actual cost basis is 
necessarily abandoned. 


REPRODUCTION COST.—This is cost of reproducing a property new on 
basis of current prices. It is usually customary to average prices over a period, 
say 5 years, preceding date of valuation. The plant is usually assumed to be 
reconstructed from materials and equipment in every respect the same as used 
in construction of the actual plant. But sometimes a sybstitute plant of equal 
capacity is assumed. Either present or original conditions may be assumed. 
Ordinarily it is fairest to assume reproduction under conditions actually existing 
at time plant was constructed. Reproduction cost may be either greater or 
less than actual cost, depending on price tendencies and skill used in erecting 
existing plant. Difficulties of applying the reproduction cost method have been 
expressed by the United States Supreme Court as follows:20 


Moreover, it is manifest that an attempt to estimate what would be the actual cost 
of acquiring the right of way if the railroad were not there is to indulge in mere specu- 
lation. The railroad has long been established; to it have been linked the activities of 


12 P. §. C. R. (1st Dist. N. Y.), Case No. 
20184 Fed. 765, WMigraetle:. 1905. 
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agriculture, industry and trade. Communities have long been dependent upon its 
service, and their growth and development have been conditioned upon the facilities 
it has provided. The uses of property in the community which it serves are to a large 
degree determined by it. The values of property along its line largely depend upon 
its existence. It is an integral part of the commercial life. The assumption of its 
non-existence, and at the same time that the values that rest upon it remain unchanged, 
is impossible and cannot be entertained. 

In many cases it is impossible to secure satisfactory estimates from expe- 
rienced engineers. In many instances depreciated condition of properties makes 
it necessary, in arriving at present or fair value, to make deductions from repro- 
duction cost for depreciation, so that reproduction cost less depreciation is a 
corollary proposition. Commissioner Thelen of the California Commission 
says: ‘‘Cost of reproduction of a property is to be considered merely because it 
serves as an indication of what has been invested in the property, and not what 
the property is worth, as worth is generally understood.” 

1. Rate-making.—The field is divided into two groups of advocates: (a) 
those who make reproduction cost the basis of valuation, and (b) those who 
make reproduction cost less depreciation the basis. 

Reproduction cost less depreciation has been upheld by the following: 


Oklahoma Supreme Court In Re Pioneer Telephone & Telegraph Co. v. 
Westenhaver (Jan. 10, 1911). 

New York Public Service Commission, First District, In Re Metropolitan 
Street Railway Reorganization (Feb. 27, 1912). 

The Supreme Court of the United States in Knozville v. Water Co... (212 
U.w:.L); 

R. H. Whitten, in “‘ Valuation of Public Service Corporations” (1912), Vol. 
fp: 309... 

Special Committee of American Society of Civil Engineers in tentative 
report, ‘Valuation for Purpose of Rate-Making.” 

The opposite side has been defended by A. C. Humphreys in “ Proceedings of 

| American Gas Institute,’ Vol. VIII, Part H, p. 521. 


Reproduction cost taken in connection with depreciation has been the most 
important single factor in valuations for rates. Earlier tendency to make it 
outweigh all the other factors has been toned down. It was rejected by the 
United States Supreme Court in the Missouri Rate Cases, also by the Cali- 
fornia Commission as a means of throwing light on investment in property. 
In the Chicago Gas Case (1911),2! cost of reproduction new was approved on the 
ground that the “ company in this case has charged operating expenses annually 
with an amount which is deemed sufficient to offset the depreciation.” It was 
approved by the Wisconsin Commission in City of Whitewater v. Whitewater 
Electric’ Light Co. ‘since although the investment may apparently be dimin- 
ished by failure to provide for depreciation and by the payment of this money 
to owners or stockholders, in reality the investment is not diminished, because 
of the necessity of replacing the plant, in the absence of a depreciation fund, from 
the property of owners or stockholders.”” In Hill v. Antigo Water Co., the Com- 
mission stated that it might under certain conditions deduct depreciation 
from cost of reproduction, and explained that this might be done where a com- 
pany has had rates ample to cover all operating expenses, including depreciation, 
and to afford also a fair amount for interest and profits but where the amount 
collected for depreciation has been distributed to stockholders. 

The rule employed in the majority of rate cases has been reproduction cost 


21 R. H. Whitten, Valuation of Public Service Corporations, Vol. I, p. 365, 
226 W. R. C. R. 132, 1388 (Dec. 16, 1910). 
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less depreciation, but it has been simply a plan of procedure subject to constant 
modification and, sometimes, to rejection. : Bee 

Since a deduction from cost of reproduction to cover depreciation is impor- 
tant, it is necessary to determine what such deduction shall cover. In tentative 
valuation of Texas Midland Railroad by Interstate Commerce Commission, 
cost of reproduction was found to be $3,627,313, and depreciation deduction 
$854,584, or 23.5% of reproduction cost. In tentative valuation of Atlanta, 
Birmingham & Atlantic Railroad, cost of reproduction was found to be $26,446,- 
411, and depreciation deduction $13,746,188, or nearly 52% of reproduction 
cost. In tentative valuation of Kansas City Southern figures were: reproduc~ 
tion cost $47,015,814, depreciation deducted $7,148,722, or slightly over 15% of 
reproduction cost. In one case the New Jersey Commission deducted 6.6% for 
physical depreciation only. In the Texas Midland valuation, the Interstate 
Commerce Commission allowed 50% of replacement cost for ties. No reduc- 
tion was made for engineering and grading. For most items a normal service 
life was assumed and they were then depreciated on basis of expired life. 

2. Capitalization—Capitalization value is usually equivalent to cost; con- 
sequently cost of reproduction is not usually regarded as a proper base to 
determine capitalization. value. Capitalization is an accounting problem and 
usually refers to cost. It is a measure of proprietorship, not of value. 

3. Taxation.—In 1900-1901, Professor M. E. Cooley appraised the Michigan 
railroads for tax purposes. Reproduction cost less depreciation was used but 
overhead was not depreciated, except that allowance for contingencies was 
reduced about 18%. Ohio, Wisconsin, South Dakota, and New Jersey have 
made physical valuations of railroad property, present value being determined 
by deducting depreciation from cost of duplication. E. M. Bassett, ex-Commis- 
sioner of Public Service Commission of New Jersey, First District, says: 

“Tf it is decided that a public utility should be taxed on its total value as a 
going concern—that is, its commercial, market or sale value—then franchise 
and going value will be included. If, on the other hand, the public utility plant 
is to be taxed precisely as other real estate, the cost of reproduction less depre- 
ciation will be the basis.” 

A study of assessed valuation, cost of reproduction new, and par values of 
stocks and bonds made of Wisconsin railroads showed that in some cases cost of 
reproduction new was two or more times as great as assessed valuation, as 
determined by estimate by the State Tax Commission. In other instances 
the Commission’s estimate of value fell below cost of reproduction new. 

4. Purchase.—The reproduction cost basis has been used in modified forms 
in valuations for public purchase. Valuation for public purchase is in many 
respects analogous to valuation for rates, being based on the same constitutional 
principle, viz., that private property should not be confiscated. Whereas in 
valuations for rates there are two primary factors, value and rate, in valuation 
for purchase there is but one, value. Certain items may be included in a purchase 
valuation which should be excluded in a rate valuation... The Wisconsin 
Commission usually includes value of pavement over mains in purchase valua- 
tions but excludes it; in rate valuations. The Wisconsin Supreme Court says 
that in arriving at cost of reproduction for purposes of public purchase, such 
cost shall be considered as ‘‘ would be necessarily incurred by a reasonably pru- 
dent and careful man, using ordinary careful business methods, in reproducing 
a plant of equal efficiency.” 

Interest during construction is usually included in both rate and purchase 
valuations. In laying down rules for an appraisal for municipal purchase, the 
Supreme Judicial Court of Maine included ‘‘a fair rate—usually the prevailing 
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rate—of interest upon the money invested in the plant during construction, and 
before completion” as a part of cost. 

In National Telephone Co., Ltd., v. His Majesty's Postmaster-General (1913) ,?% 
the basis was nearly equivalent to reproduction cost of physical property less 
depreciation. A fundamental cost was agreed upon which corresponded to 
cost of reproduction less depreciation, except that it included casualty insur- 
ance, an item of small importance in the aggregate. 

In appraisal of Gloucester Water Supply Co. (1899-1901), cost of duplication 
less depreciation was basis of valuation, but an allowance was made for going 
concern of 13% of total. 

MARKET VALUE.— Market value plays an important part in tax valuations. 
In rate valuations it is often rejected because market value depends on rates. 
Market value disregards money invested. It has been recognized as a factor in 
valuations by the United States Supreme Court. It has been made the basis 
of railroad valuation by the Washington Railroad Commission. 

1. Rate-making—Market value is sometimes an important factor in deter- 
mining reproduction cost, because reproduction costs are usually assumed to be 
what market values of land and materials are at time cost of reproduction is 
determined, or what they average over a period of years. Sometimes market 
value is assumed to be increased by a multiple because of the additional value 
given to it by its newly assumed use. For detailed consideration, see Minnesota 
Rate Case, 256 U. S. 352; also Saliers’ “Depreciation, Principles and Applica- 
tions,’ pp. 396-398. 

The St. Louis Public Service Commission appraises land at present market 
value but employs actual or original cost in valuing equipment. 

The Interstate Commerce Commission ascertains present value of land by 
multiplying number of acres of land owned or used by carrier for purposes as a 
common carrier by present market value per acre of “similar, adjacent and 
adjoining lands,’’ due allowance being made for ‘‘peculiar adaptability of the 
land to railroad use.” It rejects use of multiples to find ‘railway value,’ fol- 
lowing the lead of the Supreme Court in Minnesota Rate Cases. 

The Washington and California Commissions, reversing earlier practice, 
have rejected use of multiples. 

In land values depreciation is not ordinarily a matter to be considered. 
Appreciation is more important. In determining it, courts and commissions 
tend to reject use of multiples and, in some instances, cost of reproduction as 
determined by valuations of adjoining lands. . 

In finding market value of wasting assets the depreciation problem is a 
question. of facts. If depreciation has been earned and the reserve is intact, 
it ought to be deducted to arrive at value for rate purposes. If it has been 
earned and distributed to stockholders, it ought to be deducted; but if, under 
good management, the utility company has been unable to earn depreciation, 
it ought not to be deducted in ascertaining fair value. 

2. Capitalization.—Capitalization is an accounting problem. Accounting 
proceeds from a cost basis. But there are departures from this general rule. 
Sometimes cost cannot be determined. Sometimes it is so far out of conso- 
nance with existing conditions that to adopt it is unjust. 

The New Hampshire Commission says that the price obtained at a sale 
helps to determine fair present value for capitalization purposes. 

The Michigan Commission hoids that fair market value as represented by 


28 #. H. Whitten, Valuation of Public Service Corporations, Vol. II, pp. 1039-42. 
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initial cost plus certain developmental expenses is the proper basis of capitali- 
zation. In one case this was: 


Oniginallland«costas: steamer ete: $ 500,000 
Servicewnracguiminmon sf ches cere 500, 000 
Interest-during purchases. .........c. ye 150, 000 
Cost Om promovioney wi Te ee eee 500,000 

otal eee hy tee | ARES ST | ee $1,450,000 


In 1894 Texas made an appraisal to regulate security issues. Right of way 
and real estate were valued on basis of current market value of immediately 
adjoining territory. r 

When market value is made the basis of capitalization, the depreciation 
rese. ve, if earned, should be deducted from total market value. If, under 
good management, it has not been earned, it should not be deducted. If it 
has been earned but distributed, it should be deducted. 

Where market value is determined, not on basis of earning power but on 
basis of cost, and allowance is made for depreciation, the reserve should not 
be deducted. 

3. Taxation.—Market value has been an important factor in valuations for 
tax purposes. In Michigan an appraisal was made for tax purposes in 1900. 
Multiples were employed for the first time, being applied to values ascertained 
by experts. Percentage added varied from 100% to 300%, with an additional 
fixed charge of $3 to $8 per acre to cover costs of acquisition, etc. Results 
being unsatisfactory, another valuation was made in 1902. To determine 
actual costs of buying land, county records were studied and abstracts made 
of all transfers over a preceding period of 10 years, and average price paid 
per acre for various classes of land was computed. This was compared with 
transfers of improved and unimproved lands adjacent to railroads. The results 
showed that the earlier valuation undervalued real estate owned by railroads. 

In 1903 the Wisconsin Commission made an appraisal for tax purposes. 
As added precaution the Commission applied to average transfer price per 
acre a percentage representing ratio of average assumed value of land ina given 
locality to average price paid for that land. 

In Wisconsin railroads must pay true average rate of taxation on market 
value of property.24 This is interpreted as being the amount that could be 
realized from sale of that property under normal conditions. 

In 1911 New Jersey appraised railroads for tax purposes, placing reliance 
chiefly on market values of adjoining lands. An amount of 7% was added 
for incidental costs. 

Sometimes market value is secured by capitalization of net earnings. In 
tax valuations it is more usual to base value on comparisons of sales of prop- 
erty located similarly to that being valued. Where net earnings method is 
followed, current depreciation is a factor because its deduction is necessary 
to a correct statement of profits. 

4. Purchase.—Market value is not usually the chief factor in public purchase 
appraisals. To accept it as the basis would be to capitalize present earning 
capacity, which is based on rates, and may represent too great or too small 
a return on a fair valuation. 

DEPRECIATION RESERVES IN VALUATIONS. 
have not established depreciation reserves, 
are equivalent to depreciation, 


—Most utility companies 
going on the theory that repairs 
or have set up inadequate reserves. A company 


24 Wisconsin Statutes, 1915, Ch. 51) 14, 
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should receive a fair return, not on depreciated value of original plant, but on 
its cost plus or minus any amount which various considerations may make 
equitable. A return ought not to be earned on the reserve because it offsets 
accrued depreciation which is not deducted in the balance sheet. The amount 
reserved is the property of the company returned through the rates to offset 
acerued depreciation on plant but which has not been deducted from cost. 
If accrued depreciation were deducted from plant in determining fair value, 
then, on the contrary, extensions financed out of depreciation reserves ought 
+0 be included in fair value. 

Corollary considerations: 


1. When revenues have been insufficient to afford a fair return and also 
establish depreciation reserves, so that no reserve has set up. 

2. When revenues have been sufficient to afford a fair return and also 
establish depreciation reserves, but no reserve has been set up. a 

3. When the reserve is employed to amortize capital. 

Tf, in (1), accrued but unearned depreciation is deducted in determining fair 
value, investment is depleted, because no offset to accrued depreciation exists 
in form of extensions, betterments, or investments, paid out of the reserve. 
The company has consumed capital to pay running expenses and no allowance 
is made for this in fixing fair value. If the depletion in capital results from 
mismanagement, the loss should not be capitalized; otherwise it should be 
included in fair value. 

When, as in (2), depreciation has been earned but distributed, it should be 
deducted from cost in determining fair value. Not to deduct it is to permit 
the company to capitalize that which it has returned to its stockholders. 

When, according to (3), the reserve is employed to amortize capital, depre- 
ciation should be deducted to determine fair value. The legitimate use of the 
reserve is to offset accrued depreciation. If used to amortize capital, equity 
of owners is reduced to that extent. They cannot expect to secure a return 
on what they originally invested, for allowance should be made for what has 
been returned to them. 


Valuation of Commercial Plant 


COST THE USUAL BASIS.—In most commercial balance sheets, values are 
shown as cost or as adjusted cost. The primary evidence of cost is the purchase 
invoice, but it is usually necessary to consider less definitely ascertainable ele- 
ments also. Proper segregation of capital and revenue is a factor. 

CAPITAL AND REVENUE.— Capital expenditures are those which should 
result in the increase of asset accounts, although they may result indirectly in 
the decrease of a liability. Revenue expenditures are those which should result 
in charges to expense accounts. 

Capital receipts are funds received from sale of capital stock or fixed assets. 

Capital expenses are those incurred in providing capital needs. 

ORGANIZATION EXPENSES.—These are a group of capital expenditures 
incurred to place a concern on a going basis. As soon as enough revenue is 
accumulated to write them off, they should be considered as revenue expen- 
ditures. They constitute capital expenditures at time of incurrence because 
no other than capital funds are available. 

MAINTENANCE.— After a concern begins to produce revenue, it is necessary 
to distinguish capital from revenue. The chief difficulty arises in connection 
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with repairs, renewals, replacements, and betterments. The dividing line 
between capital and revenue expenditures must sometimes be closely drawn. 
More or less arbitrary working rules are sometimes followed. 

A. L. Dickinson defines repairs and renewals as follows: 

Repairs.—This should include all current expenditures recurring from day to day 
and from month to month on the general upkeep of the existing property without the 
renewal of any substantial part thereof, and generally all periodic repairs which are 
necessarily undertaken within, say, one year. 

(This caption will, of course, include certain renewals of small parts, etc., such as 
would be necessary to continue the useful life of any unit of building, plant, or machinery 
over the estimated period of its life.) 

Renewals.—This should include all expenditures incurred in renewing, in whole or 
in part, any unit of building, plant, or machinery, which tends to extend its useful life 
beyond the average term. These expenditures would in general be those which would 
only occur at long intervals of two or three years, and whose effect would last for a 
number of years afterwards. 

Replacement has been defined as ‘“‘the act of replacing a plant unit which 
is going out of service, with a substitute which may be either identical with the 
unit replaced or different from it.” 


TREATMENT OF RENEWALS.—Adequate maintenance requires constant 
repairs and replacements. When a new part is substituted for an old one, the 
question of betterment arises. If the new costs more than book value of the old, 
a betterment results measured by the excess. Renewal of machine parts presents 
a more difficult question because the original cost of parts must be estimated, 
neither is its depreciated value exactly known. Certain working rules should be 
adopted. Kester suggests that only when renewal involves an expenditure of 
$5 or more should an attempt be made to determine the amount of betterment, 
every expenditure under $5 to be charged to expense. The Chicago Traction 
System makes $200 the minimum charge to capital or renewals, all lesser charges 
being made to income even though in reality capital expenditures. 

Cost-cutting changes should be charged to capital or revenue, accordingly as 
they do or do not increase earning capacity. When such costs are capitalized 
they should be rapidly depreciated. The best practice is to handle items of this 
kind as deferred charges under suitable descriptive caption, instead of as 
charges to the asset account, where their nature is soon lost from view and the 
need of a high depreciation rate forgotten. 

All assets subject to depreciation are in the nature of a deferred charge. ‘To 
meet this condition,” says I. 8S. Eaton, ‘we arbitrarily designate certain 
expenditures whose effect infinitely outlasts the immediate earning period as 
‘capital,’ and then in the same arbitrary way, through all subsequent vicissi- 
tudes, we hold them to their first value by maintenance, renewal, and depre- 
ciation charges which are borne by other expenses.’’ 

Separation of expenditures or basis of capital and revenue should be properly 
authorized, the authority taking the form of a journal voucher. 

Construction costs sometimes properly invol've capitalization of repairs 
because all costs necessary to bring a plant to operating condition ropresént 
capital expenditure. Among these are: interest on borrowed money, engineer- 
ing, supervision, legal expenses, taxes, and overhead. he 

The correct application of the above principles leads to the exclusion ‘rom 
the asset side of the balance sheet of items which cannot be properly capitalized. 


GROUPING OF ASSETS FOR VALUATION PURPOSES.—For this pur- 


pose Kester lists assets as current, deferred charges to o i 
‘ er 
and says, in effect; : 4 ik tal, panels 
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1. Current assets should be valued on basis of cost or market, whichever 
is lower. Speedy realization of current assets by conversion into cash is 
the aim; cost, if lower than market, should be the valuation base. 

2. In case of deferred charges to operation, the principle is simply the 
equitable proration between periods on going concern basis. 

3. Fixed assets should ordinarily be valued on basis of cost less depre- 
ciation. Market values have no effect, because to a going concern 
they are worth cost less proportion thereof used up. 


Originat A 
valve. 


boe/ve. 


valve of time 
of discard. 


Life in Years. 


Form 1. Chart Showing Actual and Theoretical Depreciation 


Valuation is not an exact science, consequently balance sheets are to a certain 
extent expressions of opinion. In balance sheets, content is more important 
than form. Consequently the need of using care in applying valuation prin- 
ciples is great. 

FROBLEM OF DEPRECIATION IN VALUATION.—The depreciation 
problem arises in connection with valuations through the necessity of distin- 
guishing capital and revenue. The correctness of both income statement and 
balance sheet are involved. It is necessary to distinguish between depre- 
ciation principles as applied to conservation of investment and as applied to 
determining valuation for current purposes. Preservation of investment is 
secured, for practical purposes, if original cost of an asset is returned through 
revenues during its life, but since various schemes of charging off depreciation 
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require its writing off at different rates at given periods in the life of an asset, the 
amount reserved at a given time depends upon the method employed to ascer- 
tain the charge. In any case, the amount established by an arbitrary method is 
theoretical depreciation, whereas actual depreciation is that established by 
actual examination and consideration of all factors which have a bearing on 
value when considered as a question of practical expediency. Theoretical 
depreciation is related to the problem of financing, whereas actual depreciation is 
related to present usefulness. Form 1, adapted from Floy’s ‘Value for Rate- 
making,” illustrates possible difference between actual and theoretical depre- 
ciation. 

Curves 1, 2, and 6 represent actual depreciation, 1 and 2 as viewed from 
standpoint of salability, and 6 as viewed from standpoint of serviceability, 
assuming that maintenance keeps the asset at nearly 100% efficiency during 
most of its lifetime. Curves 3, 4, and 5 represent theoretical depreciation, each 
curve illustrating a different base or method of writing down. Floy says: 

The curves 3, 4, and 5 indicate several classes of ‘‘theoretical’”’ depreciation which 
have been quite widely used in some cases for estimating present values, but more often 
for determining the yearly theoretical deterioration for purposes of establishing de- 
preciation funds, which, however, is quite a different subject. Making a theoretical 
estimate of the probable future, average, annually accruing deterioration of certain 
property to provide an item in bookkeeping accounts of operating expense has nothing 
whatever to do, in making an appraisal, with fixing the definite amount of absolute, 
actual, or accrued depreciation which depends upon the present condition of physical 


property, determinable from inspection and not upon historical documents, depreciation 
funds, or disputed theoretical conclusions. 


Sometimes the distinction is brought out by the expressions accounting depre- 
ciation and fair depreciation. Accounting depreciation refers to book depre- 
ciation and is practically equivalent to theoretical depreciation. Its chief 
object is to provide an adequate financial policy regarding replacements and 
capital preservation. Fair depreciation is the depreciation of valuations—the 
amount to be deducted to ascertain fair value. This is chiefly an engineering 
problem in solving which the following should be considered: 


Accounting depreciation. 

Managerial policy regarding repairs, maintenance, and renewals. 
Past and expected future performance of the asset. 

. Current operating expenses. 

. Monopoly of business possessed by company. 

. Going concern value. 

. Earnings of past periods. 

Fitness of plant to meet present and future requirements. 
Present efficiency of plant. 

10. Length of time required to construct the plant de novo. 
11. Appreciation due to natural causes. 

12. Present and probably future earnings. 

13. Franchises and other privileges owned. 

14. Replacement cost. 

15. Quality of service rendered. 

16. Good-will. 


CASH.—Cash includes money and whatever serves as money, as, legal tender, 
bank notes, checks, bankers’ drafts, postal and express money orders, and, some- 
times, postage stamps and IO U’s. In the balance sheet, under current asset 

cash” should appear only items really current. If the imprest system is in 
use the petty cash fund should be replenished before the books are closed. 
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Bank account and cash book should be reconciled and the amount should 
agree with cash in the balance sheet. All properly authorized claims against 
cask in bank should be treated as cash disbursed if regularly issued, whether or 
not presented for redemption at bank. Checks written but not mailed are 
not usually regarded as disbursements. Items left at bank for collection and 
deposit may be regarded as cash on hand. Dishonored items, if in large 
amounts, should be included among receivables. The occasional practice of 
including in cash items collected after date of balance sheet should not be 
tolerated. 

If a concern receives payment for commodities in postage stamps and uses 
these in its own correspondence, such stamps on hand at end of an accounting 
period should be included in inventory of office supplies. Transfer from cash to 
supplies can be accomplished in either of two ways without interfering with 
the checking of cash against bank records. The usual plan is to record receipt 
of stamps in the cash book, then transfer them to the stamp drawer for office | 
use. Since all other cash items are deposited, cash receipts do not agree with 
deposits, as per bank. To secure agreement make out a check payable to 
“Cash” or ‘‘ Postage” and pass it through bank periodically as a deposit. The 
check appears in the cash bock as a cash disbursement and makes a proper 
charge to the proper expense account—Postage, or Supplies. It also causes the 
concern’s records to agree with those of the bank. Another plan is to employ 
a postage journal to record receipts and disbursements of postage. 

Adequate cash control necessitates depositing all cash receipts and making 
all cash payments by check and the imprest system. 

For managerial purposes it is necessary to separate cash into: 


In safe or drawer. 
. In various working funds. 
In petty cash fund. 
In bank: 
(a) On current account. 
(b) Restricted. 


The amount in bank on current account may be further subdivided into that 
to’ be used for immediate checking purposes and that upon which interest is 
earned. Amounts subject to interest are available on short notice, usually 
with sacrifice of interest earnings to date. 

Cash held in foreign branches, if exchange rates vary little, may be incorpo- 
rated in head office results at an arbitrary conversion figure, and substantially 
correct results will be secured. The most accurate results are secured by 
employing the rate of exchange prevailing at time of closing books. This 
should be used when exchange is not fairly stable. Sometimes it is advisable 
to set up a Reserve for Fluctuations in Exchange, to absorb too great a charge 
or credit to current Profit and Loss in case a very favorable or a very unfavor- 
able rate prevails at date of conversion. 

ACCOUNTS RECEIVABLE.—In the balance sheet only current items should 
be included under this title. Sometimes other receivables than those owing 
from trade creditors are included under this title, as accrued income from rents, 
etc., earned but not due; also:?° 

1. Cash deposited to cover breakage or damage to equipment in use, to 
guarantee the payment of prospective expense, or to guarantee good 
faith in performance of contract. 


pw 


25 R. B. Kester, Accounting, Theory and Practice, Vol, II, pp. 215-216, 
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2. Moneys advanced to subsidiaries, salesmen, and other employees on 
account of expenses and salaries. 

3. Claims against creditors for returned or damaged goods, against fail- 
roads for lost or damaged goods, and against governments for rebates, 
drawbacks, and the like. 

4. Prepayments on purchase or expense contracts, as payments made to 
bind a bargain or before delivery of goods; and expenses paid in ad- 
vance, such as royalties, rents, interest, etc. 

5. Unpaid calls or instalments on stock subscription contracts. 

6. Claims against absconding officers for property appropriated or trusts 
violated. 


A more definite term is ‘‘trade debtors.” By using it the uncertainty 
attaching to more general expressions is avoided. 

Estimating bad debts is the chief problem in the valuation of accounts recely- 
able. A reasonable allowance for bad debts is recognized as a legitimate 
business expense. What isa reasonable allowance depends on circumstances. 
Such an estimate is necessary to charge the current period with its fair propor- 
tion of expense. If it is not made, the loss is not deducted until the individual 
accounts in question are proved bad. The amount of bad debts losses depends 
largely on the concern’s credit policy, losses usually being large where the sales 
force is granted liberal credit-giving powers. An efficient credit department 
can do much to reduce such losses. 

Percentage of loss varies for different lines of business and for different con- 
cerns in the same line. Each line has its normal credit period and the length 
of this has some effect on losses. 

Experience within the business must be the guide in estimating bad debts 
losses. The accounts should be analyzed as to length of time they are past due, 
as, those overdue not over 30 days, less than 60 and more than 30, less than 
90 and more than 60, those 90 days to 6 months overdue, those 6 months to 
one year overdue, and those more than a year overdue. Subtracting total 
overdue from total accounts receivable gives amount not overdue. This analy- 
sis, although not always necessary, is of value: 


1. When, as in case of a new concern, there is no past experience upon which 
to base an estimate. 

2. When an outside professional auditor is required to make the estimate. 

3. When, periodically, it is desired to check up the work of the credit 
department. i 


Three bases of estimating bad debts, in each of which the amount is expressed 
as a percentage, are: : 


1. Amount of outstanding trade debts at date of balance sheet. 
2. Amount of sales on credit made during present fiscal period. 


3. Total sales for period. s 


Use of trade debts as a base is based on correct principles when the balance 
sheet is made up at the same date\each year so that conditions as to periodicity 
of sales are the same year after year. If it is necessary to make the estimate 
more frequently than once a year, this situation does not hold because sales 
and collections vary with seasons. In this case one of other methods should 
be used. \ 

Total sales, gross or net, serves as a \good basis so long as the ratio of cash to 
credit sales remains fairly constant. Tf this ratio does not remain fairly 
constant, credit sales should be made th& basis, or the changing ratio should 
be taken into consideration when making the estimate, 


Sec. 10] VALUATION OF COMMERCIAL PLANT 453 


Collection costs take the form of discounts granted to encourage prompt 
payment and other expenses of collections. The weight of authority favors 
treating these as financial management items and consequently bearing no 
direct relation to sales. Some, however, regard them as deductions from sales 
revenue and make provision for them when valuing trade debtors. This is 
accomplished by estimating cost of collecting outstanding debts and also loss 
from discounts taken by customers and deducting a reserve therefor in the 
balance sheet. ; 

In case of receivables other than trade debts, the same principles apply, in 
general, as in case of trade debts receivable. Some of these items are not cur- 
rent, as in case of the remote instalments where sales are made on the instal- 
ment basis. Suitable reserves should be set up and shown as deductions from 
the face amount on the balance sheet. 


NOTES RECEIVABLE.—Notes are more formal than open accounts re- 
ceivable, and in case the maker defaults, the loss of credit suffered is corre- 
spondingly greater. In general, however, notes are not more collectible than 
open accounts. Sometimes they are taken in settlement of slow accounts, and 
sometimes they are permitted to become past due without great effort being 
made at collection. Where not paid when due, new notes should ordinarily 
be demanded in their place. 

Interest must be considered in valuing notes receivable. Most trade notes 
do not bear interest, so that they are not worth face value until due. If such 
non-interest bearing notes are of considerable amount, they should be shown 
at discounted value in the balance sheet. Interest-bearing notes are worth 
their face value. 

“Notes receivable” should include only notes received from trade creditors. 
All others, such as those received from officers, should be placed in a special 
account. In general, such notes are not regarded favorably because there is 
no normal process of liquidation for them. 


MERCHANDISE INVENTORIES.—This subject is treated in section on 
“Inventories.”” Merchandise inventories comprise all assets purchased for 
purpose of resale in the same or modified form. In case of manufacturers the 
division is threefold—raw material, goods in process, finished goods. Reali- 
zable value may be more or less than cost. This realizable value must be dif- 
ferentiated from retail selling value, because to value inventories on the latter 
basis would be to anticipate profits. The general rule of inventory valuation 
is cost or market, whichever is lower, and the prices used should be purchase 
or wholesale market. Since balance sheets are used as a basis for credit- 
granting, insufficient credit may be secured when inventories are stated at cost, 
whereas market prices have risen rapidly since date of acquisition. Under 
these circumstances a footnote in the balance sheet may be used to set forth 
current market value. Kester says:?® 

“The valuation formula of cost or market, whichever is the lower, while based 
on conservatism, may unnecessarily and improperly burden the current income 
account. Valuation at cost, on the other hand, while placing the profit or the 
loss in the period when realized, may cause the balance sheet to present an 
entirely inadequate and even misleading story as the basis for credit. To 
remedy this, three courses are < pen, viz.: 

J. Carry the market valuation, whether more or less than cost, in a foot- 
note to the balance sheet. 


36 Accounting, Theory and Practice, Yol. II, pp. 228-229. 
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2. In case market value is less than cost, set up a reserve out of profits 
equal in amount to the difference. 

3. Carry in an inner column in the body of the balance sheet the present 
market value.” 


Depreciation of inventories results from changes in styles, overstocking, 
shelf wear, display, broken lots, ete. Where such depreciation exists, valuation 
at cost results in inflation. The proper basis of valuation is what goods of simi- 
lar kind and quality could be bought for. This properly brings the deteriora- 
tion in as a loss for the current period. 

Cost of goods includes not merely invoice price, but any additional costs 
incurred in preparing the goods for sale, such as freight, drayage, warehousing 
costs, seasoning, etc. The method of distributing these additional costs over 
goods is a matter of policy to be determined by circumstances. Usually a per- 
centage sufficient to cover all these items is spread evenly over all units compris- 
ing inventory. Where stock is of few types or varieties, a more accurate pro- 
ration may be attempted, but this is not usually necessary. 

Inventory-pricing usually requires the adoption of certain more or less 
arbitrary rules. One such rule is that the purchase price as per last invoice of 
an article shall be used as the inventory price. Difficulty arises if several 
purchases of a given article have been made during the past period, for then the 
last price governs under this rule. It may then be policy to use an average 
price. Kester says: 

The weighted average, whereby each purchase price is weighted with the volume 
or quantities purchased, is fairer, though more complicated than the straight average. 
Thus 10 units bought at $100 per unit, 15 at $90, and 3 at $110, would give a straight 
average of $100 but a weighted average of $95.71, (1,000 + 1,350 + 330) + (10 + 15 + 3). 
In manufacturing establishments where the fiscal period is short, say one month, and 
it is desirable to keep the raw material cost as nearly uniform as possible, the method 
of the weighted average is to be recommended. 

INVENTORIES OF MANUFACTURERS.—Valuation at cost applies to 
finished goods. Under a detailed cost system this figure is the goal of the records. 
Where no such system is operated, the valuation is an estimate. Raw materials 
should be valued on same basis as goods bought for resale. Goods in process are 
of two classes, viz., (1) those manufactured for stock, and (2) those manufactured 
on special order. The first should be valued on a strictly cost basis, the prob- 
lem being to determine what elements of cost have been absorbed therein to date. 
This can be done accurately only if a detailed cost system is operated. Goods 
manufactured under contract or special order may be valued somewhat differ- 
ently. The sale has already occurred. <A careful estimate should be made of 
cost to date. The estimated profit applicable to this may be taken into the 
current period. Periodic payments on such contracts usually make this plan 
practicable from the point of view of dividend requirements. 

TEMPORARY INVESTMENTS.—These tie up funds only temporarily, 
whereas investments made to secure control of other companies or privileges nec- 
essary to the most efficient operation of business are permanent investments. 
A. L. Dickinson says that temporary investments ‘‘have no relation whatever 
to the business and can be disposed of without in any way interfering with its 
earning capacity, other than the loss of the dividends thereon.’’ There are 
certain seasons when funds lie unemployed and it is desirable that these other- 
wise idle funds be invested temporarily. Short-time notes usually provide 
safety and freedom from fluctuations, whereas investments in stocks are more 
hazardous but at the same time may be the source of speculative profits. 

Cost or market, whichever is lower, is the usual rule for valuing temporary 
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investments. If it is not desired to state this item at other than cost in the 
accounts, a footnote may be used in the balance sheet to express market value 
as of date of balance sheet. Another plan is to employ a “‘ Reserve for Invest- 
ment Fluctuations.’”’ Thus if at close of a fiscal period market is lower than 
cost, Surplus should be charged and the reserve credited for the difference. 
On the balance sheet this reserve should be regarded as offsetting the Invest- 
ment account, the latter being stated at cost. By making the charge to Surplus, 
current Profit and Loss remains unaffected by investment fluctuations. If 
market value is greater-than cost, charge the difference to the Investment 
account and credit the reserve. When the securities comprising the temporary 
investment account are sold, reverse the entry by which the reserve was created, 
so that the difference between cost and selling price will be shown as actual 
profit or loss. Surplus is affected only temporarily. 

Stock rights sometimes apply to investments held temporarily. Should 
the balance sheet date fall between the time of their issuance and that of their 
disappearance, it may be desirable to book stock and rights separately. For 
method of valuing stock rights, see Index. 

Investments carried on margin should be charged to Investment account 
and a liability account should be credited to show the amount loaned by the 
broker. It is customary to charge the interest on loans from the broker to 
the Investment account, and to credit this account with interest and dividends 
received. The equity is found by deducting the amount owed the broker from 
the asset account. The Investment account is credited when the securities 
are sold, the balance showing net profit or loss on the entire transaction. Some- 
times, however, it is desirable to keep in separate accounts charges and credits 
occurring after the original purchase is made, in order to secure separate ac- 
counting for income and expense. 

Amortization of bonds purchased at a premium or discount and held for 
temporary investment purposes is not customary. 

Brokerage firms hold stocks and bonds as stock-in-trade and the same general 
principles of valuation should apply as with merchandise. 

Unissued stock is sometimes included among temporary investments, there 
being a correspondingly equal inflation of capital stock. Such unissued stock 
is not a real asset. Preferably, it should be eliminated by being deducted from 
amount of stock authorized on the balance sheet. 

Treasury stock is sometimes treated as a temporary investment. Preferably 
it should be treated as an offset to capital stock. If treasury stock is acquired 
by open market purchase, it should be valued at cost, and, in the balance sheet, 
preferably be shown as a deduction from capital stock. 


ACCRUED ASSETS.—At any balance sheet date many items of income 
earned during preceding period have not yet been received in cash. These 
accrued assets are in form of accounts receivable, interest, rentals, royalties, 
dividends declared but not paid, ete. The inadequacy of a cash basis of ac- 
counting is now generally recognized, because the period in which cash is 
received is not necessarily the one which should receive credit for it. Account- 
ing on an accrual basis requires that earnings of a given period be shown as 
such, even though not realized in cash in a later period. This requires setting 
up as assets in the balance sheet items of income accrued but not yet received. 
The setting up of such accrued items does not mean that they are legally col- 
lectible as at date of the balance sheet, but that they represent items of value 
which will in future become legally collectible. 

These accrued items are usually current assets because the terms of settle- 
ment require liquidation within a comparatively short period. Many of these 
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tems represent income referable to particular assets, as, interest on notes, 
dividends on stocks, rentals on real estate, etc. Sometimes the policy is pursued 
of adding the accruals to the particular assets to which they are thus related, 
but it is usually preferable to show them separately. 

In the valuation of accruing items, they should be prorated between the two 
periods on basis of time. The amount applicable to the period preceding the 
date of the balance sheet is the amount to be entered therein as an asset, but 
not necessarily at its face value. This should be discounted if there is doubt 
as to the collectibility of the entire amount when it falls due. 

For discussion elsewhere of accounting procedure for accruals, see Index. 
The following illustration is adapted from Kester’s ‘‘Accounting, Theory and 
Practice’? :?7 

At time of adjusting and before closing books, for every item of accrued 
income a separate asset account is set up. Thus, for royalties an account, 
Accrued Royalties Receivable, records the claim on account of royalties at 
same time the accrued income from royalties is being recorded in a suitable 
income account. 

From this point two methods are in use to handle subsequent recording of 
the item. Under the first method, income when actually received or legally 
due is recorded in the regular income account. This shows an inflated figure 
because not offset by the portion credited to the previous period, the asset 
account covering this remaining unchanged throughout the current period. 
At its close, proper adjustment is made by adding to, or subtracting from, the 
amount held over from the close of the previous period, such an amount as will 
make its new balance show the correct amount of accrued income as at the close 
of the current period. The contra credit or debit to the above entry is, of 
course, to the particular income account, causing it to reflect true income for 
the current period. 

Under the second method, the first entries for the new year consist in trans- 
ferring all accrued income asset balances to their respective income accounts, 
where they automatically adjust the full receipt of income, a portion of which 
was credited in the previous period, to the amount properly belonging to the 
current period. At close of period, any adjustment on account of accrued 
income is handled by debiting the asset account and crediting the income 
account as before. 


PREPAID ASSETS.—These are sometimes known as deferred charges to 
operations. ‘They are usually given a separate balance sheet caption although 
analogous in some respects to current assets. They differ, however, in that they 
are not to be turned into cash shortly, but are to be used to save expenditures dur- 
ing the next period. When a subdivision known as ‘‘ working assets” is shown, 
these may be included therein. Items listed as prepaid assets are: postage, 
stationery, printing, unexpired insurance, advertising and rent paid in’advance, 
and, sometimes, organization expense. Valuation of all prepaid assets should 
be made on a going concern basis, the amount. as at any given date being 
determined by a pro rata distribution of values based on life of the supply and 
part unused. Sometimes this class of items is roughly estimated and frequently 
overvalued. The only remedy for this is a periodic clean-up and consequent 
elimination of obsolete or unusable supplies. 


LEASING ON ROYALTY BASIS.—The following is quoted from Kester’s 
“Accounting, Theory and Practice’’ ;% 


27 Vol. II, pp. 251-253. 
28 Vol. II, pp. 255-256. 
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In some mining industries, notably coal and precious metals, leasing is done on a 
royalty basis with a minimum amount to be paid each period based on a minimum 
production of ore to be mined. If less than the minimum is mined, a frequent provision 
in the terms of the lease makes possible the application of any royalties overpaid one 
period against a future production of more than the required minimum. That is, no 
increased royalties are charged for a production over the minimum until all accumu- 
lated royalties from periods of underproduction are used up. In any period of under- 
production, such royalties may properly be treated as deferred charges only on condi- 
tion that there is reason Jle expectation that future production will increase to the 
point where it will consume the overpaid royalties of earlier periods. At times a com- 
pany finds itself bound to such a contract, based on a minimum production, without 
any hope of relief because the prospect has not developed as anticipated. Under such 
conditions the entire periodical royalty charge is a charge against operation and must 
be absorbed entirely by the operations of each fiscal period, 


PERMANENT INVESTMENTS.—Permanent investments are those which 
are insome way useful in the continued operation of a business. If disposition of 
investments in no way affects its efficiency or its privileges and obligations, the 
investments are temporary; otherwise they are permanent. Mere ease of con- 
version into cash is not a test. 

Permanent investments made to aid operations usually consist in the owner- 
ship of stock of other corporations. Sometimes the owning company is merely 
a holding company, sometimes it also engages in operations. Sometimes per- 
manent investments take the form of advances to other concerns, sometimes 
of an interest, active or silent, in a partnership. The evidence may be either 
formal securities or open book accounts. Sometimes the chief purpose is to 
secure control of a series of successive operations or stages in productive proc- 
esses; sometimes it is to secure control of conpeting enterprises of the same 
type. Such control is secured by full ownership of the subsidiary or competing 
enterprise, by a controlling interest, through interlocking directorates, through 
large advances made to assist the company controlled, etc. 

In case of a holding company and subsidiary enterprises, it is now customary 
to set up a consolidated balance sheet which shows the true status better than 
a balance sheet of the controlling company which merely lists investments in 
subsidiaries. (See section on ‘‘ Consolidations.’’) 

Valuation of Permanent Investments.—Since this form of investment is a 
fixed asset, market fiuctuations should be ignored. Cost is the controlling 
factor, but there may be reason to modify it because of the fact that stock of 
another company owned changes in intrinsic value with the changing fortunes 
of the issuing company. In this way securities differ from physical assets. 
It is necessary to. make a valuation of the subsidiary concern to secure an 
approximately accurate valuation of its stock. If advances are made to a 
controlled enterprise, these must be valued separately from stocks of subsidiary 
owned. If a consolidated balance sheet is set up, these intercompany items are 
eliminated. Advances may be temporary or permanent and their exact status 
is sometimes difficult to establish; consequently, care should be used to see 
that they represent real asset value, not mere losses resulting from the loaning 
of funds to unprofitable subsidiaries. Each case must be settled on its merits 
after investigation. Temporary loans which have every prospect of repay- 
ment should be listed at face value. If repayment is to be made in securities 
of the subsidiary and it is prosperous, the advance should he carried at par as 
a fixed asset. If the securities have heen received, they should be valued as 
any other permanent investment. If there is no prospect of repayment of 
advances, they should be regarded as expenses. 

If the investment does not give control to the concern making it, they 
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should ordinarily be carried at cost, although it is sometimes desirable to show 
their market value in a footnote. 


INVESTMENTS IN BONDS.—Bonds are usually bought at a premium or 
discount which necessitates the application of the principles of amortization. 
(See section on “ Mathematics.”’) 

Recording Bond Investments.—The following is adapted from Kester’s 
“Accounting, Theory and Practice”’:” 

When bonds are purchased, the record may be made in two ways. Accounts 
may be kept with the bonds at par, separate valuation accounts being carried 
for.the discount or premium. An account with Bond Interest is also opened 
and sometimes one with Prepaid Interest on Bonds, where, as is usually the 
case, the bonds are bought with accrued interest to date of purchase. The 
accrued interest, however, is more conveniently recorded as a charge in the 
Bond Interest account, thus automatically adjusting the income from the bonds 
when the first coupon after date of purchase is redeemed. The second method 
is to record purchases at cost in the Bonds account, carrying there full infor. 
mation as to premium or discount, no separate accounts with these being opened. 
When bond interest falls due, the Bonds account itself is written up or down 
for the amount of the discount or premium accrued during the current period. 
The contra entry is in the Bond Interest account just as above. This method 
is not to be recommended when the only record kept of bonds is that men- 
tioned above. If the investments are so numerous as to require a subsidiary 
ledger for their record, where with each kind of'bond, accounts would be kept 
with its par, discount or premium, and interest, there is no objection to handling 
the controlling account on the general ledger by making the discount or premium 
adjustment directly to the Bonds account. Fuller information is given and 
the record is less involved, however, when handled by the first method. 

For formulas for determining present worth at compound interest of sums of 
money due at given future dates, for finding amounts and present worths of 
annuities, and for finding valuation of bonds, see section on ‘‘ Mathematics.” 


SINKING FUNDS.—If the securities in the fund are the company’s own 
bonds, they should ordinarily be valued at cost, the discount or premium 
being amortized over their remaining life. If the bonds are vurchased and 
canceled, they should be deducted from bonds outstanding. If not canceled, 
they should be held as assets. : 

Tf securities of other companies are bought for sinking fund purposes, they 
should be valued as long-term investments, premium or discount being amortized 
on a scientific basis. The credit of the issuing company should be considered, 


and if liquidation in full at maturity is doubtful, reserves should be established 
to offset the expected shrinkage. 


EQUIPMENT.—Here are considered machinery, tools, furniture and fixtures, 
and other forms of equipment. Status of the enterprise as a going concern is 
important because items bring a small percentage of going concern value if 
subjected to forced sale. Market value is not a factor. The basis of valuation 
should be cost less depreciation. 

The legal distinction between most items of equipment and land and buildings 
is that the former is personal property, whereas the latter is real property. 
Sometimes this distinction is important, as when it is desired to ascertain what 
items are included as security for a bond issue secured by a real estate mortgage. 

Machinery and tools comprise a broad class of assets. The method of 
valuation depends upon the accounting records kept. The principle to be fol< 
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lowed is cost less depreciation. Since different kinds of machinery depreciate 
with varying degrees of rapidity, it is desirable for accounting purposes that 
these assets be classified with these differences in mind. It is especially impor- 
tant that in the accounting records machines and tools be distinguished, because 
of the more fixed nature of the former. Machine tools should be distinguished 
from hand tools. The former should be regarded as part of the machine even 
though replaced more frequently than the machine. Where the amount of 
machinery is large, a machinery ledger should be kept. This corresponds to 
the plant ledger described in section on ‘‘ Depreciation.”’ 

Cost of machinery includes invoice cost, freight, insurance during transit, 
drayage, and installation. Cost of power attachments are usually regarded as a 
power equipment cost. 

Periodic revision of depreciation rates on machinery are desirable, the fre- 
quency of such revisions depending on nature of the machinery and the amount 
of experience data available when the original estimate is made. In some 
instances enough experience data is .available to permit the construction of 
curves showing life expectancy. See discussion in Saliers’ ‘‘ Depreciation, 
Principles and Applications,’’ pp. 427-432. 

Overtime is a factor to be considered in the valuation of machinery. See 
section on “‘ Depreciation.” 

Tools are frequently carried in a Materials and Supplies account and, when 
issued, are charged as expense. Another plan is to charge all tools purchased 
for two or three years to an asset account, thereafter to expense, a revision being 
made periodically. Usually loss -. -o2is is a considerable iter- 1 snust not 
be neglected in any comprehensive investigation. ‘ 

In case of tools and machinery made in the factory in which used, the basis 
of valuation is cost of manufacture less depreciation. 

Cost of rearranging machinery if it increases earning power or prevents it 
from being diminished may properly be capitalized, but it is best to keep a 
separate account for such items. Frequently it is safe to write such costs off 
over a comparatively short period. 

Furniture and fixtures should be valued on a cost less depreciation basis. 
Scrap or salvage value is usually negligible. In some cases the inventory 
method of valuation is preferable to the appraisal method, based on cost less 
depreciation. 

Delivery equipment should be valued on a cost less depreciation basis, unless 
the circumstances make the inventory method preferable. Horses depreciate 
rapidly, but at rates which vary greatly under varying conditions. Sometimes 
purchases of horses are capitalized over the period of a few years and thereafter 
are charged to expense, a revision being required in case the number used 
changes materially. 

Wagons and automobiles should be frequently checked up by physical 
inventory. Cost less depreciation is the basis of valuation. If numerous, a 
delivery equipment register or ledger should be kept showing the history of 
each unit. 

Carriers and containers include bottles, baskets, boxes, kegs, barrels, etc. 
In some lines the customer is charged at cost for containers sent him and when 
he returns them they are redeemed. This requires the keeping of a redemption 
fund. In other lines the only feasible plan is a high depreciation rate, varying 
usually from 15% to 25% per annum. 

Patterns, molds, etc., should be charged, preferably, to the particular job 
for which made. Where products are standardized, this plan may be departed 
from, but in any event such items should be rapidly depreciated. 
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BUILDINGS.—The basis of valuation is cost less depreciation. If buildings 
are bought for cash, purchase price plus any expenditures incident to title 
acquisition is the cost. If purchased by issuance of securities, it is customary 
to regard the par value of the securities issued as the value of the building, and 
in the absence of fraud such values usually stand the test of inspection by courts. 
The real value of the securities issued in payment is involved, and this involves a 
valuation of all assets, including the ones purchased by such issue of securities, 
and consideration of all liabilities, as well as earning power. When buildings 
are constructed by the company which owns and uses them, cost includes not 
merely labor, material, and overhead, but also any other expenses incurred to 
further construction—architect’s fees, licenses, permits, interest on borrowed 
money during the construction period, costs incurred in connection with acci- 
dents, damages, strikes, etc. Costs of preparing the site, such as wrecking of 
old structures, are properly capitalized. Where a building comes into use in 
sections as prepared for occupancy, expenses incurred in connection with occu- 
pied sections become revenue charges, whereas those applicable to sections not 
ready for occupancy should be capitalized. In case of completed buildings, 
changes in interior arrangement or equipment should be capitalized only in 
case they result in greater earning power. A subsidiary record of buildings 
showing details of costs is essential for adjustment of fire losses, as well as for the 
routine of charging off of depreciation. See tables of depreciation rates in 
section on ‘‘ Depreciation.” 


LAND.—Land is not a wasting asset. It is or is not desirable to keep separate 
accounts for separate parcels of land, according as they do or do not require 
different treatment. Sufficiently detailed explanation should accompany the 
account to enable one at any time to ascertain the component parts of cost. 
Among these are purchase price, purchasing agent’s commission, title search 
and guaranty (if borne by purchaser), notarial and recording fees, taxes accrued 
at date of purchase, and assessments for local improvements. 

Cost is ordinarily the basis of land valuation; therein being included, in addi- 
tion to above items, cost of improvement, such as draining, filling, grading, 
and leveling. Sometimes the cost of constructing dams, dikes, embankments, 
and slide is added. In case of mining land, cost of stripping and tunneling in 
preparation for removal of ores may properly be added to cost of land. 

So long as land is used for the purpose for which purchased, it should neither 
be depreciated nor appreciated. If desired to indicate market value, this can 
be done in a footnote. 

Land normally appreciates owing to scarcity, location, and adaptability. 
This appreciation is sometimes called the unearned increment. 

Issue of bonds secured on land is sometimes regarded as justification for 
bringing appraised value of land upon the books in excess of cost, because 
otherwise the full value of security does not appear. When this is done, the 
increased valuation should be offset on the credit side of the books by a Reserve 
for Appreciated Land Value. 

When depreciation of land is clearly evident, provision should be made to 
cover it, so that the loss will not fall entirely in one period. 

Land purchased to meet future requirements is an investment. In the 
accounts it should be segregated from land used for operating purposes. It 
should ordinarily be carried at cost. Carrying costs are additions to the invest- 
ment and should be capitalized up to date such use begins. A reserve should 
be set up for the amount cf such carrying charges, to become an addition to 
surplus when such land is put to its intended use. 

Land donated should ordinarily be brought on the books at a fair appraised 


Sec. 10] VALUATION OF COMMERCIAL PLANT 461 


value, and the credit made to Donated Surplus. Sometimes, however, a 
nominal valuation is used. If the gift is conditional and subject to reversion 
if conditions are not fulfilled satisfactorily, it should not be shown as an asset. 
Realtors deal in land as stock-in-trade, in which case it is a current asset. 
Costs of preparing such land for marketing should be added to it. Portions 
of the land may be appropriated for streets, alleys, parks, etc. The cost of 
such land should be prorated over that which is to be sold as ‘plots. Ordinarily 
all costs should be kept by plots to permit determination of profit or loss on each 
transaction. After the stage of sale is reached, all costs should be regarded as 
operating costs to be charged against revenue. Itis permissible to charge them 
as costs, however, if suitable valuation reserves of equal amount are set up. 


WASTING ASSETS.—These are assets subject to depletion, such as mineral 
deposits and timber lands. The supply of this kind of assets is diminished by 
being used up or disposed of. Because of the peculiar character of such assets, 
it is recognized as proper to return a part of capital in dividend payments. 

Valuation of Wasting Assets.—The valuation of wasting assets is necessary 
for a correct accounting for invested capital and the consequent determi- 
nation of income for income tax purposes. In Stratton’s Independence, Ltd. v. 
Howbert,® it was decided that ores before mined do not possess any latent 
or occult values but should be valued on practical market considerations. 
The income tax law of 1913 recognized an allowance for depletion ‘‘not to exceed 
5 per cent of the gross value at the mine of the output for the year for which the 
computation is made.’’ Nothing was said in the law as to what was the proper 
basis for determining total value to be written off for depletion. The law of 
1916 provided that the depletion allowances should not exceed ‘market value 
in the mine of the product thereof which has been mined and sold during ‘the 
year for which the return and computations are made,” but the total thus 
allowable was not to exceed original investment, or, if the deposit was purchased 
before Mar. 1, 1913, fair market value as of that date. The 1918 law provided 
for a ‘‘reasonable allowance for depletion . . . according to the peculiar 
conditions in each case, based upon cost including cost of development not 
otherwise deducted.’’ In case of properties acquired before Mar. 1, 19138, the 
fair market value as of that date is the basis. Further provision was made for 
discovery of natural resources on or after Mar. 1, 1913, where fair market 
value is ‘‘materially disproportionate to cost,’’ in which case fair market value 
as at discovery date or within 30 days after discovery is the basis. 

Two bases for depletion charges are thus introduced, viz., cost and fair value. 

Until the advent of the income tax, the most authoritative interpretations 
of depletion theory were that the depletion allowance should be based strictly 
on original cost, the only effect of new discoveries being to lessen amount of 
depletion per unit of output. The present theory and its application are thus 
stated by Wm. B. Gower:?1 

Theory: 

1. That gradual exhaustion of the ore body is an element of expense which should be 
taken up in each and every fiscal period during which minerals continue to be won from 
the mine, at a more or less constant rate per ton. 

2. That the total expense of this character to be absorbed in the operating accounts 
is the intrinsic value of the mine content (in place, en bloc) which existed from the 
beginning, although much of it may have been latent and determined only by “extension 
in depth.” 

3: That by the term “intrinsic value of the mine content” as used above is meant the 
product of two factors: 


30 231 U. S. 399 (decided Dec. 1, 1913). 
31 Journal of Accountancy, Aug. 1918, pp. 85-86. 
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(a) The tonnage of mine content as finally ascertained. 
(b) A unit price per ton representing the bedrock value of the average grade of ore, 
in place, en bloc, including proved ore, probable ore, and prospective ore, estimated at 
the commencement of business. In bedrock value the price of metals in estimated 
mine content is calculated at some figure between ‘‘basic” and ‘‘normal,” cost of pro- 
duction and selling is calculated at maximum probability; the rate of mining and the 
life of the property must be estimated; from these factors a discounted or present value 
at true rate of interest is obtained; and this capital value is then reduced by a substantial 


value due to the element of risk. 


Application of theory: 

1. The depletion expense of each and every fiscal period during which mining opera- 
tions occur is the tonnage of ores extracted multiplied by the more er less constant rate 
per ton established by original estimate of value in place. 

2. The rate per ton of ore extracted, for purposes of the depletion expense computa- 


tion, would change only in the event of subsequent discovery of relatively large bodies 
of ore of a grade differing widely from the original estimates. 

3. In the case of “extension in depth” developing new values, it may be necessary 
from time to time to adjust the book value of the mining property, in order to harmonize 
with intrinsic value. 


As stated by Gower, the theory of depletion requires occasional adjustment 
of book values of natural resources to keep them in agreement with progressive 
development resulting from new discoveries. In case of valuations made as 
of Mar. 1, 1913, to bring books into agreement with fair valuation as of that 
date, a special surplus account should be credited for the amount of the increase. 

Treasury regulations governing methods of making valuations were last 
revised as of Dec. 19, 1920. Owing to frequent modifications, detailed require- 
ments cannot be discussed here. Main requirements are that the valuation 
ascofa specified date must be made ‘‘in the light of conditions and circumstances 
known at that date, regardless of later discoveries or developments in the prop- 
erty or subsequent improvements in methods of extraction and treatment of 
the mineral product.”’ 

The value should be such as would be established as the result of a bona fide 
transfer between a willing buyer and a willing seller as at the date in question. 

Where cost serves as a basis for determination of depletion charges, the 
Treasury requires that the basis shall be the fair market valuation as of a “ basic 
date,” i.e., Mar. 1, 1913, in case of property acquired before that date, the date 
of acquisition in case of property acquired on or after Mar. 1, 1913, or the date 
of discovery, or within 30 days thereafter in case of property discovered after 
Mar. 1, 1913. 

Fair Market value is the amount which “ould induce a willing seller to 
sell and a willing buyer to purchase.” 

; Treasury regulations provide that where fair market value as of a given date 
is to serve as the depreciation base, such valuation must be determined “in 
the light of conditions and circumstances known at that date, regardless of 
later discoveries or developments.” 

} The Treasury has adopted the present value method of valuation, but con- 
siders any and all factors throwing light on what market value is. Among 
these are: cost, actual sales and transfers of similar properties, market value 
of stocks or shares, royalties and rentals, value fixed by owner for purposes of 
capital stock tax, valuation for local or state taxation, partnership accountings 
eaten of aes feas a mpi the property was in question, the amount at ahah 

property may have been inventoried i isi 
iale aii ly RAO cere ed in probate court, and disinterested 
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Present Value Method.—The following principles have been laid down by 
the Natural Resources Division of the Income Tax Unit of the Treasury 
Department: 


1. Increase in mine values is not unearned increment since the work of 
development merely develops what already existed in the ground; it does 
not add to values in the sense that the value of real estate is enhanced by 
community development, improved methods of transportation, and so on. 

2. That exhaustible capital values must be recognized. 

3. That an allowance must be made not only for the return of cost but 
also for the replacement of exhausted mineral. 

4. That mining must be regarded as a continuing industry, because 
organizations built up to engage in the successful exploitation of mines 
are of too great value to be permitted to be discontinued by the exhaustion 
of any one property. 


The present value method has been approved by the United States Supreme 
Court, the American Institute of Mining and Metallurgical Engineers, and 
other competent authorities. 

To determine fair market value by this method, the following factors must 
be determined for each deposit :3? 


1. The total quantity of mineral in terms of the principal or customary 
unit (or units) paid for in the product marketed. 

2. The average quality or grade of the mineral reserves. 

3. The expected percentage of extraction or recovery in each process or 
operation necessary for the preparation of the crude mineral for 
market. 

4. The probable operating life of the deposit in years. 

5. The unit operating cost, i.e., cost of production exclusive of depreciation 
and depletion. 

6. The rate of interest commensurate with the risk for the particular deposit. 


In case of well-developed properties, much of this information can be derived 
irom past operating experience. Allowance should be made for probable future 
variations in rate of exhaustion, quality of mineral, percentage of recovery 
and costs of producing and selling. If past operating experience is lacking, the 
information may be deduced from concurrent evidence. The Treasury requires 
that deposits of different grades, locations, and probable dates of extraction be 
velued separately. 

Utilizing the required information, present value is found by— 

1. Finding the total expected operating profit, secured by multiplying 
the number of units of mineral recoverable in marketable form by the 
difference between selling price and operating cost per unit. 

2. Reducing the total expected operating profit for each mineral deposit 
to a present value as of the basic date (Mar. 1, 1913, or a later date) at 
the rate of interest commensurate with the risk involved. This value 
should be further reduced by the value, as of the basic date, of the depreci- 
able assets and prospective capital additions essential in the process of 
realizing said profits. 

Segregation of Minerals.—Minerals which cannot be mined before a definite 


future period in time should be classed separately. The Mines Taxation Com- 
mittee of the American Institute of Mining and Metallurgical Engineers 
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suggests that no mine be valued on an estimated operating life cf more than 
45 years. R. V. Norris says:% 

; . a proper time limit for available mineral shall be such that its present value on 
an annuity basis would be 90% of the present value of an infinite amount, i.e., a per- 
petual annuity. At 6% discount rate this time limit would be 40 years’ life, and at 
8%, 30 years, which may properly be considered as a maximum. 

Of minerals which cannot be extracted within, say, 40 years, there are two 
kinds: (1) known reserves, and (2) unknown deposits subject to future dis. 
covery. For known minerals which cannot be worked within 40 years little 
is paid, because the discounted value of a dollar due in 40 years is a small 
amount. Depletion per unit of output should be based on the amount which 
can be extracted, say, within 40 years. If additional quantities are included, 
depletion per unit is too small. 

Minerals not to be extracted within a reasonable time should be segregated 
as an investment not subject to depletion. When such reserves are ultimately 
worked, there will be no depletion allowance because total investment will have 
been returned before the reserves are exploited. 

Value at Given Date.—Value at a given date for depletion purposes is: 


The amount secured by discounting, at compound interest, to that date, 
total net profits year by year, less 

The discounted value, at basic date, of the depreciable assets and capital 
additions thereto necessary to realize the profits. 


The amount thus secured, when applied to the estimated available tonnage, 
for depletion purposes, will return the value of the property when the estimated 
tonnage is exhausted. 

The Engineers’ Committee of the National Coal Association suggests that the 
basis for determining the amount to be allowed during any one accounting 
period be based on earnings instead of on amount of ores extracted, so that the 
burden is more equitably distributed, prosperous years bearing a heavier burden 
and lean years a lighter one than if depletion is applied on a tonnage basis. 

Rate of Interest.—Determination of rate of interest involves consideration 
of risk involved, changing rates of interest over periods of many years’ 
duration, and so on. Norris considers 6% proper in most cases, because 
it has the authority of being a standard legal rate. He says a higher rate 
may be used where there is question as to extent or continuity of the deposit. 

The Mines Taxation Committee of the American Institute of Mining and 
Metallurgical Engineers suggests a rate of 4%, compound interest. The 
Treasury uses 6% for anthracite mines, and 8% for bituminous mines. C. E. 


Grunsky says the rate should vary with the risk.34 Hoover lists the risks of 
mining as follows: 


Risk of continuity in metal contents beyond sample faces. 
Risk of continuity in volume through blocks estimated. 
Risk of successful metallurgical treatment. 

Risk of metal prices, in all but gold. 

Risk of properly estimated costs. 

Risk of extension of ore beyond exposures. 

Risk of management. 


Hoskold’s Table.—The following table is used by the Treasury in valuations 
made by discounting prospective earnings. 


DIO? tbe COI tS 


3 Columbia Income Tax Lectures, 1921, p. 230. 
4 Valuation, Depreciation and the Rate Base, p. 241. 
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VALUATION OF COMMERCIAL PLANT 


Present Worth of Each Dollar of Operating Profit 


Accumulated during life of n years, assuming annual rate of pr i i 

c 8 8, mili oduction and 

profits per unit to be uniform and providing for interest Glagiescat worth Gere: 

Date a ae a par ieent ate : sinking fund which at 4 per cent, interest com- 
ed annually, will amount to the present h, i.e. i i 

So apaginwg p worth, i.e., provide for return of capital, 
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9% 10% 12% 15% 


= 


Yrs. 6% 7% 8% 
1 943396 | .934579 | .925925 | .917431 | .90 

2 908766 | .892946 | .876891 | .861777 petites “B1aib8 Retin 
3 876389 | .853937 | .832607 | .812317 | .792993 | _756976 | |708694 
4 846052 | .818370 | .792418 | .768072 | .745178 | .703254 | |648525 
5 817570 | .785469 | .755780 | .728260 | .702675 | .656540 | .597680 
6 .790781 | .754961 | .722245 | 1692177 | .664641 | |615547 | _554148 
7 765540 | .72€638 | .691435 | 1659519 | .630410 | .579284 | _516457 
8 741717 | .700174 | .663032 | .629635 | .599440 | _546979 | |483507 
9 -719198 | .675487 | .636765 | .602251 | 1571286 | .518017 | /454455 
10 697880 | .652354 | .612404 | .577066 | .545581 | _491906 | |428649 
11 .677672 | .630699 | .589748 553820 | .5 

12 658489 | .610277 | .568624 | |532281 “BoUg4A 446702 34818 
13 640258 | .591066 | .548887 | 1512330 | .480337 | .427009 | .366049 
14 622911 | .572950 | .530401 | 1493737 | .461815 | .408936 | .348995 
15 603385 | .555828 | .513053 | 1476390 | .444619 | .392292 | .333431 
16 590625 | .539630 | .496741 | .460167 | .428610 | .376914 | .319170 
17 .575581 | .524283 | .481376 | 444963 | .413671 | .362663 | .306056 
18 561205 | .509716 | .466880 | .430685 | .399699 | .349420 | .293955 
19 547455 | .496371 | .453178 | 1417253 | .386603 | .337082 | .282754 
20 534292 | .482719 | .440211 | 404592 | .374302 | .325559 | .272358 
21 521680 | .470171 | .427920 | .392 

32 | 1509587 | 1458216 | 1416255 | “381334 | “Soisis | “aoaens | 1253654 
23 -497979 | .446805 | .405166 | _370630 | _341517 | — : 

24 -486835 | .435903 | .394619 | .360479 | 331775 

25 -476122 | .420477 | .384571 | .350840 | _322549 

26 -465820 | .415496 | .374988 | _341675 | _313799 

27 455905 405933 . 365839 332951 305488 

28 446356 . 396767 . 357096 324637 3 297587 

29 .437155 | .387970 348734 .316704 | .290063 

30 .428283 . 379520 . 340726 . 309127 . 282893 

31 419724 | .371399 | .333054 

32 "411462 | .363589 | .325695 

33 "403483 | .356072 | .318631 

34 "395772 | .348832 | .311846 

35 .388318 | .341856 | .305324 Factors in Above Table 

36 '381108 | .335128 | .299049 |, 

37 "374130 | .328637 | .293009 |£2 _ 1 

38 367375 | .322371 | .287190 | n nr 3 

39 "360832 | 1316318 | .281581 Fecyan 

40 .354491 | 310468 | .276171 Derived from Hoskold’s Formula 

41 348345 | .304811 | .270950 | Present value of $1 per annum in n 

42 “342385 | .299339 | .265909 | years, interest on capital being at 

43 336602 | .294043 | .261038 | one rate, r’, and for redemption an- 

44 . 330990 ate teers other rate, r, per cent. 

45 395545 | .283945 | .251774 1 

Abin |, 20048. |) 279128 We eMieems Oe eg ees 

47 315 07 | .274459 | .243100 pr! 

48 “310109 | .269929 | .238967 kn—1 

49 "305250 | .265533 | .234962 

50 "300525 | .261266 | .231079 
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Wasting Assets Illustrated Copy of memorandum prepared by Metals Val- 
uation Section of the Income Tax Bureau in determining valuation of a mine at 
Mar. i, 1913. 


Orereserves) Mar ele TOS Se ee omer ere Abst Ae ee ene 875,000 tons 

Gross:value Mar. 1), 19135(S75,000 SS12:78). eee $11,182,500 
Selling price of metal in ore reserves—actual or anticipated. 

Gross:cost Van) ILS 138875 000s al5aa)\ ate eee 6,259, 487 


Cost of mining and extracting metal in ore reserves—actual 
or anticipated and exclusive of depletion and of depreciation 
of plant. 

Art. 206 of Reg. 62, defines such ‘‘cost”’ as comprising all cur- 
rent expenses of producing, preparing and marketing the 
mineral product sold, exclusive of federal income and profits 
taxes, allowable capital additions as defined in Art. 222 of 
Reg. 62, and deductions for depreciation and depletion, but 
including cost of repairs and replacements necessary to 
maintain the plant and equipment at its rated capacity and 
efficiency. 


Netreturns (actual orranticipated)\s.. 1... ee eee $ 4,923,013 


Present worth (discounting at 15% and 4%, using 8-year life). 

Present worth is inclusive cost of plant and is based on earnings 
on capital or purchase price at the rate of 15% per annum 
and making payments into a sinking fund which at 4% 
compounded annually will provide for the return of capital 
at end of 8-year life. 

The above table is calculated for the investment of a sinking 
fund at 4%, the variables being the rate of discount on 
capital and the years of life. From the table we find that 
the present value of each dollar of operating profit accu- 
mulated during the life is .483507. 


Present worth therefore is $4,923,013 x .483507 =............. $ 2,380,311 
Deduct cost of plant (actual or PLOSDECtIVO) Mee eee ae 1,000,000 


The Treasury deducts the full cost (actual or prospective) 
of the plant from the Mar. 1, 1913, present value of the mine 
on the assumption that the plant must be constructed and 
the full investment therefor made at the beginning of the 
period during which the ore is to be removed. If the plant 
had been constructed prior to Mar. 1, 19138, its value at that 
date would be deducted. cit 

Market value of ore en bloc Mar. 1, 1913..................... $ 1,380,311 


Unit of depletion per ton ($1,380,311 + S7/5:000' tons) ae ae $ Gy eres) 


LEASEHOLDS.—A lease may be paid for in annual sums or in a bonus and 
annual sums. The bonus is a deferred charge to be spread as an additional 
item of rent over the period of the lease. : 


Ordinarily leases run for periods up to 99 years. In New York State, 63 
and 84 years are favorite terms. 
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When an original lessee sells a lease outright for a fixed sum sufficient to cover 
the remaining period of the lease, this sum is to: as the present worth of an 
annuity equal to a fair yearly rental. 

When a lease is bought outright or a bonus is paid, it appears on the books at 
a valuation. In case the balance sheet is to be used for credit purposes and, 
owing to great appreciation in property values, the lease is worth much more 
than its book value, it is proper to indicate this in a footnote, or else to incor- 
porate it in the balance sheet with an offsetting reserve. 

The amount at which the lease is carried on the books n:ust be amortized 
over the period of the lease, the periodic charge being to Rent. 

If title to the building constructed on the leased land is to pass to the owner 

‘of the land upon expiration of the lease, the cost of the building must be written 
off over the life of the lease. 

Theoretically any excess of depreciation over normal resulting from this 
situation is rent, but is not usually segregated. 


INTANGIBLE ASSETS.—These should always be listed separately to permit 
verification. 

The chief types are good-will, patents, copyrights, trade-marks, franchises, 
going concern value, and organization expense. 

Patents are grants by a government giving to an inventor exclusive right to 
make and sell his invention for a term of years.* Patents should be capitalized 
at cost. When paid for in stock, the determination of cost is less simple than 
when paid in cash. There can be no objection to basing value upon par of 
stock, in absence of fraud or deceit. Overvaluation arising in this manner 
means higher amortization charges and consequently higher costs of production. 

Where an experimental laboratory is conducted, expenditures directly unpro- 
ductive of results are properly regarded as indirect costs of such patents as are 
developed from time to time. 

Costs of defending rights to patents may properly be capitalized. 

Ordinarily patents should be written down on the basis of expiring time, 
the distribution being made over the life of the patents. In many instances, 
supersession or obsolescence may shorten a patent’s useful life. When this: 
occurs, the patent should be written off more rapidly. 

Some authorities advocate rapid writing down of patents during the early 
years when their earning capacity is greatest. 

Sometimes the life of basic patents is extended by securing auxiliary patents 
on improvements made on the old invention. When this policy is pursued, a 
feasible plan is to write off 1/17 of total value to date at end of each year. 

In writing down patents the charge is to expense and the credit to a reserve 
for depreciation. The incidence of this depreciation expense is to manufac- 
turing cost or to selling cost, according to circumstances. 

Copyrights are issued for a term of 28 years, with renewal privilege for a like 
period if application therefor is made within one year prior to expiration of the 
original copyright. They should be capitalized at cost, which, in case of the 
original holder, usually consists only of fees. Appraisals should be made 
frequently and these will usually justify a very rapid writing down. 

Trade-marks should be valued at cost, whether cost of development or cost 
of purchase. The principles of valuation are analogous to those applicable to 
good-will. 

Franchises are frequently listed in the balance sheets of public utilities. 
They are privileges granted to a company to use public property. They may 
be perpetual, limited, or determinate. Franchises should be booked at cost of 


acquisition, including: 
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1. Lump sum payments, to the state or some division thereof, applicable 
to life of franchise. 

2. Purchase price paid for assignment of rights and privileges by another 
company. 

3. Legal and other fees paid to secure the grant. 

4. All other legitimate expenses. 

Depreciation of franchises depends on the terms of the grant. If the franchise 
is perpetual, there is no depreciation. If for a definite term of years, it should 
be prorated accordingly. If indeterminate, a liberal depreciation policy 
should be followed. 

ORGANIZATION EXPENSES.—These should be written off rapidly. 
R. H. Montgomery suggests writing them off over the first 2 years’ operation. 
They consist of attorney’s fees, incorporation fees, cost of prospectuses, cost of 
soliciting stock subscriptions, promoters’ and organizers’ fees, cost of printing 
and issuing stock certificates, etc. 


GOOD-WILL.—See section on ‘‘Good-Will.” 
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SECTION 11 


DEPRECIATION 
General Principles 


CAUSE OF DEPRECIATION.—Cause of depreciation may be generalized 
under three heads: wear and tear, obsolescence, and inadequacy. The 
specific causes are very numerous, and there are many factors affecting its 
rapidity and extent. Among these are: quality of construction, adequacy 
to meet future demands, method of operation, repairs and renewals, climate, 
etc. In case of such intangibles as patents, copyrights, and leaseholds, 
progress of depreciation may usually be assumed to be in direct proportion 
to expired time. Matheson! gives the following causes of depreciation: 


Wear and tear. 

. Tenure of holding. 

Permanency or steadiness of industry. 

Exhaustion of raw materials. 

Obsolescence due to new inventions, new product, or better ways to 
make the same product. 

6. Vicissitudes and catastrophes not insurable. 

7. Fluctuations in trade. 

8. Inadequacy. 


RAL 


DEFINITION.—No satisfactory general definition can be given, since the 
term is usually employed in a limited sense. Sometimes it includes repairs, 
sometimes not. H. V. Hayes says depreciation is “loss in value which has 
occurred arising from the period during which the property of the undertaking 
has been in service.’”” The Interstate Commerce Commission defines depre- 
ciation as ‘“‘exhaustion of capacity for service,’ “lessening in cost value,” 
and “lessening in worth of physical property.’’ P. D. Leake defines it as 
“expired capital outlay.’’ Sometimes attempts are made to express progress 
of depreciation between dates. 


CLASSIFICATION OF DEPRECIATION.—Unit depreciation refers to a 
unit of plant. Composite depreciation refers to plant as a whole; it is the 
sum of depreciation of the units. Unit depreciation progresses until it causes 
displacement of the unit. Composite depreciation reduces a plant or system 
to a status of normal depreciation, after which further depreciation is pre- 
vented by replacements. Composite depreciation usually reduces invest- 
ment in plant by about 20% or 30% of the original. If amount of outstanding 
stock is not diminished, composite depreciation results in overcapitalization, 


1 Depreciation of Factories, pp. 36-41. 
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because a part of the investment has disappeared. This may be pen 
by reducing total capital through retirement of stock in an amount equal to 
composite depreciation, charging cost of retirement to revenue, or by Cine 
a replacement reserve to offset depreciation. If not required for replace- 
ments, this reserve may be used to make extensions. Since no specific re- 
placement is made in this case, it is impossible to charge reserve with cost 
of any particular unit of plant. It is charged only when some unit is dis- 
charged and regardless of time when new assets are installed. 

Functional depreciation results from obsolescence or inadequacy of a plant 
or unit of plant. Its amount is determined by the extent to which service 
could be cheapened, in case of obsolescence, or bettered, in case of inadequacy. 
When written-down value of an old unit can be added to cost of a new one and 
still permit production to be carried on at a lower capital cost, the old unit is 
wholly obsolete or wholly inadequate. Inadequacy results from changes in 
financial policy, engineering progress, and unexpected developments. Pre- 
ceding the time when inadequacy becomes effective, the margin of value is 
usually diminished more or less rapidly by the effects of invention or of in- 
creasing demand. Obsolescence resembles inadequacy, but it is a question 
rather of type and quality, than of size and power. An illustration is sub- 
stitution of electric transmission for older forms of power conveyance. 


DETERMINATION OF INADEQUACY.—Inadequacy may be determined 
on basis of capitalized cost of production of a unit of output, or by same 
method as is used to find obsolescence. Former method is better if more 
than one old unit of plant is required to do some work that one new unit will 
do. Itis illustrated thus: 

If total cost of producing a unit of output with an old machine is $20, and 
with new machine is $18, saving per unit is $2. If number of units of output 
produced with old machine is 100, total saving is $200. 200 + .05 = 4,000, 
which is functional depreciation of old plant and amount over and above 
depreciated value of old plant which the company can afford to pay for a 
new machine, providing old one can be disposed of at depreciated value. 
Since amount that old property would bring at sale is probably small, it may 


be economical to retain it for some time after a more efficient type comes on 
the market. 


OBSOLESCENCE.— Obsolescence becomes effective only when production 
can be carried on more cheaply by replacing a given unit the undepreciated 
or unrecoyered cost of which is considered as a part of replacement cost. 
It is measured by the amount by which cost less salvage exceeds amount of 
depreciation already written off. 


Determination of Obsolescence.—Following is an illustration of method 
of determining obsolescence: 

Assume case of a machine which cost $10,000, possesses an estimated life 
of 10 years, and a scrap value of $1,000. Also*assume that 5 years of useful 
life have expired and that at close of each year a depreciation reserve has been 
credited with 1/10 of ($10,000 — $1,000), or $900, so that there exists a reserve 
of $4,500. There is an additional $4,500 to be accounted for, either in form 
of future charges to depreciation or as obsolescence and inadequacy. Assume 
that at end of 5th year a new machine which costs $8,000 comes on market 
which will perform equivalent service at smaller total cost per unit of output. 
The two elements entering into cost of production are: (1) uncovered invest 
ment in machine, (2) necessary current expenses, as labor and power. Assume 
that an investigation shows these for old and new machines to be, respectively: 
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Oup MaAcHINE New MacHIne 
Unrecovered cost, i.e., cost Unrecovered cost, i.e., cost 
less depreciation earned... .$5,500 less depreciation earned... .$8,000 
Current operating expense... 600 Current operating expense... 400 


If money is worth 6%, capitalized cost of operating old machine is $600 + 
.06, or $10,000, that is, it is equivalent to a capital investment of $10,000; 
whereas capitalized cost of operating new machine is $400 + .06, or $6,666.67. 
Adding these to original costs of respective machines, we have: 


For old machine: 


Original cost less earned depreciation........-+++e+eeeeeeees $ 5,500.00 
Capitalized operating COSt........sseccceesetercercsceccces 10,000.00 
Notal. capitalized. COSb. sac-svae «ysis eve #i> eefeie eieie[siey * mekelsler $15,500.00 

For new machine: 
Orizinalkcost cs. srsie eee «levee alahale lovers lohete Tomes sinte eelaets $ 8,000.00 
Capitalized operating COSt....... 0 eee cree eee eee e teens 6,666.67 
Total capitalized cost........0.cce cde cece ee ee res sceeene $14, 666.67 


As compared with a new machine of equal capacity, the old machine is 
worth $4,666.67. This is obtained by deducting excess in total capitalized 
cost of old machine over that of new machine ($833.33) from the unrecovered 
investment in old machine ($5,500). As salvage value is only $1,000, to 
scrap it would mean a loss of $4,666.67 — $1,000, or $3,666.67, and no saving 
in total capitalized cost of production, because when old machine is valued 
at $4,666.67, it produces as cheaply as does the new machine. True total 
capitalized cost of production if old machine were scrapped would be: 


Original cost of new machine.........---+++++++: $ 8,000.00 
Unrecovered cost of old machine (less salvage)..... 4,500.00 
Capitalized operating Cost........+ee seer ee ee eens 6,666.67 

$19,166.67 


On the other hand, capitalized cost of operating old machine is only $15,000. 
If new machine could be bought for $8,000 — $4,166.67, or $3,833.34, new and 
old machines would be on a par and it would be immaterial whether replace- 
ment were made or not. Same would be true if capitalized operating cost 
of operating new machine could be reduced to $6,666.67 — $4,166.67, or 
$2,500 (which is an operating expense of $150 capitalized at 6%), for then we 
should have: 


Original cost of new machine.........-.++++seee $ 8,000.00 
Unrecovered cost of old machine (less salvage)..... 4,500.00 
Capitalized operating COSt......... + seers errr eee 2,500.00 

$15,000.00 


Before a machine can be said to be obsolete, it must be shown that produc- 
tion can be carried on more cheaply with a new machine to whose cost has 
been added the unrecovered cost (less salvage) of the old one. Unless a 
machine is rendered entirely obsolete by a new invention, it is not affected, 
because it continues to be cheaper to operate the old machine than to scrap 
it and buy the new one. 

DEPRECIATION BETWEEN DATES.—Lifetime of an asset is time which 
expires between date of installation and date of abandonment. If it costs 
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$100, and has a scrap or salvage value of $10, depreciation totals $90, repairs 
excluded. If life is 9 years, average annual depreciation is $10. It is usually 
assumed that depreciation is thus evenly spread over the lifetime of the assets. 
The Interstate Commerce Commission makes this assumption in its railroad 
valuations. The regulations of the Bureau of Internal Revenue assume equal 
amounts of depreciation in equal periods of time, but permit use of other 
bases. 


FINANCIAL NATURE OF DEPRECIATION.— Depreciation is the finan- 
cial effect of deterioration, wear and tear, obsolescence and inadequacy. In 
a broad sense it includes also depletion of mines. Invested capital has two 
aspects, cost and value. Accounting, and therefore depreciation, deals with 
cost rather than value. Replacement allowances should be made on the 
basis of cost of the unit to be replaced, not on basis of exchange value or 
replacement cost. Sometimes it is proper, in case of newly organized con- 
cerns, to capitalize depreciation as a developmental cost. Depreciation is an 
expense, and has been repeatedly so held by courts and commissions. It is 
a cost of production and should be allocated to cost of output or service. It 
approximates to a fixed charge. It was definitely recognized as a cost of 
service by the U. 8S. Supreme Court in Smyth v. Ames.? 


DEPRECIATION vs. REPAIRS.—Ordinarily, repairs and depreciation 
require different treatment, but they are closely related problems. If the 
reserve is credited with enough to provide only for original cost of the asset 
in question, repair costs should be charged to income. The problem is to 
draw the line between repairs and minor replacements chargeable to the 
reserve. Ifa detailed plant ledger is kept the problem solves itself; otherwise 
there is some difficulty in making the division. Also the depreciation rate is 
dependent to some extent on policy pursued in making repairs. The depreci- 
ation reserve equalizes cost of renewal of parts so extensive that to charge 
them to income would result in excessive deductions in some periods. The 
distinction has been drawn in numerous instances, but no definite rule can 
be formulated. If depreciation is figured by straight-line method, inclusion 
of renewals and replacements in repairs chargeable direct to Profit and Loss 
tends to make the depreciation reserve excessive. Care should be used to keep 


cost of all items whose renewal is charged to current operations out of the 
amount on which the reserve is reckoned. 


DEPRECIATION vs. MAINTENANCE.—Maintenance secures daily 
efficiency but does not scientifically prevent impairment of total investment. 
This is accomplished by means of depreciation allowances based on a com- 
prehensive plan. Maintenance cost ordinarily increases with advancing age 
of assets. It does not prevent a condition of overcapitalization resulting 
from a condition of normal depreciation. In Pioneer Telegraph Co. v. Westen- 
haver,3 the Supreme Court of Oklahoma stated that current maintenance 
“represents only the cost of those units that had become so badly depreciated 
that they had to be replaced during that year,”’ and found that 7% of “repro- 
ductive value” of physical property would be a proper annual allowance for 
depreciation. 

_ DEPRECIATION ESTIMATED IN GROSS.—When it is decided to 
include repairs in depreciation, cost of repairs is deducted from total gross 
allowance each accounting period to determine the amount to be set up asa 
reserve. If, on a predetermined basis, gross depreciation for a given period 
2169 U.S. 466. 
3118 Pac, 354 (Jan, LO AOTL); 
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is fixed at $20,000, and during that month $11,000 is expended for repairs, 
$9,000 will be credited to the reserve. Entries are as follows: 


IRGMENEL, ony aaa ss Ge apo AmoOD Tage ato gaara $11,000 
CEES] i epeaesiosees baresren EER NA TAC $11,000 
For repairs made during month. 
Depreciation Expense. . Neier reat cee $ 9,000 
Reserve for Depreciation............... $ 9,000 


This plan possesses the advantage of providing an equal charge from month 
to month, but makes the amount reserved for depreciation dependent upon 
the amount expended currently for repairs, which is illogical. Consequently, 
there is no guaranty that cost will be amortized during lifetime of a given unit. 


NORMAL DEPRECIATION.—If the depreciation reserves are properly set 
up, they express approximately the amount of normal depreciation existing 
at a given time. 


SALVAGE AND SCRAP.—Salvage is the value an article possesses for 
some use other than that to which it has been devoted. When so used it 
possesses an additional cycle of life. Scrap value is what an article is worth 


if broken up. 


SUPERSESSION.—Supersession consists in the replacement of an asset 
by one better adapted to perform its work. 


EARNED DEPRECIATION.—Earned depreciation is depreciation for 
which compensation has been received through revenue. It may be retained 
in form of a fund or otherwise employed. 


AMORTIZATION.—This word is used in several senses. It sometimes re- 
fers to the liquidation of a debt, especially by establishment of a sinking fund. 
It sometimes refers to the amount chargeable to expense due to expiration 
of leaseholds, amount so chargeable being proportionate to life expired during 
a given period. It sometimes refers to writing down of book figures to make 
them reflect actual conditions. It is sometimes used synonymously with 
depreciation. 

CASUALTIES.—Casualties are industrial accidents, time of occurrence and 
cost being uncertain. Casualties result from floods, storms, explosions, and 
other fortuitous events. The Bureau of Internal Revenue includes casualties 
among its deductions allowable under the law for “losses sustained during the 
taxable year and not compensated by insurance or otherwise, if incurred in 
trade or business.” 

CYCLES OF LIFE.—A cycle of life is comprehended in the whole period 
of usefulness of an article in a given position. Second cycle of life determines 
salvage at end of first cycle. 


DEFERRED MAINTENANCE.—Deferred maintenance is the measure 
of the neglect to make all ordinary repairs such as are necessary to keep a 
plant in good running condition. Ordinarily it is not reflected in the accounts, 
but it should be accounted for in the same way as other expenses. ‘‘ Accrued 
repairs” may be given due consideration by charging current maintenance and 
crediting a deferred maintenance reserve. When repairs are made later on, 
they are charged to this reserve. 


UNEARNED DEPRECIATION.—Unearned depreciation is similar in some 
respects to deferred maintenance. It is that depreciation which has been 
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incurred in giving service and for which no return through revenue has been 
received. From a purely accounting point of view it is equivalent to a 
deficit. 


UNCOVERED DEPRECIATION.—Uncovered depreciation is like un- 
earned depreciation, in that it is not reimbursed through revenue, but unlike 
it, in that it should not be so reimbursed, because it occurs in property not 
presently useful in serving the public. It arises only in connection with 
public utilities, and is the result of unwarranted investments. 


AVERAGE LIFE,—Average life is time in years during which the deprecia- 
tion of all parts amounts to original cost less salvage value. Assume case of 
a plant consisting of five units with original cost, estimated lives, and salvage 
values as follows: 


Unite Original Estimated Salvage Cost less 
Cost Life in Years Value Salvage 

1G al larity iP ae ata $ 1,000 5 $ 100 $ 900 

hile dane ate Wenner at bce 4 5,000 10 1,000 4,000 

Sn ee REE ENERO eee OES 20,000 15 2,000 18,000 

ates al ects th oa lant 30,000 20 5,000 25,000 

age Oey ne bette Secor, 50,000 23 4,000 46,000 


—— 


The cost of depreciation each year for the several units is as follows: 


Cost less Estimated Cost per 


Salvage Life in Years Year 
a ae ae a ne eet ee kd a 
USL ig Lier n ye ssyaesisit ehagop $ 900 + 5 = $ 180 
OT YN Re ee 4,000 + 10 = 400 
lee Su oad A ravens cap thgn as 18,000 + 15 = 1,200 
ot ee ee ee 25,000 + 20 = 1,250 
ee Comore oe 46,000 + 23 = 2,000 
$93,900 + $5, 030= 1866. yr. 


Cost less salvage expires in 18.66 years, which is average life of the plant. 
This should not be confused with the average of the lives of the various units, 
which is 14.6 years, a figure of no special significance. 


DEPRECIATION BASE.—By the ‘‘depreciation base” is meant the 
amount upon which the rate is computed. For private industry the base 
should ordinarily be the cost of the asset in question, because this is the 
amount to be returned through revenues. In manufacturing industries the 
depreciation base has a direct bearing upon price-making and competition. 
Its selection should be made with a view to its effect on costs. In publicly 
regulated industry its selection should be made with reference to interests of 
investors and the public. Various bases have received the support of courts 
and commissions, among these being cost, reproduction cost, and depreciable 
property. Some companies retain a percentage of gross revenue to cover 
depreciation or a larger percentage to cover both depreciation and main- 
tenance. The objection to this method is that the amount retained bears ne 
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relation to actual depreciation. The following table taken from Floy4 shows 
the policy of companies: 


Per Cent of Gross Revenue Ex- 
Name of Company pended or Appropriated for: 


Maintenance Depreciation 


Milwaukee companies: 


Railway idepartments uit .sois. bid. SRA 11.30 9.90 
Gas, electric light, and steam heat de- 

PaPenrenGs wos, Coke g tele hic ts sls 6.15 8.12 
United Railways Co. of St. Louis........... NESE 10.00 
Union Electric Light & Power Co., St. Louis.. 4.95 16.00 
Suburban Electric Light & Power Co....... lO) 10.85 
Detroit Edison Co. and subsidiaries........ 6.45 10.23 
Omaha & Council Bluffs Street Railway Co.. 7.00 10.00 
Chicago Street Railways cu. os oi seem a0 ms ccalers 6.00 8.00 
Philadelphia Rapid Transit Co............. Undivided 15.00 


xX 


Form 1. Curves Showing Progress of Uniform Depreciation and of 
Diminishing Hfficiency 


The New York Edison Co. bases its depreciation charge on kilowatt-hours 
output. Some street-car companies charge a certain amount for depreciation 
- for each car-mile run. In Cleveland 5 cents per car-mile has been allowed 
to cover both maintenance and depreciation. In Brooklyn the subsidiaries 
of the Brooklyn Rapid Transit system have allowed a rate varying from 2.7 
to 4.4 cents per car-mile for equipment of surface roads, and from 1.4 to 2 


4 Valuation of Public Utilities, p, 199, 
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cents per car-mile for equipment of elevated or partly elevated railways. In 
Buffalo Gas Co. v. City of Buffalo,® 5.3 cents were allowed on each 1,000 cubic 
feet of gas sold, on an assumed sale of 633,000 M. cubic feet. 


DEPRECIATION AND EFFICIENCY.—Plant must be kept at a certain 
degree of efficiency sufficient to give satisfactory service. Loss of efficiency 
in plant as a whole is not proportionate to depreciation. Composite deprecia- 
tion may be accompanied by little or no loss of efficiency. Buildings, etc., 
remain in unimpaired efficiency for years. Efficiency is the practical test 
of present effectiveness. It is only one factor in value, however. Value 
depends not only on present usefulness, but also upon the time during which 
such usefulness will continue. Form 1 represents the character of deprecia- 
tion figured on a straight-line basis, also of efficiency, both curves applying 
to same asset. If distance from O to X represents efficiency of a new machine, 
or 100%, and distance from O to Y represents life of same machine, then line 
XY represents progress of theoretical straight-line depreciation, and curved 
line XCY represents decline in efficiency. 


ACCOUNTING PRINCIPLES.—The same general principles apply to 
depreciation accounting as to other phases of accounting. Assume that the 
following balance sheet represents the condition of Company A, newly organ- 
ized: 


BALANCE SHEET OF CoMPANY A, AS AT...... 
Hactonysbulding.........- $100,000 ("Capital Stock...) seceaee $160,000 
NMiachineryarn.sceses ers ose 25,000 
OthermAssetsye s.6 scent crc ele 35,000 

$160,000 $160 ,000 


The assets subject to depreciation are factory building and machinery. 
Assume the factory building will require replacement at end of 50 years, and 
machinery at end of 25 years. Annual depreciation is $2,000 for the building, 
and $1,000 for machinery. Management neglects to make allowance for 
depreciation, profit for lst year is shown as $15,000, and this is distributed 
as dividends. Process is continued 25 years, when machinery requires 
replacing. Assuming that no essential changes have occurred in the balance 
sheet, that new machinery can be bought at same cost as the old cost, and 
ignoring salvage, management is faced with problem of securing $25,000 with 
which to buy machinery. ‘‘Other assets,’’ amounting to $35,000, cannot be 
converted into cash because they are needed in present status. $25,000 is 
borrowed at 5% to make the replacement, after which the balance sheet 
appears thus: 


BALANCE SHEET OF Company A,°AS AT 


Factory Building..........$100,000 CapialeStocka-. soe $160,000 
IMENGNINSA sony bese Sunase 25,000 Notes Payable............ 25,000 
Other Assets sneer ae 35,000 
ID eR Git scott aie ee Ae 25,000 


$185,000 $185,000 


PS eet. C2, 20) DiEN. Yes 508. 
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Failure to allow for depreciation of machinery has caused a deficit of 
$25,000; also a fixed charge of 5% on $25,000, or $1,250. A further deficit 
of $50,000 is hidden in the ‘Factory Building” account. After another 
25 years, both building and machinery require replacement at a cost of 
$125,000. No reserves having been set up, the balance sheet appears as 
follows after this is done: 


BALANCE SHEET OF CoMPANY A, AS AT...... 


Factory building. ........ $100,000 apitalastoclen «rice cece $160,000 
NVIAGHINETY ooo ie sera ences 25,000 INotesseavableia. sea. sere cr 150,000 
O@fivervAssetse jc see oe eles 35,000 
IDeRert 22 vk siske oieerer e's Ades 150, 000 

$310,000 $310,000 


There is now a deficit of $150,000, and a fixed charge of 5% on $150,000, 
or $7,500. Equity remaining is $10,000—all that is left of original invest- 
ment of $160,000. 

The correct depreciation policy will now be illustrated. In above illustra- 
tion, at end of 1st year following entry is made in the journal: 


Prokit ANGULOSA Meta Pee eee en ty eharere aware emcee $3 , 000 
Reserve for Depreciation of Building........... $2,000 
Reserve for Depreciation of Machinery........- 1,000 
To charge Profit and Loss with the year’s depreciation 
expense. 


These are termed ‘valuation reserves’? because of their relation to the 
assets whose depreciation they measure. The charge is to a nominal account, 
while the credits are to real accounts. The purpose of these reserve accounts 
is to record accrued depreciation and make it possible to retain the assets 
at cost in the ledger. Under this policy, at the end of 25 years the balance 
sheet appears as follows: 


BALANCE SHEET OF CoMPANY A, AS AT......- 


Factory Building......... $100,000 Capital Stock... ......4-: $160,000 
Machinety nc 5 seaceer tients 25,000 Res. for Depr. of Bldg..... 50,000 
Otherc Assets: scene sexseatae 110,000 Res. for Depr. of Mach.... 25,000 

$235, 000 $235,000 


The building has passed one-half its life and has depreciated $50,000. 
Machinery requires replacement. Wither cash or other assets have been 
retained in sufficient amounts to make the replacement. Even if found 
desirable to borrow, the financial status will not be weakened. If $25,000 is 
borrowed the transactions are: 


INGUEs PENANG. oo oornadeamo po vd owoomo SO aomn $25,000 
For loan to make replacement. 
Reserve for Depreciation of Machinery............- $25,000 
Wiachine rypee eit rei tte tienen et aksce y+ $25,000 
To write off old machinery. 
INGO AR, 6 ooo ako ku Goh eb adm pamela ny OOO me cme $25,000 
(OVI tay Ook aete Geb Scare we Ge EME coms CR $25,000 
For purchase of new machinery. 
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The balance sheet now stands thus: 


BALANCE SHEET OF COMPANY A, AS AT...... 
Factory Building......... $100,000 CapitaluStockyectics «jive $160,000 
Mise hinenvir yes trac sees 25,000 Res. for Depr. of Bldg..... 50,000 
OthereAssetss. 20a. seca 110,000 Res. for Depr. of Mach.... 00 
INotes*Payable.. cess ees 25,000 
$235 , 000 $235,000° 


Note that loan is secured without causing a deficit. This is because old 
machinery was written off against its corresponding valuation reserve, 
whereas in the preceding illustration there was no reserve and it was necessary 
to write off old machinery against Capital account. Whether preferable to 
borrow or to retain sufficient cash to avoid borrowing, is a question of policy 
to be determined by circumstances. Preferably, the depreciation reserve 
is shown as a deduction from corresponding asset in the balance sheet, as 
follows: 


BALANCE SHEET OF COMPANY A, AS AT...... 
Factory Building CapitallStocki. oe ove... $160,000 
DUNS eR ay as ots ce dsttede ie $100,000 Notes Payable............ 25,000 
Less: Res. for 
IDYVars Svioo a nee 50,000 $50,000 
BVIACNTMOKY as.ciies she crele esc 25,000 
@therVASSets. s.60 sc © oye. ove 110,000 
$185,000 $185,000 


RESERVES vs. FUNDS.—The difference between reserves and funds is 
illustrated below: 

Company X owns a factory building which cost $50,000 and possesses an 
estimated useful life of 30 years. Each year depreciation reserve is credited 
and depreciation expense charged with $1,000. At end of 1st year the balance 
sheet appears thus: 


Factory Build- @apitaliice sare a aceeencrae $100,000 
TO eee ee $ 50,000 Dividends Payable........ 2,000 
Less: Res. for mye 
WEprie ccs 1,000 $ 49,000 
Other Assets: .i.: 0500 53,000. 
$102,000 $102,000 


Capital is preserved by this procedure, for had no deyvreciation charge 


been made the balance sheet would be: 
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BALANCE SHEET OF CoMPANY X, AS AT...... 


Factory Building......... $ 50,000 (@apivel meee te celal obsle akone $100,000 
Other Assets. .s...chteate ore 53,000 Dividends Payable........ 3,000 

$103 , 000 $103 , 000 
and after payment of dividends: 

BALANCE SHEET OF COMPANY EX WARPAT here laters : 

Factory Building......... $ 50,000 Oa acon noo Conoes0C $100,000 
Other Assets. . scien oa -. 60,000 

$100,000 $100,000 


which makes no allowance for the depreciation which has accrued. 


The essential step is the retention of sufficient funds by means of the depre- 
ciation charge. If these remain a part of the general funds, they are reinvested 
and perhaps give rise to no further consideration. 


Depreciation funds may be created in accordance with the same formulas 

as are sinking funds. If equal instalments are allowed to accumulate at com- 

“pound interest, the formula is as follows: » representing the amount to which 

the fund is to accumulate, r the rate of interest plus 1 and n the number of 
years to run: 


(a) il Cas 
m—1 


Logarithms can be used to solve the formula if term of years is large, 
because of difficulty of raising r to the nth power by multiplication. 

If interest is not added to principal, the amount of each instalment is de- 
termined thus: 

(2) 2 


r= 
n 


In this formula, v is the sum accumulated after n years by paying equal instal- 
ments, z, into the fund. 

Taking the simpler case first, if Company Y wishes to establish a replace- 
ment fund for a building costing $25,000, with an estimated life of 25 years, 
by application of formula (2) we find, ignoring salvage, the amount of each 
instalment to be $1,000, thus: 


25,000 


2 


x= = $1,000 
Assuming each year’s depreciation amounts to $1,000, this is brought into 
books by this entry: 
Profit and Loss (or Depreciation).......-+--+++++++++: $1,000 
Reserve for Depreciation of Building........--. $1,000 
For depreciation accrued. 

Having decided to establish a depreciation fund for replacement of the 
building, and having found a suitable manner in which to invest the $1,000, 
the following entry is made: 

Depreciation Fund for 1Spaikhbaveg Waray og He arto aoc © $1,000 


(esta alibi igs p Sie? Seb DIE OI ee MTT $1,000 
For investment of cash in a depreciation fund. 
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The balance sheet then appears: 


BaLANce SHEET OF COMPANY Y, AS AT...... 
Blin ose nes are iees) cee $25,000 Gapltale: ccc eae tre $50,000 
@thersNesets., 0 ee oe ee 25,000 Res. for Depr. of Bldg...... 1,000 
Depr. Fund for Bldg........ 1,000 


$51,000 $51,000 


or, better still: 


BaLAaNcE SHEET OF COMPANY Y, AS AT...... 
Building Neth acsy erect tits $25,000 Gapitaletaskhewatboemenies $50, 000 
IEGRSE ADYeyayes TRY ES 6 ae SSS! 1,000 
$24 , 000 
OtherPlssets aac. S55. 25,000 
Depr. Fund for Bldg........ 1,000 
$50,000 $50, 000 


If no depreciation fund is established, the balance sheet stands thus: 


BaLaNncr SHEET OF ComPANY Y, AS AT...... 


SUT pare toe eee eee $25,000 (Ganoibal ace. tapes wercee steth tas ee $50,000 
Hess: Res: for Depr......... 1,000 


$24,000 
CONN OUNGET Cyn 26,000 


$50, 000 $50,000 


When a depreciation fund is carried, at expiration of 25 years the deprecia- 
tion reserve has grown in amount equal to original cost of the building, and 
replacement is shown by following entries: 


GaSe dete Seok thac there cer ene es $25,000 
Depreciation Fund for Building.............. $25,000 
For sale of depreciation fund investments. 
Bull dimes Meenas mie neti, ses eoce atte tee ee $25,000 
Gaskied s BLES oh. eSeeieue 8 eee eaten ie 8's a $25,000 


For construction of new building. 


Although an equal degree of simplicity is not possible in practice, the 
principles apply subject to adjustments for salvage, variations from antici- 
pated life of assets, ete. 


INTEREST AS A FACTOR.—TIf interest is added to principal in computing 
the fund, the computation is more complicated. Suppose Company Y 
possesses a building the cost of which is $100,000, and estimated life 10 years. 
A replacement fund is to be established to accumulate at compound interest, 


4% being the assumed rate. Applying formula (1), the annual instalment ig 
found thus: 
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1.04 —1 
z= $100,000 X TOs = $8,329.09 


which is carried to the depreciation fund by the same procedure as in preced- 
ing illustration. As interest is received on investments in the depreciation 
fund, it is suitably invested, following entries being necessary to bring the 
transaction into the books: 


(GUNG ieopidan melee Seine se eeanaty sein anaes ore ie tT cron noe teats day 
Reserve for Depreciation..........++-+-+++++5 See crereyers 
Being interest received on depreciation reserve in- 
vestments. 
Depreciation Fund for Machine.........+----+++++: bi dee ene 
Gash Waesecntatersnstieh «ott bates Toobks vee hate Pe esas Oc 


To record transfer of cash to the special deprecia- 
tion fund for machine. 


TERMINOLOGY.—Terminology may be altered from “that used in the 
foregoing explanation without changing the principle involved. Thus, in 
railroad accounting the depreciation reserve is technically known as “‘ Reserve 
for Accrued Depreciation,’ and in the balance sheet it is deducted from 
“Road and Equipment.’’ Under the Uniform System of Accounts for Tele- 
phone Companies presented by the Interstate Commerce Commission, 
“Depreciation of Plant and Equipment” is charged and ‘‘ Reserve for Ac- 
crued Depreciation”’ credited for amount of depreciation accruing on tangible 
fixed capital, while in the accounts prescribed by the Interstate Commerce 
Commission for gas and electric corporations in the District of Columbia, 
“General Amortization”’ is charged and “‘Accrued Amortization of Capital”’ 
is the reserve or credit account. 


ADVISABILITY OF CREATING FUNDS.—It may not be desirable to 
accumulate depreciation funds. As a general rule, specific funds are not 
necessary. The Interstate Commerce Commission rejects the use of depre- 
ciation funds for railroad accounting, although it considers them useful under 
some conditions. Character of plant determines method of financing renew- 
als and replacements. Sometimes, in making extensions to property there is 
no objection to borrowing money temporarily from the depreciation fund. 
This should, of course, be returned to the fund when money intended for the 


extensions is secured. 


A STUDY OF BALANCE SHEETS.—Balance sheets in recent reports of 
large American corporations show great lack of uniformity in management of 
reserves and funds. A fair proportion show reserves either as liabilities or as 
deductions from assets. Few indicate special funds, except sinking funds 
for redemption of bonded indebtedness. U.S. Steel Corp. balance sheet has 
an account on the asset side entitled ‘‘Sinking and Reserve Fund Assets.” 
Philadelphia Rapid Transit Co. balance sheet shows ‘ Reserve Fund for 
Renewals” on asset side, and on liability side, of equal amount, “Renewal 
Reserve.” Balance sheet of Third Avenue Railway Co. has an account on 
asset side entitled ‘‘ Deposit for Depreciation, Renewals, and Contingenczes,” 
and on liability side, ‘‘ Reserve for Depreciation, Renewals, and Contingen- 
cies.” Pittsburgh Brewing Co. has a “Plant Sinking Fund” among the 


assets. 
Sinking funds receive equally diversified names. International Paper Co 
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has “Sinking Fund Accounts’’; United Gas Improvement Co., “Sinking 
Fund Securities”; Interborough Rapid Transit Co., ‘‘Sinking Fund on 5 
Per Cent, 45-Year Gold Mortgage Bonds’’; Bethlehem Steel Corp., ‘‘ Special 
Funds in Hands of Trustees for Redemption of Mortgages.’ 

The following companies indicate the depreciation reserve on right-hand 
side: Philadelphia Rapid Transit Co., Third Avenue Railway Co., Interbor- 
ough Rapid Transit Co., and Bethlehem Steel Corp. 

Sears, Roebuck & Co. and Lehigh Valley Railroad Co. show the reserve as 
a deduction from assets. Report of Wells, Fargo & Co. as of June 30, 1912, 
indicates ‘‘ Reserve for Accrued Depreciation’? deducted from property and 
equipment account, whereas the report for the preceding year lists it on the 
liability side. 

Utah Copper Co. balance sheet shows an account on liability side entitled 
“Appropriated Surplus—Sinking Fund.” Balance sheets of William Cramp 
& Sons, Baldwin Locomotive Works, International Harvester Co., General 
Electric Co., and American Tobacco Co., indicate neither reserves nor funds 
of any kind. ° 


THE PLANT LEDGER.—The setting up of a plant ledger should be pre- 
ceded by an analysis of plant into significant units. A unit may be a building, 
20 locomotives of the same type, a steamboat, etc. Question is always one 
of expediency determined upon actual conditions. Following rules may be 
of assistance: 


1. A unit of plant cannot be made up of unlike things, or things 
having different functions. 

2. For the sake of the saving in calculations, a unit should include as 
many items as possible capable of being handled together. 

3. A number of things may be handled together as a unit if they have 
the same general physical makeup, are employed for the same purpose, 
and, what would be ordinarily inferred from the foregoing, have approxi- 
mately the same lifetime. 


Analysis of plant is illustrated as follows:6 


Table A. Subdivision of Cost of Industrial Plant 


Proportional 
Cost 
I. Plant: % 


(a) Riparian rights for dam and flowage basin, real 
estate expenses, organization expenses, prelim- 
inary legal expenses, cost of financing, removal 
of railroads, highways, bridges, and all expenses 


preliminary to actual construction of work...... 20 
(b) Permanent construction, dam, power-house, and 

WAUCE WAYS GUC. heonatoge -sincicntc: Ae. te ae ktvin ete dein ceees 30 
(c) Transmission system: 

QUMRightiofeweiyert ayes Bled: gay) tren eae: 4.5 

(2) Copperas ®. calisieemaeh econ eeee 105 

(3)) Allvelso@ it: auittcraanaeals Klee tate 7.0 13 


6 The data on hydroelectric plant used in this section are taken from the discussions 
of Calvert Townley and Dr. Cary T. Hutchinson, before the American Institute of Elec: 
trical Engineers, Dec. 1909, 
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II. Equipment: 
(a) Equipment of power-house........ heme Rial aesnalera ose 14 


III. Capitalized General Expenditures: 
(a) General expense, engineering administration, legal, 


CAs ED SAE a a SIS te LC Cn ee Oe 11 
(b) Interest during construction..........--.-++eseees 12 
100 


Of these items, only I(b), I(c), and II(a), comprising 57% of entire cost of 
the plant, are subject to depreciation; and of item I(b), a large part does not 
depreciate to any appreciable degree from physical causes, since it covers 
rock excavation and concrete. 

Table A indicates proportional cost of the main subdivisions of the plant. 
Thus, cost of equipment is 14%, and of transmission system 13%, of total 
cost of plant. Tables B and C indicate what percentage cost of different 
units of equipment and transmission system is of total cost of equipment 
and transmission system, respectively. 

Analysis of Transmission System.—For illustrative purposes attention 
will be confined to items I(c) and II(a), since they serve to indicate effects of 
both functional and physical depreciation. The following table classifies 
units of transmission system—1(c)—indicating proportional cost of units and 
lifetime in years. In this connection, by ‘‘unit’’ is meant one, or more than 
one, item of plant, as already explained. 


Table B. Cost and Lifetime of Transmission System 


1. TRANSMISSION LINE 
Proportional Life in 


Cost Years 
% 
Hegel, RAGHU OL Wayne Mice terrae rie oatehs sceletsts «aie 45.0 e 
[REINS Bae (avacns S os MSO nA CROC CO SC emt rie. O 18.4 15 
I-c-3 ‘Special structures: ..!1..[. 66 oes ele eos elelew aie ale ‘gait 10 
THe=4 Fs TNSULAtOTS ase ae ete he tel © bldiale weliolts lalla cyeuele avale telal’e Papal 10 
HAG= DIK COPPELe.. « hier ete elehs Sek= Wiaue Wlevatehe sheWeasisie ehersheleld « 23.40 25 
Pec Ga nstallation ce. siic lucie ie ecnlolelolaie + stalelatele ct olatore Ont 
100.0 
2. SUBSTATIONS 
Proportional Life in 
Cost Years 
% 
* AE TI i ES i ad olen Olde at 5.0o Dip oy UO ey OR Pom on 6 Ae 
LES BYRON GLEE a AS od Schomnd AU OO pe OOO Ono DIO 30 25 
leceOueebranstormersys ermine ie sient tiers siete ey sus telcie ease 40 20 
iterate til aa yiGuchounoon oh amo euaomecdnao cco cl cubs 16 10 
Tocelit installation) see iriten meouie check ra temee enciay= a 8 any 
100 


Analysis of Power-House Equipment.—The equipment of power-house is 
classified in the following table: 
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Table C. Cost and Lifetime of Power-House Equipment 


Proportional Life in 


Cost Years 
% 

Il-a-1 Stop logs, gates, and other wood exposed to air 

ANG Watele csc ene ee Ae acne ree 0.80 5 
TI-a-2 Flooring, roofing, hardware, and miscellaneous 

fixtures?) 22 Ne eee 8 Me ok res te es eae 9.80 15 
II-a-3 Tile wainscoting, sewage, plumbing system, 

metal window-frames, et¢:...:.......i..... 2.45 15 
Il-a-4 Electric light and telephone................. 0.80 10 
iiFa-oe owitchboard equipment: ..4. a... ++ «ates aan 4.35 10 
II-a-6 Cables and heavy wiring......25...5....000% 3.90 10 
TR am Mak CO ATSSIILA SAILS Rie Ka Rpt daten eae Suet toe eet EES 1.25 15 
S928), Water-wheels waves. Joi. Aladin stale, dele Bondo 25 
II-a-9 Water-wheel governors.............200eee0- 2.90 10 
II-a-10 Generators and transformers.............+.. 40.00 25 

100.00 


If cost of entire plant is known, cost of any unit can be derived by finding 
what percentage the chief subdivision of which the unit forms a part, is of 
cost of plant, and taking this percentage of entire cost of plant. When 
value of chief subdivision is thus found, the value of the unit may be deter- 
mined by finding what percentage the unit is of the chief subdivision. 

To illustrate, if cost of entire plant is $100,000, then cost of power-house 
equipment is 14% of that amount, or $14,000, and cost of any of units com- 
posing power-house may be found by multiplying $14,000 by the percentage 
of cost of equipment represented by it. Thus, cost of water-wheels is .3375 
of $14,000, or $4,725. These percentages must, of course, be based upon 
actual cost of the properties. 3 

Character and Use of Plant Ledger.—The plant ledger should be made an 
essential part of the double-entry books, and be controlled by a Plant account 
in the general ledger, with which it must be in agreement. The form and 
arrangement of the plant ledger should be such as to combine brevity, 
accuracy, and compactness with necessary detail. It should afford a com- 
plete record of the life of each unit or class of units of the plant.” 

The plant or property ledger must show not only original investment in a 
unit of plant, but also in all additional units of a like character afterwards 
purchased. It must show losses sustained each year on all wasting assets 
and their resultant diminished value. If desirable, the month may be made 
the time basis for figuring depreciation, but in most cases the yearly basis is 
sufficiently accurate. The plant ledger should be so arranged that all needed 
adjustments, either to show effect of functional depreciation, or of unantici- 
pated shortening or lengthening of a unit’s life, can be made. 


7The Bureau of Internal Revenue prescribes that in charging off depreciation: “The 
allowances should be computed and charged off with express reference to specific items, 
units, or groups of property, each item or unit being considered separately or specifically. 
included in a group with others to which the same factors apply. The taxpayer should 
keep such records as to each item or unit of depreciable property as will permit the ready 
verification of the factors used in computing the allowance for each year for each item, 
unit, or group.” (Reg. 62, Art. 169.) 
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A loose-leaf book is most suitable for the plant ledger, because it is unneces- 
sary to carry in it more sheets than needed for current work. Form 2 repre- 
sents a page of the plant ledger. An explanation of the data entered in this 
form is given below. 

In the plant ledger the pages or sheets used for the record of any unit or 
class of units should be numbered consecutively. Name of the unit appears 
in upper left-hand corner. Year of installation of a new unit, or of adjust- 
ment of an old one, appears in the first column. In case of an old plant it 
indicates year plant ledger was installed. In next column is entered the esti- 
mated life (or remaining life) of unit; and in third column its value at time 
of installation. In remaining columns annual depreciation allowances are 
distributed, their total equaling cost or adjusted value of the unit, as given 
in column three; the element of scrap value not being taken into consideration. 

The first distribution column of any particular unit should correspond in 
date with the year of installation of the property. Approximate accuracy 
will be secured if for 1st year the distribution allowance be calculated as 
one-half that of a full year, since installations will be fairly well scattered 
through it, some going into operation early, others late, in the year. 

If a number of items of a class are installed at different times during the 
year, or if there is uncertainty as to whether installations for the year in any 
particular class are completed, an auxiliary blank should be used from which 
at the close of the year a recapitulation can be made and total installation 
entered in plant ledger. In this way one line serves for each year’s instal- 
lations of any class, and work of computing annual allowances and possible 
future adjustments is reduced to a minimum. 

To illustrate working of the plant ledger, take the hydroelectric plant 
analyzed in the preceding pages, assuming its total investment value to be 
$100,000, and selecting one of its units. For example, take item 9 of power- 
house equipment, ‘‘water-wheel governors,” having an estimated life of 
10 years, and comprising 2.9% of value of the equipment, or $406. Assuming 
installation to have been made in 1912, entry for it in the plant ledger is 
shown in Form 2. As but one-half of a full year’s depreciation occurs in 
year of installation, distribution of depreciation will extend over 11 columns 
in the ledger, a similar half-year’s charge being made in the 11th column, 
or for 1922. 

Tf no additional installations are made, if functional depreciation does not 
diminish value more rapidly than physical depreciation, and if our estimate 
of the unit’s lifetime has been correct, or nearly correct, no adjustments will 
be required except annual deduction of depreciation allowance from balance 
brought forward from previous year. In such a case the record of this unit, 
when it has become worn out, appears in Form 2. 

Adjustments may be required at times, during lifetime of the unit for either 
of two reasons: first, obsolescence or inadequacy may so impair functional 
value of the unit that its investment value drops below what the plant ledger 
indicates; secondly, with passage of time, it may be found that lifetime of 
the unit was incorrectly estimated, necessitating distribution of its remaining 
value on a new basis. 

Property Ledger Advocated by U. S. Chamber of Commerce.—Following 
is an abstract on the use of the property or plant ledger, as advocated by the 
Fabricated Production Department of the U. S. Chamber of Commerce: 

A proper record of depreciation requires that specific items and units of property be 
enumerated and classified by kind, group or department, and that their original cost be 
ascertained, as well as accumulated depreciation and remaining useful life. 
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To do this is not easy for an established concern accustomed to taking depreciation on 
a general grouping of property, such as Buildings or Machinery. For such a concern “the 
splitting up and allocation of the old capital outlay must be approximate.” Such alloca- 
tion will be greatly assisted by a competently made appraisal. 

A complete record and history of depreciation as well as of plant and equipment can 
be secured through the property ledger. This aims to do for plant and equipment what 
the perpetual inventory record does for stock on hand. 

Such a property ledger ties up with the general books of account and supplies detail for 
total cost of property; depreciation written off in any year; additions, renewals, and dis- 
position of property; amount in depreciation reserves; estimated scrap value; and net 
remaining sound value of property. 

In addition, the property ledger will contain a brief description of all property; where 
located, plant identification; name of manufacturer and manufacturer’s number; from 
whom and when purchased; total cost, including freight and installation charges; estimated 
useful life of equipment and rate of depreciation; and it may likewise have a record of re- 
pairs, replacement values, and a tabulation of monthly depreciation. 

The property ledger can be compiled in card or loose-leaf form. Each card or sheet 
ought to last from 20 to 30 years. Practically the same form can be used for depart- 
mental and final summaries of plant and depreciation. The complete financial, plant, 
and performance history of each item of property secured in this way guides future outlays 
upon plant, helps the accurate determination of loss or gain on specific assets, is of some 
importance in credit applications, simplifies compiling and checking of tax and annual 
statements, and is invaluable in event of fire loss. The surprising thing is that there is 
still a comparatively large number of concerns operating without such a property ledger. 

Arrangement of the form of property ledgér as well as its size, etc., depends on ingenuity 
of the executive or cost accountant designing it, as well as on his sense of what is important 
information for his particular requirements, industry or plant. It may be desired to 
compress all the information on a small card, using both sides, or it may be considered wise 
to keep track of monthly depreciation, the cost of repairs or replacement values. These 
are details to be adjusted to and by individual needs. 

To illustrate (Form 3) the use of the property ledger, it is supposed that a 50 h.p. steam 
engine is purchased from Evans & Clark for use in the trimming department. SE-T1798 
is its plant number, SE—symbol for steam engine, T for trimming department. This 
plant number appears on name plate of machine where it can be easily seen. If the asset 
is frequently moved about the plant, it will be given a location number. The manufac- 
turer is the Brighton Engine Co., the manufacturer’s number B-93217. Its useful life 
has been determined at 15 years. Invoice for the engine comes to $2,500, freight charges 
$15, installation $185, a total cost as of Jan. 1, 1921, of $2,700. Scrap value is computed 
at $150, leaving a wearing value of $2,550, and an annual depreciation of $170 arrived at 
by dividing wearing value by useful life of 15 years. 

The record of the engine is as follows: 


1921. Normal depreciation of $170, no additions, no renewals. At end of year there will 
be $170 in depreciation reserve and a net remaining value of $2,380. (Wearing 
value $2,550 less depreciation reserve $170.) 

1922. Normal depreciation of $170, no additions, no renewals. At end of year there 
will be $340 in depreciation reserve and a net remaining value of $2,210. 

1923. Normal depreciation of $170, no renewals, an addition in the way of a lubricator, 
installed Oct. 8, at cost of $150. At end of year there will be $510 in deprecia- 
tion reserve and a remaining value of $2,190. (Former wearing value of $2,550 
has been increased $150 to $2,700, by cost of lubricator; $2,700 less $510 in depre- 
ciation reserve, leaves a net wearing value of $2,190.) 

1924. Normal depreciation has been increased to $182.50. This is arrived at by dividing 
sew remaining value $2,190 by remaining useful life of 12 years. No additions, 
no renewals. There is accordingly at end of year $692.50 in depreciation reserve, 
and a net remaining value of $2,007.50. 

1925. Normal depreciation of $182.50. Other things being equal, there would accord- 
ingly be $875 in depreciation reserve at end of year, and a net remaining value 
of $1,825, but on July 12 old piston has been replaced by a new one costing 
$300. This $306 is charged against accumulated depreciation, reducing that te 
$575, and increasing remaining value by just that much to $2,125. 
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Form 3. Form of Plant Ledger suggested by U S Chamber of Commerce 
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1926. At Jan. 1, 1926, the asset has been in use 5 years. Its remaining useful life will 
accordingly be 10 years, but the replaced piston, etc., it is assumed, prolongs useful 
life 2 years, and remaining useful life of asset is correspondingly changed to 12. 
This remaining useful life, 12 years, divided into remaining value, $2,125, gives 
a new annual depreciation charge of $177.08. At close of year, depreciation in 
reserve will amount to $752.08, and remaining value $1,947.92. 

1927. On Jan. 10 the machine sold for $2,000. On proper page of journal an entry cor- 
responding to the following will appear: 


AS eae et ir ARENDS. Machete syle $2,000.00 
Reserve for Depreciation............- 752.08 
Proitiand Mossis.. fae. st -tatesta bie lar 97.92 
Buildings (or Engine)..............-. $2,850 


Sales price, $2,000, plus accumulated depreciation, $752.08, $2,752.08, deducted 
from total cost $2,850 indicates loss of $97.92 on transaction. 

A notation can be written in red ink across face of property ledger page, or 
items of cost, scrap and wearing value, depreciation reserve and remaining value 
closed out. At all events, the page will be taken out and filed in rear of ledger. 

This hypothetical history is given to show how the property ledger operates and by 
what manner of contingencies it is affected. 


RELATION OF DEPRECIATION TO COST ACCOUNTING.—Sub- 
stitution of machinery for labor makes depreciation an increasing item of cost 
of manufacture. Depreciation is an element of overhead or burden, which 
is consequently increased. The elements of cost are: 


1. Raw Materials 

2. Expense of Manufacture: 
(a) Direct Labor 
(b) Overhead or Burden 


The problem is to allocate depreciation to cost of output. When it is neg- 
lected it leads to serious consequences, because it is sometimes as much 
as 10% per annum of entire cost of buildings, machinery, and equipment. 
Ail well-organized factories are divided into departments whose functions are 
determined by a study of the manufacturing process. The department 
serves as a basis for the allocation of overhead. In so far as possible, all 
elements of overhead must be compiled on a departmental basis. Productive 
departments work directly on the product manufactured. Non-productive 
departments aid the productive process indirectly by supplying to productive 
departments materials and services required for their work. Costs which 
cannot be carried directly to productive departments must be allocated to 
them on some equitable basis. The following are suggested bases: 


ACCOUNT Basis oF DisTRIBUTION 
Insurance—Building................-. Floor space 
Insurance—Merchandise.............: Value of property 
Repairs on Building...........-.5.... Floor space 
Depreciation of Building.............- Floor space 
ia pedal (yet Jevviiobaals AR Gane ooo uonoo0 Jobe Floor space 
1 Bedi BACS Olt Panini cromctts Pne vo/0l0 ROD oan ag Candle-power required 
DERN ah lk Anaad Wea pees d gists ase: kuti Cart Mache Cubic feet of space 
Salaries of General Officers............ Net sales 
General Administrative Expense.......Net sales 


IBAGdSDebtse acacienilocrersraarore ctele (aire ,,..-Net sales 
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Extent to which depreciation charges can be allocated directly depends on 
extent to which equipment is itemized for depreciation purposes. If depre- 
ciation charge for entire plant is calculated on total valuation of plant and 
equipment, the depreciation burden for departments must be allocated simi- 
larly to other general factory costs. It is desirable to segregate machinery 
and equipment by departments as a first step towards scientific calculation 
of depreciation costs and their allocation to cost of output. As much as 
possible of depreciation should be made a direct departmental expense. 
Nicholson suggests application of depreciation charges to departments on 
basis of total valuation of equipment in cash; but it is necessary to distinguish 
between property which is strictly departmental and property intended to 
promote welfare of plant as a whole. Total overhead for each productive 
department consists of: (1) direct departmental overhead, and (2) indirect 
departmental overhead—which latter consists of: (a) general factory overhead 
secured when general operating expenses are allocated to all departments 
productive and non-productive, and (b) costs of operating non-productive 
departments, which are allocated to productive departments after general 
operating expenses have been distributed to all departments, as in (a). 


OVERTIME AND IDLE TIME.—Overtime causes some increase in the 
depreciation rate. Idle time may likewise tend to decrease the rate. During 
the war the Bureau of Aircraft Production prescribed the following yearly 
rates as a basis for monthly payments on a cost-plus basis to contractors 
operating two or more shifts per day: 


1 Shift 2 Shifts 3 Shifts 


% % % 
Main buildings, brick and concrete............. 24 3 4 
Substantial wooden buildings.................. 5 6 a 
Machoryrequipmmvente nck eins stan seu ert oc cent 10 123 15 
BlSctric eqiupmemntn. at acc ait ce eee 123 15 18 
Heating and melting furnaces....:........+0<.- 6 8 9 
Wiese CHM yeh ercet soak od ba nu cin ipa tucks CVAGET AAA OMe tae 7k 10 12, 
emmiGurerang otextures: aie wei hese ty aie ee 10 124 15 


Rates in first column are for an 8-hour day. Rates for overtime were based 
on abnormal war conditions. Overtime affords less opportunity than usual 
for repairs and replacement. When there are two or more shifts, machines 
operate under different individuals. Each leaves minor matters of adjust- 
ment to his successor. Night-work is harder on machines than day-work. 
Taking on new labor dilutes labor efficiency. A constantly driven machine 
is affected by ‘‘mechanical fatigue.” 

The following table expresses the view of the auditor of a large American 
steel company. It is based on a normal day of 8 hours. 


8 hours—normal depreciation  ‘* 


9 « 5% of normal depreciation, additional 
10 “ew 10% “ u“ «“ “« 
fa} “ 15% a“ “ « « 
12 “ 20% “ “« “ « 
1S eee ee oes : ‘ 
14 eGo" « a C 
135 409 eae © u & 
16 oP 5090s ts « ) 
17 OO ome Ls = e 
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18 hours 70% of normal depreciatian, additional 
19 “ 80% « “« « « 


20 « 90% “« « « « 
oi “« 100% « “ « « 
D2 “« 115% “ « “« 4 
28m U3 0% ee S § % 
22 eM b0U 3 . € 


The following qualifying remarks are made by the advocate of the above 
rates: 


We feel that in fairness to all, after a normal rate of depreciation has been established 
the allowance for overtime depreciation should exclude the element of obsolescence. This 
would mean that the allowance for overtime depreciation wp to a certain point would not 
increase in the same ratio as the number of hours. In other words, we consider that the 
factor of obsolescence would be constant, and the only varying element would be the actual 
depreciation due to wear and tear. The “certain point’ referred to above should be 16 
hours. After this point, we consider depreciation takes place very rapidly and we feel 
that in the above table the conditions are truly presented. 

We think, furthermore, that it would be an injustice not to consider that the auxiliary 
departments of a plant should be subject to overtime depreciation. By this is meant such 
departments as steam, power, water, transportation, etc. Obviously, a ‘‘speed-up” pro- 
gram is felt in every department in the plant. It is conceded that these departments do 
ordinarily work 24 hours a day, but it is only ina measure. Under normal conditions they 
are working at full capacity only a fractional part of a day, and it was on this basis that 
normal depreciation was figured. If, however, it is required that these plants be run at 
full capacity for a greater than their normal time, it cannot be denied that there is addi- 
tional depreciation. 

We feel that the application of overtime depreciation will necessitate the determination 
of normal depreciation for each department in the plant. Furthermore, the determination 
of the number of hours a department is working overtime, unless treated in a broad way, 
might resolve itself into a complicated problem. Not knowing the attitude that will be 
taken in this respect, we hesitate in offering any suggestions. 


Nicholson suggests the following rates: 


11 hours—add 5% of the normal rate 


12 “ 10% « “« “« « 
13 “« “ 15% “« “« « “« 
14 « « 20% « « “ “« 
15 « «“ 25% “ “ « “ 
16 « “« 30% “ « “« « 
17 “ “« 35% “ « “« « 
18 « « 40% “« a a@ « 
19 “« “ 45% « « “« “« 
20 4 “ 50% « “« “ « 
21 “« « 574% « « « « 
99 « “« 674% « “« “« “« 
23 “« “ 80% « “a “« “« 
24 “ “ 95% « « « “ 


ALLOCATION OF DEPRECIATION ILLUSTRATED.—Assume that a 
factory consists of four departments, A, B, C, and D. General plant deprecia- 
tion applicable to the manufacturing process is $2,000 monthly. In addition, 
depreciation costs which can be determined on a departmental basis are as 
follows per month: 
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Department Ay ncurses ety i eve ea eer recrere .. $500 
Department Bitese ee ce wee en eet ea eRe es Net kee 800 
Departmen tiGwe vlad yea ee a one ee arr 350 
Department ..h.5teesy setae ais els Mee tees ao Pov eargelaee 600 


These figures are found by proper computations based on data presented in 
the plant ledger. 

It is necessary to fix upon some plan of allocating general factory deprecia- 
tion to departments. If allocation is to be made on basis of floor space, we 
may assume that the floor space for the departments is: 


Sq. ft. 
Departments Aynky eit dlisde Make eR ee eee 20,000 
Department? Bid 25 DIRT Ae Teal. eR ae 40,000 
Wepartment: Ole Ay NL eS AL Be eee Oe 15,000 
VSP ALUMICII OC U's | eecctte cs Gielen Ga ie cree Patents ae 25,000 
100,000 
The amounts chargeable to departments are as follows:- 
Department A; 20% of; $2,000} s0te ans ca sien cereus ot fash $ 400 
Mepartment B, 407% iof 22,000. Rory. 247.5. cea clalidaes tee 800 
Department Cilld 7 otee2- 000M Ores yu tee atic Sees oe 300 
Department) D257 ot "22000 Morte aa. wens eee ate 500 
$2,000 


The total depreciation cost per month for each department is, therefore, as 
follows: 


Departmental General Total 


IDenpanrcmienmtseAc i wereestete one $ 500 plus $ 400 $ 900 
IDepantin ent Dees SKU 800 1,600 
Department. was creamer 350 “* 300 650 
Department Dynes saeeree 6 600 “ 500 1,100 

$2,250 $2,000 $4, 250 


Each manufacturing department is thus charged with its total depreciation 
burden and must make the proper distribution to its orders in process during 
the given month. In the financial records this depreciation expense represents 
a charge to Manufacturing and a credit to the Depreciation Reserve account, 
as follows: 


Manufactum gs. «ncaa e ie ae ERG eerie: $4, 250 
Reserve for Depreciation............. A ORs Prats $4,250 
To represent the month’s depreciation’ cost charge- 
able to goods manufactured as one of the costs of 
manufacture. 


The Manufacturing account controls the cost ledger, so that the same 
amount is distributed over the order numbers’ whose records are shown in the 
cost ledger. It may be that the depreciation cost will not appear as a separate 
item on the cost sheets because it may be merged with other items of indirect 


cost, the total being shown in the form of a machine rate, or as a percentage 
OI prime cost. 
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The manner in which each department makes the distribution of its quota 
of depreciation expense to jobs or order numbers depends upon the method 
of allocation of burden or overhead employed. If the machine rate method 
is in use the depreciation expense is combined with other indirect applicable 
to the department and the total indirect is allocated to machines or production 
centers and serves as the basis for the determination of a machine-hour rate 
which will be sufficient to exhaust the total month’s overhead applicable 
to such machine or production center in a month’s time. 

To illustrate, assume that the total number of machine hours for a given 
machine, running full time, is 360 for a given month, and that the total indirect 
applicable to that machine is estimated to be $720 for that month. Its rate 
per hour is, therefore, $720 + 360, or $2. But if idle time for the month for 
this machine amounts to 60 hours, the unapplied portion of the estimated 
burden will amount to $2 x 60, or $120. Further, let us assume that in due 
time the actual indirect for this month is ascertained to be $780, or $60 
in excess of the estimated indirect. To simplify matters for illustrative 
purposes, assume further that the machine’s time during the month has heen 
occupied exclusively upon four order numbers. Below is shown the appear- 
. ance of the account for indirect and also the cost ledger accounts for the four 
orders, after the indirect has been distributed, first by the direct rate, secondly, 
by the first supplementary rate, and, thirdly, by the second supplementary 
rate: 


General Ledger 
Inpirect, Drpr. A 


NCULAL MEN GINeCta ee wee cies. © aie $7 S0n | PDirecuelvabe steers mronieetetuarnce $600 
lst Supplementary........... 120 

2nd Supplementary.......... 60 

$780 $780 


Cost Ledger 
OrpeER No. 230 (70 urs.) 


WIECH RVALe neta e cote ieee $140 
lst cupplementary.: vase e ts 28 
2nd Supplementary........... 14 


ADIT OC ULV A Geese aumento ieee are $200 
Lot oupplementarya vases na 40 
2nd Supplementary.......-... 20 
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OrpeR No. 232 (70 uRs.) 


eee 
== 


DirectsRate sri) aches... $140 
1st Supplementary............ 28 
2nd Supplementary........... 14 


— 
—_—— 


WMireetuRate st, $s le CaS $120 
1st Supplementary............ 24 
2nd Supplementary........... 12 


The hours indicated within the parentheses are the actual number of hours 
spent by the machine on the different orders. The ‘‘direct rate’’ charge is 
made on the supposition that the machine operates full time. The ‘Ist 
supplementary’’ charge distributes the balance of estimated indirect resulting 
from idle time. The ‘‘2nd supplementary”’ charge distributes the excess 
of the actual over the estimated indirect. The ‘‘1st supplementary” rate is 
secured by dividing the unapplied burden resulting from idle time, $120, 
by the number of operating machine hours for the month, 300, which gives, 
as the first supplementary rate per hour, $0.40. The ‘‘2nd supplementary”’ 
rate’is secured by dividing the excess of the actual indirect over the estimated 
indirect, $60, by the number of operating machine hours for the month, 300, 
which gives as the second supplementary rate per hour, $0.20. The various 
distributions are shown in the above accounts. 

The amounts credited to the accounts for departmental indirect, in the 
general ledger, are in turn charged to Manufacturing account, which may also 
be a departmental account in the general ledger, 


Methods of Depreciation 


STRAIGHT-LINE METHOD.—This is thé simplest and most widely 
employed. It does not require any complicated mathematical computations. 


If V represents the investment, n lifetime in periods, and V’ salvage value, 
then x the periodic charge is: 


Vev’ 
n 


rc= 


Assume case of a plant costing $100 with a life of 25 years and a salvage 
value of zero. 


Table 1 shows the accumulations of the charges made on this basis; also 
reduced theoretical value of remaining investment at end of each year. 
These results are shown plotted on Form 4. 
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Graphic Illustration of Depreciation—Straight-Line Method 


(Plotted from data in Table 1.) 
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Table 1. Straight-Line Method 
TABLE OF COMPUTATIONS 


Age Value at Depreciation Total Accrued 
in End of During Depreciation at 
Years Each Year Year End of Each Year 

0 $100 
1 96 $4 $ 4 
De 92 4 8 
3 88 4 12 
4 84 4 16 
5 80 4 20 
6 76 4 24 
7 GZ 4 28 
8 68 4 32 
9 64 4 36 
10 60 4 40 
11 56 4 44 
12 52 4 48 
13 48 4 52 
14 44. 4 56 
15 40 4 60 
16 36 4 64 
17 32 4 68 
18 28 4 72 
19 24 4 76 
20 20 4 80 
21 16 4 84 
22 12 4 88 
23 8 4 92 
24 4 4 96 
25 10) 4 100 
$100. 


REDUCING BALANCE METHOD.—This method requires heavy charges 
during early years of a unit’s lifetime, which continually decrease in amount 
from year to year. Since repairs and renewals cost least during early years, 
they offset to some extent this inequality and tend to make total cost of 
upkeep and depreciation somewhat uniform. 

A constant percentage on the decreasing balance is charged off, beginning 
with the original investment and reducing it to zero. If V’ represents salvage, 
V original investment, n the number of periods,‘and x the constant percentage 
of the balance necessary to reduce it to the required minimum or salvage 
in the given time, then: 

n y’ 
V 
An asset costs $100 and depreciates in 25 years to $1. Applying the 


formula, 


a=-1- 
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Reducing Balance Curve 


Form 5. 
(Plotted from data in first and last columns of Table 2.) 
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The balance must be reduced each year 16.8236%. Table 2 shows the 
tabulation of items over the 25-year period. These results are shown plotted 
in Form 5. 


Table 2. Reducing Balance Method 
TABLE OF COMPUTATIONS 


Age The Depreciation Amount of 


in Reduced for Fach paaenanee sane ae: 
Years Balance ear of Hach Vent 
0 $100 . 0000 $16 .8236 $16. 8236 
1 83.1764 13.9933 30.8169 
2 69.1831 ‘11.6390 42.4559 
3 57.5441 9.6810 52.1369 
ts 47.8631 8.0523 60.1892 
5 39.8108 6.6978 66.8870 
6 33.1130 5.5708 72.4578 
i 27.5422 4.6136 77.0714 
8 22.9286 3.8574 80.9288 
9 19.0712 3.2086 84.1374 
10 15.8626 2.6687 86.8061 
ast 13.1939 2.2197 89.0258 
12 10.9742 1.8462 90.8720 
13 9.1280 1.5365 92.4085 
14 7.5915 1.2772 93.6857 
15 6.3143 1.0623 94.7480 
16 5.2530 8835 95.6315 
17 4.3685 . 7349 96 . 3664 
18 3.6336 .6113 96.9777 
19 3.0223 . 5084 97.4861 
20 2.5139 .4229 97.9090 
21 2.0910 -3498 98 . 2588 
22 1.7412 . 2929 98.5517 
23 1.4483 .2437 98.7954 
24 1.2046 . 2028 98 .9982 
25 1.0018 
$99 .0000 


SINKING FUND METHOD.—This method employs the principles 
ordinarily used in establishment of sinking funds. The rate of depreciation 
is made a function of an interest rate and is purely theoretical. A fixed sum 
of money is set aside each period to accumulate at compound interest. 
Amounts thus set aside plus interest accumulations should equal the desired 
amount at end of life of asset in question. Although annual charges remain 
constant, actual burden increases each period, because in addition to equal 
amounts placed in fund periodically, there are constantly increasing interest 
accumulations. These represent the earning capacity of the fund and are 
not received through the usual channels of revenue as would happen were 
they reinvested in the business. If V equals fund to be accumulated in n 
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Sinking Fund Curves 
(Plotted from data in Table 3.) 
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periods by investing 2 dollars, in a fund to accumulate at r rate oi interest, 
then: 


VES) 
<1 byes 


Assume case of a plant valued at $100, life 25 years, salvage zero. A sum 
of money is to be set aside each year so that in 25 years the fund will accumu- 
late to $100 at 5%, compounded annually. 


$100(1.05- 1) 4, 
cd mUMmTMT Te oak bra ae hs eck ces 


Table 3 shows these results tabulated. The data are plotted in Form 6. 


Table 3. Sinking Fund Method 


TABLE OF COMPUTATIONS 


Actual Annual 


Annual Annual : 

Age Value at Payment to Accretion of Cost, or Pay- 

in End of Sinki THE : ment, Plus , 

inking nterest in ) 

Years Year F paies Year’s Interest 
Fund Sinking Fund x é 

ecumulations 

0 $100 .0000 

1 97.9048 $2 .0952 $0.0000 $2 .0952 
2 95.7074 2.0952 .1049 2.2001 
3 93 .3947 2.0952 .2148 2.3100 
4 90.9693 2.0952 . 3302 2.4254 
5 88.4225 2.0952 .4516 2.5468 
6 85.7483 2.0952 .5790 2.6742 
& 82.9405 2.0952 .7126 2.8078 
8 . 79.9923 2.0952 .8530 2.9482 
9 76.9866 2.0952 1.0005 3.0957 
10 73.6462 2.0952 1.1552 3.2504 
ll 70.2333 2.0952 eres Miia 3.4129 
12 66.6497 2.0952 1.4884 3.5836 
13 62.8870 2.0952 1.6675 3.7627 
14 58.9361 2.0952 1.8557 3.9509 
ils) 54.7876 2.0952 2.0533 4.1485 
16 50.4317 2.0952 2.2607 4.3559 
Lee 45.8581 2.0952 2.4784 4.5736 
18 41.0557 2.0952 2.7072 4.8024 
19 36.0133 2.0952 2.9472 5.0424 
20 30.7187 2.0952 3.1994 5.2946 
21 25.1594 2.0952 3.4641 5.5593 
22 19.3221 2.0952 3.7421 5.8373 
23 13.1930 2.0952 4.0339 6.1291 
24 6.7574 2.0952 4.3404 6.4356 
25 0.0000 2.0952 4.6622 6.7574 


$52 . 3800 $47 .6200 $100. 0000 


— 
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AGE IN YEARS 
Form 7. Annuity Curves 
(Plotted from data in Table 4.) 
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ANNUITY METHOD.—Under this method an allowance is made for 
interest on the investment remaining at the beginning of each period. I¢ 
proceeds on the assumption that interest on the remaining investment should 
be allowed for in the revenues; also that annual allowances should be equal. 
The equal annual charge is determined without assumption of a depreciation 
rate, by finding such a sum as, when deducted each year from sum of remain- 
ing investment and interest thereon at a given rate, will write down the 
investment to salvage, or zero, and also return full amount of interest on 
investment as it stands from beginning to end of the plant’s life. Interest 
for first year is on original investment; for second year, on original investment 
reduced by the amount that total annual allowance for interest and deprecia- 
tion is in excess of interest on investment for first year. That part of the 
allowance covering item of interest gradually diminishes. That part covering 
depreciation correspondingly increases. The two combined are always the 
same. The controlling factor is the rate of interest on the investment. As 
the rate is lowered, this method approaches the straight-line method, being 
identical with it when interest is zero. 


Table 4. Annuity Method 
TABLE OF COMPUTATIONS 


Age Value at Interest on Re- Combined Depreciation 
in End of maining Value of Depreciation Plus Interest 
Years Year Property at 5% Allowance on Investment 

0 $100 . 0000 
1 97.9048 $ 5.0000 $ 2.0952 $ 7.0952 
2 95.7047 4.8952 2.2001 7.0952 
3 93.3947 4.7852 2.3100 7.0952 
4 90.9693 4.6697 2.4254 7.0952 
5 88 .4225 4.5484 2.5468 7.0952 
6 85.7483 4.4211 2.6742 7.0952 
iG 82.9405 4.2874 2.8078 7.0952 
8 79.9923 4.1470 2.9482 7.0952 
9 76.8966 3.9996 3.0957 7.0952 
40 73.6462 3.8448 3.2504 7.0952 
11 70.2333 3.6823 3.4129 7.0952 
12 66.6497 3.5116 3.5836 7.0952 
13 62.6462 Bowes) 3. 7627 7.0952 
14 58.9361 3.1443 3.9509 7.0952 
15 54.7876 2.9468 4.1485 7.0952 
16 50.4317 2.7394 4.3559 7.0952 
We 45.8581 2.5216 4.5736 7.0952 
18 41.0557 2.2929 , #&.-8024 7.0952 
19 36.0133 2.0528 5.0424 7.0952 
20 30.7187 1.8006 5.2946 7.0952 
21 25.1594 1.5359 5.5593 7.0952 
22 19.3221 1.2580 5.8373 7.0952 
23 13.1930 . 9661 6.1291 7.0952 
24 6.7574 . 6596 6.4356 7.0952 
2D) 0.0000 .38379 6.7574 7.0952 


$77 .3800 $100 . 0000 $177 .3800 


—— 
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Let V be original value, V’ salvage value, v life of plant, and r rate of interest 
plus 1; then z, the equal annual allowance necessary to afford a return of the 
given per cent and reduce the investment to zero at end of n years, is: 
_(Vrr=V')\(r—-1)_—. 

a ee 

Assume a unit costing $100, life 25 years, also that investment at beginning 

of each year should have a return of 5% thereon. 


(100 x 1.0525)(1.05 — 1) 
— (100 x 1.05%) (1.05 — 1) _ 97 og5 
; 1.05% — 1 $7,008 15- 


The details for the full 25 years period are tabulated in Table 4. This data 
is plotted in Form 7. 


EQUAL ANNUAL PAYMENT METHOD.—This method, suggested by 
the Special Committee on Valuation of the American Society of Civil Engi- 
neers, was devised to secure an equalized depreciation charge and thus a 
uniform investment cost. By investment cost is meant that part of the 
cost of output which arises from investment in plant. It depends on amount. 
of capital invested and rapidity of its exhaustion. If at end of each year 
a portion of investment is returned, as it should be under a proper system of 
charging for depreciation of capital outlay, interest charge on remaining 
investment decreases each year in proportion to amount of investment so 
amortized. 

Assume a property costing $100, life 25 years. Money invested in it is 
borrowed at 5%. What is to be determined is the equal annual investment 
cost, and therefore depreciation charges to cover such cost, so that out of 
such charges investment can be amortized and interest at 5% paid on the 
reducing investment. The sum which must be placed in a sinking fund each 
year so that the annual payments plus accumulations at 5% compound 
interest will amount to $100 in 25 years is, according to the sinking fund 
formula, $2.0952+. By the equal annual payment method, instead of 
establishing a sinking fund, each annual depreciation charge is made equal 
to what the annual payment to a sinking fund plus the interest accumulations 
for that year would have amounted to had such a fund been established. 
In the third column of Table 5, depreciation for each year is assumed to be 
equal to annual increase of a sinking fund into which annual payments of 
$2.0952+ are made and allowed to accumulate at 5%, thus amounting to 
$100 at end of 25 years. These amounts, when deducted from amount 
invested as at beginning of each year, give remaining investment upon which 
interest for next year is computed: Return on remaining investment as at 
beginning of each year is shown in fourth column at 5%, and in fifth column 
at 7%. Sixth and seventh columns show depreciation and interest on re- 
maining investment combined. 


The data given in Table 5 are plotted in Form 8, 
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Table 5. Equal Annual Payment Method 
TABLE OF COMPUTATIONS 


Combined Depreciation 
Age Valueat Return on Remaining and Return Upon 
in End of Depreciation Value of Property at: Investment at: 
Years Year During Year 
5% 7% 5% 7% 
0 $100.0000 
1 97.9048 $ 2.0952 $ 5.0000 $ 7.0000 $ 7.0952 $ 9.0952 
2 95.7047 2.2001 4.8952 6.8533 7.0953 9.0534 
3 93.3947 2.3100 4.7852 6.6993 7.0952 9.0093 
4 90.9693 2.4254 4.6697 6.5376 7.0951 8.9630 
5 88 .4225 2.5468 4.5484 6.3679 7.0953 8.9146 
6 85.7483 2.6742 4.4211 6.1896 7.0953 8.8638 
Ue 82.9405 2.8078 4.2874 6.0024 7.0952 8.8102 
8 79.9923 2.9482 4.1470 5.8058 7.0952 8.7540 
9 76.8966 3.0957 3.9996 5.5995 7.0953 8.6952 
10 73.6462 3.2504 3.8448 5.3828 7.0952 8.6332 
11 70.2333 3.4129 3.6823 5.1552 7.0952 8.5681 
12 66.6497 3.5836 3.5116 4.9163 7.0952 8.4999 
13 62.8870 3.7627 3.33825 4.6655 7.0952 8.4282 
14 58.9361 3.9509 3.1442 4.4021 7.0952 8.3530 
15 54.7876 4.1485 2.9468 4.1255 7.0953 8.2740 
16 50.4317 4.3559 2.7394 3.8351 7.0953 8.1910 
aly 45.8581 4.5736 2.5216 3.53802 7.0952 8.10388 
18 41 .0557 4.8024 2.2929 3.2101 7.0953 8.0125 
19 36.0133 5.0424 2.0528 2.8739 7.0952 7.9163 
20 30.7187 5.2946 1.8006 2.5209 7.0952 7.8155 
21 25.1594 5.5593 1.5359 2.1503 7.0952 7.7096 
22 19.3221 5.8373 1.2580 1.7612 7.0953 7.5985 
23 13.1930 6.1291 9661 1.3525 7.0952 7.4816 
24 6.7574 6.4356 6596 9235 7.0952 7.3091 
25 0.0000 6.7574 .38379 .4730 7.0953 7.2304 


$100.0000 $77.3800 $108.3300 $177.3800 $208.3300 


PRODUCTION METHOD.—Varying productivity in recent years has 
given rise to a demand for a method of charging depreciation to operations 
which will increase it with increased production, and decrease it with de- 
creased production. The Treasury recognizes the propriety of a depreciation 
charge made to fluctuate in harmony with fluctuations in production. Certain 
difficulties stand in the way of practical application of the plan. The rate 
cannot be determined on a strictly mathematical basis. An additional ele- 
ment of uncertainty is introduced; yet it reduces somewhat the burden during 
periods of business depression. Also, some forms of depreciation accrue at a 
rate which is little affected by production. It is probably correct to say that 
depreciation costs decrease and increase as production decreases and increases, 
but not in the same ratio. In other words, percentage of fluctuation of true 
depreciation cost from normal is not as great as are fluctuations of production 
from normal or average production. Hence, periods of subnormal production 
should be burdened with a depreciation charge smaller in total but larger 


a 
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per unit of output than that charged in periods of normal production; while 
reverse is true for periods of excessive production. 

The production method is better adapted to certain classes of assets than 
to others. Automobile trucks, delivery wagons, etc., can be depreciated 
on a per mile-run basis. One company calculates depreciation on Ford 
automobiles used by salemen at 2 cents per mile. It has found that for 30 
ears depreciation has averaged 1.9 cents per mile per car. 

Certain assets do not depreciate in harmony with amount of output. 
Thus it appears that good-will depreciates more rapidly in periods of depres- 
sion, and vice versa. Certain kinds of furnaces depreciate less rapidly if 
kept heated constantly than if allowed to cool each day. 


Depreciation and the Income Tax 


INCOME DEFINED.—Weston defines income as ‘‘increase in wealth in 
addition to that which is already possessed.’’ This is the net profits concept 
of income. In People vy. Niagara County Surveyors,’ the court said that, 
although ‘‘profit’’ and ‘‘income”’ are sometimes employed synonymously, 
strictly speaking income is ‘‘that which comes in or is received from any 
business or investment of capital without reference to the outgoing expendi- 
tures,’ but that profit is ‘“‘ gain which is made upon any business or investment 
when both receipts and payments are taken into account.” 


CAPITAL INCREMENT AS INCOME.—The question as to whether 
capital increment is income came before the U. S. Supreme Court in Gray v. 
Darlington,’ which case arose under the income tax law of 1867, which levied 
a tax on ‘gains, profits, and income’’ of persons as well as of businesses, 
trades, and professions. The Supreme Court said: ‘‘ Mere advance in value 
in no sense constitutes the gains, profits, or income specified by the statute. 
It constitutes and can be treated merely as increase of capital.’’ Specific 
question at issue was whether advance in value of bonds, during 4 years, over 
cost was, when realized by sale, income as intended in the law and therefore 
subject to taxation as profits of the year in which sold. The court said: 
“The answer which should be given to this question does not, in our judgment, 
admit of any doubt. The advance in the value of property during a series of 
years can, in no just sense, be considered the gains, profits, or income of any 
one particular year of the series, although the entire amount of the advance 
be at one time turned into money by a sale of the property. The statute 
looks, with some exceptions, for subjects of taxation only to annual gains, 
profits and income.”’ 

The Sixteenth Amendment gave Congress power to “lay and collect taxes 
on ‘incomes.’”’ It is probable that the word ‘‘income’”’ was meant to bear 
the interpretation given it in Gray v. Darlington. This interpretation has 
the support of many cases dealing with interests of life-tenant and remainder- 
man, in which it has become customary to regard increments derived from 
sale of capital assets held in trust not as income but as principal, which passes 
to the remainderman. In Brewster v. Walsh, the District Court of the U. S., 
District of Connecticut, held the same view, saying that ‘‘there is no income 
from the sale of investments.’’ On Mar. 28, 1921, the U. 8S. Supreme Court 
reversed its decision in Gray v. Darlington, asserting that any increase in 
value of capital assets, when realized, is income, and as such taxable under 


$4 Hill (N. Y.) 20.} 
915 Wall, 63, 
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the income tax law. The test case involved the estate of Arthur Ryerson, 
who left, as a part of his estate, capital stock in firm of J. T. Ryerson & Son, 
valued at $560,000 as of Mar. 1, 1913. In 1917 this stock was sold for 
$1,280,000, cash received becoming a part of the estate. <A tax of $311,000 
ras collected on this increase and suit was brought for recovery. The 
Supreme Court declared this to be income, and relied for authority chiefly 
on its recent decisions: in Stratton’s Independence v. Howbert, in which income 
was defined as ‘gain derived from capital, from labor, or from both com- 
bined’’; in Eisner v. Macomber, in which income was defined as “gain 
derived from capital, from labor, or from both combined” provided it be 
understood to include profit gained through sale or conversion of capital 
assets; and in Hays v. Gauley Mountain Coal Co., in which the court drew an 
important distinction between the wording of the act of 1867 and that of 1909. 


INCOME CONCEPT IN LEGISLATION.—By act of Aug. 5, 1861, Con- 
gress provided for a 3% tax on excess over $800 of the ‘“‘annual income of 
every person residing in the United States or elsewhere or from any source 
whatever.” This law was never put into effect. In 1862 a tax of 3% was 
levied on “‘ annual gains, profit or incomes of any person residing in the United 
States, whether derived from any kind of property, rents, interest, dividends, 
salaries or from any profession, trade, employment or vocation carried on 
in the United States or elsewhere, or from any source whatever,” to the 
extent that the income exceeded $600. If the income exceeded $10,000, the 
rate was 5%. 

The income tax law of 1894, intended to become effective Jan. 1, 1895, was 
levied on “‘gains, profits and income derived from any kind of property, 
rents, interest, dividends, or salaries, or from any profession, trade, employ- 
ment or vocation.’’ According to the section of the law explaining income, 
necessary expenses actually incurred in carrying on an occupation were 
deductible, also interest on indebtedness, losses actually sustained, and 
worthless debts. The law provided that profits derived from sale of real 
estate were to be considered income only in case real estate had been purchased 
within 2 years previously. The law of 1862 taxed such profits irrespective 
of time of purchase. The law of 1864 made them income only when the real 
estate had been bought in same year as sold, but this was placed at 2 years 
in 1867. This was a crude attempt to distinguish between capital profits 
and trading profits. 

The income tax law of 1913 provides that net income shall include “ gains, 
profits, and incomes derived from salaries, wages, or compensation for per- 
sonal services of whatever kind, and in whatever form paid; or from pro- 
fessions, vocations, businesses, trade, commerce, or sales or dealings in 
property, whether real or personal, growing out of the ownership or use of or 
interest in real or personal property; also from interest, rents, dividends, 
securities, or the transaction of any lawful business carried on for gain or 
profit, or gains or profits and income derived from any source whatever, 
including the income from, but not the value of property acquired by gift, 
bequest, devise, or descent.” 

This law adopts the concept of income as being a regular periodic return 
because it specifically excludes windfall accretions to surplus. It was the 
intention of Congress that the unearned increment should not be regarded as 
income but as accretion to capital. The law provided for deducting “neces- 
sary business expenses, interest on personal indebtedness, losses actually 
sustained during the year, including worthless debts charged off, and a 
reasonable allowance for exhaustion, wear and tear of the property arising 
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out of its use in the business (not exceeding in the case of mines 5 per cent of 
the gross value of the year’s output at the mines).”’ 

The law of 1916, in defining net income, employed nearly the same words 
as are found in (he. 1913 law quoted above, merely changing the phrase ‘‘any 
lawful business” to ‘‘any business,’’ but whereas the 1913 law exempted 
acquisitions of property acquired by gift, bequest, devise, or descent, this 
exemption is not mentioned in the 1916 law, while specific provision is made in 
latter for inclusion of income from stock dividends. 

The law of 1918 defined net income by first listing the items composing 
gross income and listing those composing the allowable deductions, gross 
income less deductions being net income. Gross income was made sufficiently 
comprehensive to include all possible sources of revenue, while specific items 
were excluded as not constituting income and consequently were non-taxable. 
Among these were proceeds of life insurance companies, the value of property 
acquired by gift or devise, and income from certain tax-exempt securities. 
In case of non-resident aliens, gross income was made to include only gross 
income derived from sources within the United States.!9 The definitions of 
gross income in case of individuals and in case of corporations did not differ 
in essentials, the definition of gross income for individuals being made to 
apply to corporations with certain specified exceptions applicable to life in- 
surance companies and mutual marine insurance companies but which are of 
no interest in so far as general principles are concerned. 

To arrive at net income, the following deductions from the amount of 
gross income as limited by the law, were allowed: 


1. All ordinary and necessary expenses paid or incurred during the 
taxable year in carrying on any trade or business, including a reasonable 
allowance for salaries and rentals. 

2. Interest paid or accrued within the taxable year on indebtedness 
incurred in the purchase of certain securities the interest upon which is 
exempt from taxation under the law. 

8. Taxes paid or accrued within the taxable year. 

4. Losses sustained during the taxable year and not compensated 
for by insurance or otherwise, if incurred in trade or business, or if 
incurred in any transaction entered into for profit, although not con- 
nected with his trade or business. 

5. Losses sustained during the taxable year on property not connected 
with the trade or business if arising from fires, storms, shipwreck, or 
, other casualty, or from theft, when not compensated by insurance or 
* otherwise. 

6. Debts ascertained to be worthless and charged off within the 
taxable year. 

7. A reasonable allowance for the exhaustion, wear and tear of property 
used in the trade or business, including a reasonable allowance for 
obsolescence. 

8. A reasonable deduction for the amortization of the cost of buildings 
and other facilities constructed, erected, installed, or acquired, on or 
after Apr. 6, 1917, for the production of articles contributing to the war, 
and for the amortization of the cost of vessels constructed or acquired on 
or after Apr. 6, 1917, for the transportation of articles or men contributing 
to the prosecution of the war. 

9. In case of mines, oil and gas wells, other natural deposits, and 


10 Section 213 for individuals; Section 233 for corporations. 
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timber, a reasonable allowance for depletion and for depreciation of 
improvements. 

10. Contributions or gifts made for charitable, religious, scientific, and 
educational purposes, not in excess of 15% of the taxpayer’s net income 
when computed without the benefit of this deduction. 

11. Provision was made for filing claims in abatement based on sub- 
stantial losses, incident to the year 1918, “resulting from any material 
reduction (not due to temporary fluctuations) of the value of the in- 
ventory for such taxable year, or from the actual payment after the close 
of such taxable year of rebates in pursuance of contracts entered into 
during such year upon sales made during such year.’ The law further 
provided that in case no such claim was filed but it could be shown that 
during the taxable year 1919 a substantial loss of this character had 
been sustained the amount of such loss could be deducted from the net 
income for the taxable year 1918, thus necessitating a redetermination 
of the taxes for that year. 


The law of 1921 continues the policy previously developed. It also 
provides that a reasonable addition to a reserve for bad debts shall be a 
deductible item. 

In England income was and is used, with reference to income taxation, in 
the sense of ‘‘annual income.” 


DEPRECIATION POLICY OF TREASURY.—As interpreted by the 
Treasury Department for income tax purposes, depreciation excludes the idea 
of reduction in market value due to changing commercial conditions. More- 
over, the amount allowable on the grounds of exhaustion, wear and tear, 
or obsolescence should be determined in accordance with some consistent 
plan whereby amounts thus allowed as deductions over useful life of property 
plus any salvage value remaining will be equivalent to its cost, or to its value 
as at Mar. 1, 1913, if purchased before that date. 

The Treasury adheres to the theory that the depreciation allowance 
should be just sufficient to afford replacement at original cost of investment 
and not at some greater or lesser cost which may have been necessitated by 
changing prices. This is termed the ‘investment theory” of depreciation 
as distinguished from the “‘utility theory,’”’ which is based on the assumption 
that the replacement to be provided by depreciation reserves is one which is 
not of equal cost, necessarily, but one which is of equal utility. During 
periods such as that from 1910-1920, variations in prices would create 
discrepancies in amounts which would be reserved, respectively, according 
to the two methods. The majority of practitioners adhere to the theory 
followed by the Treasury. 

The Treasury’s theory of depreciation is grounded on the fact that most 
kinds of property approach a point where their usefulness is exhausted. 
It is to property of this sort that the allowance is limited. The theory of 
depreciation does not apply to inventories and to stocks held for trading 
purposes, nor to land when considered apart from improvements or develop- 
ments added toit. Neither does it apply to the exhaustion of mineral deposits 
for which other provision is made. For the Treasury’s purposes the deduction 
is restricted to property used in the business of the taxpayer and does not 
apply to expenses in the form of depreciation of his dwelling or of automobiles 
used chiefly for pleasure. 


DETERMINING ALLOWANCE FOR DEPRECIATION.—Art. 165 of 
Reg. 62 provides: ‘‘The capital sum to be replaced should be charged off 
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over the useful life of the property either in equal annual instailments or in 
accordance with any other recognized trade practice, such as an apportion- 
ment of the capital sum over units of production. Whatever plan or method 
of apportionment is adopted must be reasonable and must have due regard 
to operating conditions during the taxable period.” 

This gives the taxpayer latitude in determining the exact method to follow 
in ascertaining his allowance. The expression ‘‘any other recognized trade 
practice” gives almost unlimited scope to the taxpayer, the only limitation 
being that his plan must have met with recognition in the trade. In England 
the reducing balance method is popular. The inland Revenue, in prescribing 
rates, usually expresses them as percentages such as should be used according 
to that plan. In the United States the straight-line method, which requires 
that an equal percentage be written off original cost each year, is most popular. 
No plan has received the official sanction of the Treasury Department, 
probably because it has not attempted to prescribe any rates. 


VALUE TO BE DEPRECIATED.—The value to be depreciated is either: 
(1) the value of the asset as at Feb. 28, 1913, or (2) its cost if acquired sub- 
sequent to that date. The former is an arbitrary valuation adopted because 
it was unconstitutional for Congress to tax income until after the adoption of 
the Sixteenth Amendment to the Constitution. As a general rule the value 
as of Mar. 1, 1913, was the original cost less depreciation as of that date. 
If there had occurred appreciation previously to Mar. 1, this may be taken 
into consideration in determining value as of Mar. 1, 1913, for depreciation 
purposes. Conversely, if value was actually less than cost less depreciation, 
that value should be used as the base. Ordinarily no revaluation on the 
basis of such appreciation or depreciation in excess of that written off is 
made; but sometimes, especially in case of patents, the fair market value as 

_ of Mar. 1, 1913, is shown to be much in excess of cost. 

Cost is the amount paid for property plus additional expenditures for better- 
ments and improvements. The amount subject to depreciation may be 
reduced by losses, damages, or sales. The greatest difficulty in determining 
cost for purposes of depreciation arises when a single purchase is made of a 
plant which consists of both depreciating and non-depreciating assets, as 
when land and buildings are purchased. In such instances some plan must 
be devised of determining the values assignable to the depreciating and non- 
depreciating assets, respectively. 

When consideration given in payment is in some other form than cash, as 
for instance when stock or bonds are the consideration, cost is the fair value 
of such securities. This is determined by the market value of the securities, 
if they have a market value; otherwise the fair cash value of the property 
as at time of sale must be determined. When property is acquired by gift 
or devise, bequest, or descent, value as at time of such transfer is basis for 
determining depreciation. The estimated salvage or scrap value must be 
taken into consideration in determining the anriual allowance. 


ERRORS IN ESTIMATING DEPRECIATION.—TIf an error is made in 
estimating proper rate to be used owing to impossibility of forecasting with 
accuracy the useful life of an asset, when the property is abandoned or 
scrapped the sum written off plus salvage value may not equal original cost. 
If too little has been written off, the difference should be taken as a loss in the 
year in which the property is scrapped and should be deducted in that year 
for income tax purposes. If too much has been written off, the excess should 
be reported as income in the year in which the residual value of the property 
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is realized. This is equivalent to the realization of a larger salvage value than 
was anticipated. If the error has been so large as to indicate negligence or 
fraud, the Commissioner of Internal Revenue may require that the returns 
for past years be amended and the allowances for depreciation corrected. 

This is of importance over a period of years in which tax rates vary exten: 
sively, whereas if tax rates remain stationary over long periods it is a matter 
of relatively small importance. At any time when a taxpayer becomes 
convinced that his estimates are in error he can alter them, subject to approval 
of the Commissioner of Internal Revenue. 


WHEN DEPRECIATION COMMENCES.—Sometimes construction 
extends over a considerable period of time before operations begin. It is 
satisfactory to the Treasury if depreciation is first deducted in the year in 
which the property is put into operation and for the period of time extending 
from the date of the inception of the property’s use to the close of the period 
for which the return is made. Any depreciation which occurs before property 
is put into actual use should remain capitalized and thus become a charge 
to be distributed over the property’s useful life. 


ADJUSTMENT OF DEPRECIATION RATES.—Since it is impossible to 
estimate with accuracy the future life of a property, even under favorable 
circumstances, and since many unforeseen emergencies arise to modify 
existing estimates, revision of these should be permitted when conditions 
warrant. Not only is taxpayer allowed to take depreciation due to wear and 
tear into consideration in making his estimate of his property’s future useful 
life, but also is permitted ‘‘to allow for such future (not past) obsolescence 
as may be expected from experience to result from the normal progress of 
the art.’”’ Changes in market value should in no way modify the plan followed 
since these are not related to useful life of property. Changes which affect 
market values should be considered only in so far as they actually affect 
property’s estimated useful life. 


VARYING RATES FOR SAME PROPERTY.—Among the factors which 
may make it necessary to use different rates for two items of the same physical 
construction are: climate, repairs, hours of operation, speed, and so on. 
It is poor policy to accept published rates blindly and without making due 
allowance tor special circumstances which may invalidate rates which are 
quite proper when applied under different and perhaps more normal cir- 
cumstances. 


RATES TO BE USED.—Contrary to practice of English Inland Revenue, 
the Treasury Department has found it inadvisable to prescribe any definite 
rates for specific classes of assets. It lies within the power of the Commis- 
sioner to reject any rate he may think excessive. Care and hours of operation 
are but two of many other factors entering into the question of rates. Repairs 
is a factor. Intent to defraud will not be presumed unless taxpayer takes a 
stand which is very clearly unreasonable. 


PATENTS AND COPYRIGHTS.—Amount to be allowed as a deduction 
for patents and copyrights is cost or fair market value as at Mar. 1, 1913, if 
acquired before that date. The Treasury has held that cost of a copyright 
to the author consists of his actual cash outlay in securing it, including actual 
cost of producing the work, but does not include any amount for his time and 
labor. ‘This amount should be apportioned over life of patent or copyright, 
from time of grant, or of acquisition, or since Mar. 1, 1913, according to 
circumstances. In case of a patent or copyright acquired from the govern- 
ment, cost consists of fees, cost of drawings, models and so on, which were 
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actually paid. If a patent is purchased with stock, fair market value oi 
stock paid determines value. If a patent becomes obsolete before it expires, 
the deduction which may be made, with the Commissioner’s permission, is 
such part of amount subject to a depreciation deduction as is proportional to 
remaining years of patent’s life as compared with period which may intervene 
between date of acquisition of patent and date of its legal expiration. 

Patents are similar to good-will, in that their value is directly measured 
by earning power. Although patents have a definite legal life, their value 
is frequently more or less permanently capitalized, because wherever possible 
their value is made permanent through continuous improvements, also 
because, even when legal title has passed, use and control of the article may 
be so completely monopolized and exploited that competitors cannot success- 
fully take it up. In such case its value becomes a part of a concern’s good- 
will. Deductions based on a normal life of 17 years are optional with the 
taxpayer. Where value of a patent tends to become a more or less permanent 
part of capital through the process described above, the taxpayer is favored. 
The assignment of patents under an agreement giving assignor 40% interest 
in profits therefrom, entitles assignor to deduct 40% of depreciation deduct- 
ible. 


DRAWINGS AND MODELS.—The tax-payer is given option of charging 
off cost of drawings, patterns, models, etc., designed to improve facilities or 
output, against current revenues, or of treating them as assets. In latter 
event if their useful lives can be estimated with a reasonable degree of ac- 


curacy, they may be written down by the usual method of caring for depre- 
ciation. 


DISCONTINUED PROPERTY.—Use of property may be discontinued for 
sundry reasons. If this is done but no sale or other disposition of property 
is made, taxpayer should make a determination of loss or gain resulting from 
such abandonment. The loss or gain must be disclosed in taxpayer’s return 
for year in which such loss or gain is ascertained, and a full disclosure of facts 
relative thereto made. If such discontinued property is sold or otherwise 
disposed of, amount realized thereon should be compared with estimated 
. salvage value employed in determining loss or gain as explained above. 
Difference is to be considered as loss or gain of year in which sale or disposition 
of property is made. 

To illustrate, assume that Company A permanently discontinues use of a 
building which cost $25,000 and against which there exists an offsetting 
depreciation reserve of $15,000. It is estimated that salvage value of building 
is $5,000, although it is not sold or otherwise disposed of. Under these 
circumstances Company A should return a loss of $5,000 along with all 
available data substantiating that figure. Such loss should be deducted in 
the return for the year in which its determination is made. If, during next 
fiscal year, the building is disposed of for $6,000, this amount, compared with 
estimated salvage value, $5,000, indicates a gairt of $1,000, which should be 
returned as taxable income in the year in which such sale is made. 


DEPRECIATION OF FARM PROPERTY.—Farmers are permitted an 
allowance on all buildings except the dwelling house which they occupy. 
Farm machinery and other physical property, such as livestock purchased 
for draft, dairy, or breeding purposes, is subject to a suitable depreciation 
allowance. No allowance is permissible on livestock raised or purchased for 
resale. Cost and estimated life are principal factors to be taken into con- 
sideration in determining livestock depreciation. j 
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Farmers may determine their net income by the inventory method. This 
requires that an inventory be taken at the close of each year, and that gross 
income be determined by adding to sales the gain or deducting therefrom the 
loss for the year due to increase or decrease in value of inventory. This 
method may be illustrated as follows: 


Sales of livestock and farm products for year.............+-.+++- $9,000 
Inventory of livestock and products, beginning of year..... $3 , 000 
Most on livestock DOUL Int CUEIINS Veal see ciel aie lonct cies telelsieles sees 2,000 
$5,000 
Deduct inventory of livestock and products, end of year.... 4,000 


Deduct decrease in inventory value at end of year as compared with 
inVenutoLry-at HegINMIN Of Vial 0c wsyeretel siete ler cies] e.s\ete io eos ony sie 1,000 


GTOsSaNnCOME LOLS CAT cicai oaths! tel egerhoein) aoieye en eagensuel telarels $8,000 


If inventory method is not used, gains, profits, and income derived from 
sale of products should be included in income whether such products are pro- 
duced on the farm or are purchased. Sometimes farmers find it desirable 
to sell property originally purchased for use instead of for resale, such, for 
example, as farm machinery and draft horses. In such cases amount to be 
reported as income is excess of sale price over cost reduced by any sums 
previously deducted for depreciation. If sale price is less than cost less 
depreciation previously deducted, difference is to be reported as a loss. 

One who operates a farm for profit is entitled to deduct all amounts “actu- 
ally expended”’ as necessary expenses in carrying on such business. He may 
consider cost of ordinary tools of short life or of small cost as expenses to be 
deducted directly, but cost of machinery and farm buildings should be con- 
sidered as a capital investment and charged off over period of their useful 
lives by means of formal allowances for depreciation. Amounts expended in 
developing farms, orchards, and ranches up to time when they become pro- 
ductive should be capitalized. Usually such capitalized sums will admit of 
depreciation allowances from time when their productivity commences, be- 
cause orchards deteriorate as do likewise physical improvements of most kinds. 
Purchase of work animals and livestock, whether for resale or otherwise, is 
to be regarded as an investment, not as an expense, which will be either 
amortized by adequate depreciation allowances or removed through resale. 
Automobiles purchased exclusively for farm business are an investment 
subject to adequate depreciation allowances. Repairs and upkeep on them 
are deductible as expenses, but when they are so deducted the depreciation 
allowance should not be larger than is sufficient to cover wear and tear not 
made good through such repairs and upkeep. If an automobile is used partly 
for farm business and partly for pleasure, only such depreciation cost and cost 
of repairs and upkeep are deductible as are attributable to farm business. 
The remainder is a personal expense and as such is not an allowable deduction. 

When farmers hold products for more favorable markets, no deduction is 
permissible on account of shrinkage in weight or value or because of physical 
deterioration. Neither is total loss of a prospective crop or of one not yet 
sold, a deductible loss. If a farmer is engaged in raising and selling livestock, 
he is not permitted to make any deduction for value of those which perish. 
If, however, livestock has been purchased for any purpose and afterwards 
dies or is killed by order of the authorities of a state or the United States. 
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actual purchase price reduced by any depreciation previously allowed thereon, 
and also any insurance received, is a deductible expense. Same general 
rule applies to other property destroyed by order of state or United States 
authorities. When inventory method is followed in determining gross income, 
no deductions can be made for livestock or products lost, since such losses are 
reflected in inventory at the year’s end. 


REMOVAL OF BUILDINGS AND EQUIPMENT.—When old buildings 
are removed or destroyed and when old machinery is scrapped to make re- 
placement possible, such sum may be deducted as a loss as is represented by 
difference between cost of scrapped property and ‘‘the amount of depreciation 
sustained with respect to the property prior to its demolition or scrapping, and 
allowable as a deduction in computing net income.” If a taxpayer purchases 
real estate and demolishes a building standing thereon to make place for a 
new building, he is not permitted to make any deduction on account of razed 
building or for cost incurred in demolishing it. The presumption is that the 
land, exclusive of value of old building, is equal to purchase price of property 
plus cost of removal of old building. 


SECURITIES AND STOCKS.—Fluctuations in market value of stocks 
and bonds give no occasion for deductions from gross income on account of 
shrinkage in value of such securities. Such loss can be claimed only in case 
it results from actual disposition of properties while in possession of lessee. 
Therefore no allowance for depreciation can be granted. Allowance may be 
had for repairs and upkeep cost incurred by lessee, however. 


ACCOUNTING PROCEDURE.—Under the corporation excise tax law of 
1909, the Commissioner required that depreciation, to be an allowable deduc- 
tion, must be credited directly to property account affected. This was 
contrary to best accounting practice. On May 9, 1912, use of reserve 
accounts for reception of such credits was recognized as correct procedure. 
Since then it has had the approval of the Internal Revenue Bureau, although 
if taxpayer prefers, he may still follow procedure of crediting allowance 
directly to property account. 

The requirement that depreciation allowances be computed with “express 
reference to specific items, units or groups of property”’ is one which, if 
adhered to, would do much towards placing procedure with reference to 
depreciation on a scientific basis. It is required that each item or unit be 
considered separately or else ‘‘specifically included in a group with others to 
which the same factors apply.’’ The expression, “the same factors,’’ refers 
to the conditions which determine rate and nature of depreciation. Many 
concerns still follow antiquated procedure of writing off a round sum on 
entire cost of depreciating assets. Frequently its amount depends on current 
earnings, being increased in prosperous years and decreased in lean years. 


MANAGEMENT OF RESERVES.—The Bureau of Internal Revenue, in 
its earlier rulings, held that the reserves could not be used for any other 
purpose than making good loss sustained through depreciation, and that ‘‘the 
investment of depreciation reserve funds in the concern’s own plant in the 
way of additions and extensions would appear to be such a diversion.’’ This 
was based on theory that such investing of depreciation funds would indicate 
that excessive amounts were being set aside to cover depreciation and that a 
corporation doing this would be adding to value of its capital assets. 

In a letter to Willard H. Lawton, replying to his letter taking issue with 
this stand, Bureau of Internal Revenue said that although investment, of 
depreciation funds in additions and betterments appeared to be a diversion 
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ef such funds to purposes other than making good depreciation already sus- 
tained, it may be allowed “‘if the property account is charged with the amount 
of the fund thus used, in which case the depreciation account remains a 
liability and renewals and replacements when made are charged against it 
rather than against current income.” 

On Apr. 10, 1917, the Bureau ruled that the reserves need not be held 
intact or remain idle until needed to replace specific assets for which reserva- 
tions were made, or until needed to restore capital invested in depleted assets. 
Providing reserves are not excessive and are properly entered on books so 
as to constitute a liability against their respective complementary assets, con- 
version of such reserves into tangible assets would not be regarded as constitut- 
ing a.diversion of funds such as would make the deduction for depreciation 
an improper one. : 

DIVERSION OF RESERVES.—Depreciation reserves are set up to avoid 
overstatements of profits. They do not form a part of surplus, except in so 
far as they-are excessive. For this reason dividend payments are not properly 
chargeable against them, and should not in any case be so charged as long as 
there exists any distributable surplus. In 1917 the Bureau held that a divi- 
dend so charged would be regarded not as a distribution of profits but as a 
distribution of capital, and therefore, not subject to tax in the hands of the 
taxpayer. Dividends ought not to be charged against depreciation reserves 
in any case, because if there is a surplus it should be charged, while if there is 
no surplus such a dividend payment is equivalent to a reduction of capital 
and should be regarded as such rather than as a distribution of reserves. 
In Oct. 1917 the Bureau revoked the ruling made in the preceding July, 
in the following manner: ‘‘All such dividends received by stockholders 
declared out of such reserves accumulated subsequent to Mar. 1, 1913, con- 
stitute income to the stockholder under the act of Sept. 8, 1916, and must be 
accounted for in returns of net income.” 

Present attitude of the Treasury regarding distribution of reserves may be 
summarized briefly. Depreciation reserves are not surplus, and therefore 
ordinary dividends cannot be paid from them. If dividends are so paid they 
are to be regarded as liquidating dividends and are taxable as income to 
recipient only to extent that amount so paid is in excess of cost or fair market 
value of his shares of stock as of Mar. 1, 1913. Before such a distribution 
from a depletion or depreciation reserve will be deemed to have been made, 
surplus and undivided profits must first have been exhausted. When divi- 
dends are paid out of such reserves, stockholders must be notified that such 
dividends are a return of capital and not a distribution of profits. 

A somewhat different problem arises when a corporation proceeds to dis- 
tribute its so-called net income among its stockholders without having first 
made provision for depreciation. Under earlier regulations such corporation 
was estopped from any deduction on account of such depreciation, unless 
conclusively shown that property account had been reduced by amount 
claimed for depreciation, or unless it had been credited to a depreciation 
reserve account and was shown to be of reasonable amount. 

This has been modified to the extent that a corporation which has thus 
paid dividends without first having set up depreciation reserves may reopen 
jts books in order to make proper reservations. It must then file an amended 
return for period in question. This privilege is not granted if preparation 
of the original return was fraudulent or grossly negligent. When proper 
adjustment is made and reserve set up, corporation is in position of having 
paid dividends out of its depreciation reserves to extent that it has exceeded 
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its actual net income. The stockholders have received dividends consisting 
partly of a distribution of capital. So they should make amended returns 
showing amount received from profits and from capital, i.e., from the de- 
preciation reserve, so that tax can be adjusted. 


SUDDEN OBSOLESCENCE, ETC.—Various emergencies may cause 
sudden termination of usefulness of capital assets. Machinery may become 
obsolete as result of new inventions. An increase in cost of or change in 
method of manufacture may make it necessary to abandon it altogether, in 
which case machinery specially constructed to facilitate its processes may be 
abandoned. Legislation sometimes directly or indirectly makes impossible 
continued profitable use of property. Such cases of loss are not supposed to 
be cared for by ordinary process of allowing for depreciation. Under these 
circumstances taxpayer may claim as a loss in year in which he discontinues 
use of such assets ‘‘the difference between the cost, or, if acquired prior to 
Mar. 1, 1913, fair market price or value as of that date of any assets so dis- 
carded (less any depreciation sustained and allowable as a deduction in com- 
puting net income) and its salvage value remaining.”’ 


TREASURY POLICY ON OBSOLESCENCE.— Until passage of 1918 
revenue law, no deduction for obsolescence was specifically recognized by 
law. The law of 1918 provided for a “‘reasonable allowance for obsolescence”’ 
in addition to that for exhaustion, wear and tear. By provisions of earlier 
laws it was necessary to dispose of property before loss due to obsolescence 
could be deducted for purpose of arriving at taxable income. Treasury 
regulations issued in interpretation of 1921 law provide that “inasmuch as 
under the provisions of the income tax acts in effect prior to the Revenue 
Act of 1918 deductions for obsolescence of property were not allowed except 
as a loss for the year in which the property was sold or permanently abandoned 
a taxpayer may for 1918 and subsequent years revise the estimate of the useful 
life of any property so as to allow for such future (not past) obsolescence as 
may be expected from experience to result from the normal progress of the 
art.’’? The regulations further provide that the proper allowance to be made 
for exhaustion, wear and tear, and obsolescence is such as will (by a consistent 
plan, but not necessarily at a uniform rate), during useful life of property, 
with salvage value, and having due regard for expenditures for current 
upkeep, replace original cost of property, or its value as of Mar. 1, 1913, if 
taxpayer acquired it before that date. The regulations still further provide 
that: 

When, through some change in business conditions, the usefulness in the business of 
some or all of the capital assets is suddenly terminated, so that the taxpayer discontinues 
the business or discards such assets permanently from use in such business, he may claim 
as a loss for the year in which he takes such action the difference between the cost, or if 
acquired prior to March 1, 1913, the fair market price or value as of that date of any asset 
so discarded (less any depreciation sustained and allowable as a deduction in computing 
net income) and its salvage value remaining. This exception to the rule requiring a sale 
or other disposition of property in order to establish a loss requires proof of some unforeseen 
cause by reason of which the property has been prematurely discarded, as, for example, 
where an increase in the cost of or other change in the manufacture of any product makes 
it necessary to abandon such manufacture, to which special machinery is exclusively 
devoted, or where new legislation directly or indirectly makes the continued profitable use 
of the property impossible. 

This regulation is issued as an interpretation of that section of the law 
which provides for the deduction of ‘‘losses sustained during the taxable year 
and not compensated for by insurance or otherwise, if incurred in trade or 
business.” 
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No mention is made in the law of inadequacy and it is not emphasized in 
the regulations and rulings. 


TREASURY POLICY ON DEPLETION.—The corporation excise law 
of 1909 required that corporations, in determining net income, should make 
a deduction for ‘‘all losses actually sustained within the year.” 

Few corporations claimed a deduction for depletion of natural resources 
under this provision. 

The law of 1913 was the first to contain definite provision for an allowance 
for depletion of natural deposits, viz.: ‘‘In case of mines a reasonable allow- 
ance for depletion of ores and all other natural deposits, not to exceed 5% of 
the gross value at the mine of the output for the year for which the compu- 
tation is made.’”’ The law said nothing regarding the proper basis for deter- 
mining the value to be written off for depletion purposes. 

The law of 1916 provided that depletion allowances should not exceed 
“market value in the mine of the product thereof which has been mined and 
sold during the year for which the return and computation are made,”’ but 
total allowable was not to exceed original investment or, if purchase of deposit 
is made before Mar: 1, 1913, fair market value as of that date. 

The law of 1918 provided for a “‘reasonable allowance for depletion . . . 
according to the peculiar conditions in each case, based upon cost including 
cost of development not otherwise deducted.’ For properties acquired 
before Mar. 1, 1913, fair market value as of that date is basis for depletion. 
Further provision was made for discovery of natural resources on or after 
Mar. 1, 1913, where fair market value was ‘materially disproportionate to 
the cost.’’ In this case the depletion allowance was based on fair market 
value as at date of discovery or within 30 days after discovery. 


THEORY OF DEPLETION.— Until the advent of income taxation the 
most authoritative interpretations of the theory of depletion were to the 
effect that the depletion allowance should be based strictly on original cost, 
and that the only effect of new discoveries is to lessen the amount of depletion 
allowable per unit of output. This plan has been described by A. Lowes 
Dickinson, as follows:!! 


4 . As a general principle, whatever there was in the ground, whether known or un- 
known, has been reduced during the period under consideration by whatever amount has 
been extracted; and while the new discoveries may be accepted as reducing the necessary 
rate of provision for extinction from, say, one dollar to one cent per unit of quantity, the 
original principle that provision must be made holds good on the smaller figure, whatever 
it is. It may be, of course, that the provisions made in earlier years have been sufficient 
to cover a number of future years on this basis, from the commencement, of the rate sub- 
sequently found to be sufficient in view of the new discoveries; and in this case there would 
be no necessity to provide further for extinction until the total production at the new rate 
is equal to the total amount written off. 


Accountants long regarded this position as correct. Its practical appli- 
cation necessitated frequent revision of the depletion allowance per unit of 
output where, as in case of copper mines, new discoveries are continually 
being made. Under this plan the charge per unit of output continues at all 
times to be a fraction of the original cost of properties, but the denominator 
which determines the amount of that fraction—the changing amount of known 
existing tonnage—changes with each new discovery ; consequently the deple- 
tion per unit of output also changes. 

The application of the income tax led to reconsideration and revision of 


11 Accounting, Practice and Procedure, pp. 172-173. 
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these views. The status of its theory and application have been stated as 
follows:!2 

Theory: 

1. That gradual exhaustion of the ore body is an element of expense which should be 
taken up in each and every fiscal period during which minerals continue to be won from 
the mine, at a more or less constant rate per ton. 

2. That the total expense of this character to be absorbed in the operating accounts is 
the intrinsic value of the mine content (in place en bloc) which existed from the beginning, 
although much of it may have been latent and determined only by ‘‘extension in depth.” 

3. That by the term “intrinsic value of the mine content’’ as used above is meant the 
product of two factors: 

(a) The tonnage of mine content as finally ascertained. 

(b) A unit price per ton representing the bedrock value of the average grade of ore, in 
place en bloc including proved ore, probable ore, and prospective ore, estimated at the 
commencement of business. In bedrock value the price of metals in estimated mine con- 
tent is calculated at some figure between ‘“‘basic”’ and ‘‘normal’’; cost of production and 
selling is calculated at maximum probability; the rate of mining and the life of the property 
must be estimated; from these factors a discounted or present value at true rate of interest 
is obtained; and this capital value is then reduced by a substantial value due to the element. 
of risk. 

Application of Theory: 


1. The depletion expense of each and every fiscal period during which mining operations 
occur is the tonnage of ores extracted multiplied by the more or less constant rate per ton 
established by original estimate of value in place. 

2. The rate per ton of ore extracted, for purposes of the depletion expense computation, 
would change only in the event of subsequent discovery of relatively large bodies of ore 
of a grade differing widely from the original estimates. 

3. In the case of “extension in depth” developing new values it may be necessary from 
time to time to adjust the book value of the mining property, in order to harmonize with 
intrinsic value. 

PROBLEM OF VALUATION.—In all cases, except where cost serves as 
basis for determination of depletion charges, the Treasury requires that 
basis shall be fair market valuation as of a ‘“‘basic date,’’ i.e.: Mar. 1, 1913, 
in case of property acquired before that. date; date of acquisition in case of 
property acquired on or after Mar. 1, 1913; or date of discovery; or within 
30 days thereafter in case of property discovered after Mar. 1, 1913. The 
“fair market value’’ of a property is that amount which ‘“‘would induce a 
willing seller to sell and a willing buyer to purchase.”” There are many ways 
of determining such an amount. It is necessary to employ a method of 
valuation which is comprehensive enough to be scientific. 

The Treasury regulations provide that where fair market value as of a given 
date is to serve as depreciation base, such valuation must be determined 
“in the light of conditions and circumstances known at that date, regardless 
of later discoveries or developments.’’ A prominent engineer says, however, 
that an engineer could not be expected to ‘‘stultify’”’ himself by ignoring such 
later developments as would aid in determining value as of a past date. 

Following the practice of competent mining engineers the Treasury has 
adopted the present value method of valuation; but the Commissioner con- 
siders any and all factors and evidence which throw light on what market 
value is. Among these are: cost, actual sales and transfers of similar proper- 
ties, market value of stocks or shares, royalties and rentals, value fixed by 
owner for purposes of capital stock tax, valuation for local or state taxation, 
partnership accountings, records of litigation in which the property was in 
question, amount at which property may have been inventoried in probate 


12 William B. Gower, in the Journal of Accountancy, Aug. 1918, pp. 85-86. 
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court, and disinterested appraisals by approved methods. Many of the 
ordinary evidences of value are not good criteria in case of mines and oil and 
gas wells, because of dissimilarities existing even between properties which 
lie in juxtaposition. 

Present Value Method.—See section on ‘‘Valuation.” 1 


Depreciation Rates for Specific Assets 


INTRODUCTORY.—Depreciation rates are empirical in character and 
local conditions are important factors. Nevertheless, much progress towards 
standardization of rates has been made by associations of manufacturers and 
others. The income tax has made desirable a comparison of rates used. 
The rates given in the following pages represent the best practice, but they 
should always be accepted with reservations necessary to allow for local 
conditions. 

Whether or not obsolescence is covered in the rate is a consideration of 
importance. If the sinking fund method is followed and income from the 
fund is added to the principal, the rate is correspondingly reduced. Policy 
regarding charging betterments and extensions to revenue is a factor. Han- 
dling of repairs is a consideration of equal importance. The following rates 
should be accepted only with such considerations as the above in mind. 


AUTOMOBILES.—R. H. Whitten, in ‘‘Valuation of Public Service 
Corporations,’’!4 gives life of automobiles as 10 years, but this is excessive 
under most conditions. Montgomery suggests 20% per annum in “Income 
Tax Procedure, 1918.’15 In England 20% per annum, reducing balance 
method, is allowed on motor omnibuses for income tax purposes. The 
Treasury suggests a depreciation rate of from 20% to 25%, based on a life 
of 4 to 5 years, according to use. 

The Uniform Accounts for Systems of Water Supply, Bureau of the Census, 
places the useful life of automobiles at 10 years. 

The Rulings Board of the Finance Department of the Bureau of Aircraft 
production in Mar. 1918, during war times, ruled that 20% per annum be 
allowed on automobiles in computing contractors’ reimbursements for 
normal depreciation. 


BANKS.—Banks usually make liberal allowances for depreciation, some 
making it a policy to write off entire cost of premises over a comparatively 
short period of years. On Dec. 14, 1918, the Federal Reserve Board sent 
the following instructions to all federal reserve banks: 


In order that there may be uniformity of practice, the Federal Reserve Board has ap- 
proved for Federal Reserve Banks the adoption of the following rules for the treatment 
of depreciation and extraordinary charges against earnings and profit and loss account 
at the closing of books Dec. 31, 1918: 

1. Cost of Federal Reserve and Federal Reserve bank notes.—Balance of account, as 
shown by books on Dec. 31, to be charged to current expense account. 

2. Furniture and equipment account.—Balance of account, as shown by books on Dec. 
31, to be charged to current expense account. 

3. Cost of vaults.—(a) All expenditures made during the year 1918 for vaults and 
vault equipment to be charged to current expense account; (b) balance of account, as 
shown by books on Dee. 31, 1917, to be charged to profit and loss account, 


13 See p. 463. 
14 Vol. I, p. 352. 
15 P, 373. 
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4. Alterations and improvements.—Charge against current expense account all expen~ 
ditures made during the year 1918 in repairing, altering, or remodeling bank premises. 

5. Bank premises.—(a) Where properties have been purchased with the intention of 
erecting new bank buildings, banks to be permitted to charge against profit and loss account 
an amount sufficient to cover the estimated value of buildings which will have to be razed, 
such estimated valuation of buildings to be submitted to the Federal Reserve Board for 
approval before depreciation allowance is determined. 

(b) Where properties have been remodeled and are now used as permanent banking 
quarters by a Federal Reserve Bank, a reasonable depreciation charge will be permitted, 
but in no case shall it exceed 10% of the estimated value of buildings on Dec. 31, 1918. 

(c) Where a Federal Reserve Bank has purchased, or may purchase, a site for a new 
building, it will be permitted to charge down the book value of premises now owned and 
occupied to a fair selling price, such price to be submitted to the Federal Reserve Board 
for approval before depreciation allowance is determined. 


The current books of banks do not correctly state taxable income. The 
Bureau of Internal Revenue says this is true because ‘“‘ furniture, fixtures, and 
improvements have been charged to expense account, and further for the 
reason that national bank examiners and State bank examiners have arbi- 
trarily written down on the books of the banks, banking house furniture and 
fixtures.’’ Since banks are not permitted to reopen their books and charge 
depreciation or adjust asset accounts (banking house, furniture and fixtures, 
etc.), the Bureau of Internal Revenue permits banks to keep separate books 
for income tax purposes which will enable them to file correct returns, these 
to be made up from the current books and necessary adjustments to be made 
thereon for depreciation.16 


BOILERS.—R. H. Whitten, in ‘‘ Valuation of Public Service Corpora- 
tions,’’!7 gives life of boilers as 20 years. Dicksee allows from 123% to 20% 
on reducing balance.18 In Spring Valley Water Works v. San Francisco,'* the 
district judge found annual depreciation of boilers to be 5%. Uniform 
Accounts for Systems of Water Supply, Bureau of the Census, gives life of 
boilers as 20 years. 


BOIS D’ARC.—Life given as 100 years by Interstate Commerce Commis- 
sion, in Valuation Docket No. 2.?° 


BRIDGES.—Interstate Commerce Commission in its valuation of Texas 
Midland Railway found service condition for deck and superstructure 
separately. It allowed 70 years as life of metal parts.?! 


BOTTLE MANUFACTURERS.—The following rates have been adopted by 
the National Bottle Manufacturers Association: 


Annual Rate of 


Depreciation 
Burnes: % 
Woncrete: or, allistecla sane aes eine eae CRE Relate lt ie 8 
Mull" constructionvmen spree on ns eae tan ane eet eee Te 3-4 
Ordinary "bricknecc cw tee ee eee ee et 4-5 
TPAINGN. crc, ine cgagete omer ator Tea one CML OL RR eRe Creare 74-10 


16 Committee on Appeals and Review, Memorandum 337, 5-21-1415. 
W7 Vol. I, p. 352. 

18 H. R. Hatfield, Modern Accounting, p. 142. 

ater hee 137, decided Oct. 21, 1922. 


21 See Valuation Docket No. 2, pp. 82, 128, 281, 
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Annual Rate of 


Depreciation 
MAcHINERY AND OPERATING EQUIPMENT: J 
SLEAMUANG POWER IAD aaah wiisiete eel eee Meee ee eee ene eee -10 
PrOGUCER Plante Sante Oe NS ce ee Oe ie ne ee Mk ee Pe -12 
INIT KOES Rs cy hol seas Colkete Ye setae ote reseed santas Rte eee Oe eee ee eee —10 
Parker (entinertanle) 79.45. )orstsleltad narhe ete ee ee eee es -10 
LBD Kon yal overs toys Ke) oubaVel= ts a5 Eras Geeteais ted bik Oem rats i GPa Reon Dee doer Ore =15 
TOA TERS ess Ft GOS oOo Sie ee Oe an ee eer ey Benet rons aan re yn eee -10 
ON Y.CVOLS See ep nT ree Te aie tes th aie: SRD TANT OR CT eT ation nae oh -10 
IV DONEC Sega tere sme Tey cnet ee eta ort cae asic atts zara ae bias hei piece tele eral —25 
Oshormachinery and equipment. .. . cs. ).se a). erect nee ie —10 


BUILDINGS.—tThe following rates, adopted by the Manufacturers’ Cost 


Conference, are quoted from Ficker’s ‘‘ Industrial Cost Finding”’ :2? 


Annual Rate of 
Depreciation 


Reinforced concrete or steel and tile... . 2... 006 ere eee ese sae 
Brick and steel with non-combustible roof and concrete floors... . 
Brickmsteclsand WOO snc mercedes sh ete oe Gumlead cca uceapn ase 
STC KeaILCE WOO aici Searetctea sce) sie ana rew rer Monearr See acreage ea hac 
Steel frame, wooden roof, and corrugated iron walls............ 
Steel frame, non-combustible roof, and corrugated iron walls.... 
Concrete block, with wooden roofs, floors.............+0e0000: 
Allev.ood sipuctures; cheap (20 years) we waciteeyanuiy cists ken dau 
All-wood structures, well built (20 years)..............+.0-0000- 
Sprinkler system CcOryeCAvs) sein 1 teseysi a sale SN eee ROE: 


S 


On 


oO 


RIB ww ww wh N.r9 
On Or 


The following is taken from McKay’s “‘ Valuing Industrial Properties’”’:*8 


cote tet Authority 

calc ose (TIC karan eteasno ese tect eto teaedstoue cates 662 Henry Floy 
Bianlke Hevea yon Gb gee oounosnGnaoons coc 50 EB. G. Connette 
iielsancdewatenistatlOls paictaeis «eu: ie-/elsieioxe¢ 25-50 H. P. Gillette 
(CYR ONGOING ac Hepa UOMO OGuao De oF Ob 334 & 
IMscellaneOUs, DUMLGIMG'S.,. ecale busye wie) <selche) survene 334 4 
IME ormamlounllobnikele oe eomogosenn enoudu coc 40-50 4 
Railroad buildings: 

Brick (salvage value 8%)........0+-2+005 33 Wm. Arthur 

Concrete and stone (salvage value 8%)... 50 & 

Steel frame, brick and stone (salvage value 

Sn) Be MUR ERR ate CERN Ul e feel piezo cbsue 50 . 

Shops—combination steel, iron, and wood.. 25 = 

Road department buildings.............. 33 H. P. Gillette 

Roundhouse and shops. . es oy owe 33 . 

Transportation department buildings. Oe ins 33 ks 

Wooden frame railroad station buildings... 33 bd 

BU Gin eS tine DT OO leementta trae aleoe tres 50 C. W. McKay 

Buildings, slow-burning.................. 30 a 

Buildings, non-fireproof........... ene 15) se 


2 P, 337. 2% P, 145, 
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The following is taken from Kimball’s “ Cost Finding”: 


Life in 

Years 
Brick or steel frame buildings, easy service........- +. es reer ee eees 40 
Brick or steel frame buildings, severe service......... +++ +e sees eee 20 
Good wooden buildings, easy service........ 2... eee ee eet teens 30 
Good wooden buildings, severe service........-.-.+++++ ee A ell 


The following is from Nicholson and Rohrbach’s ‘‘ Cost Accounting,’’?4 and 
is said to have been adopted at various conferences of a large manufacturing 
enterprise: 

Annual Rate of 
Depreciation 


BuILDINGs: % 
Housing: 

Dwellings—frame...... 2... -cccsecsneeseesrs ese ce eee ees 

Monement NOuses mr aer iris crersisisieicase tekekeielel «Getetetatelelerelimcrel isan 


Or Or Go 


Fireproof: 
(CHOWAN HOS SRO O DID-UIn OOO GIO IG ood Gratin Om latyO Oislorevely deaicic 


Brick and concrete floors........6-++eese sees eee tere eaes 
Main buildings—brick and concrete........-.-++-++++-+-> 
Steel frame—non-combustible roof, and corrugated iron walls 
Steel with corrugated sheet iron or steel plate.............. 
Corrugated iron—steel frame concrete floor..............+- 
Reinforced concrete, or steel and tile....................- 
Stone, brick, concrete with or without steel, first-class stone 

TUG MD TICK steer hy eae tae oes IRs re tenemncreretonen. 
Mill or slow-burning buildings—brick, steel, and wood, or 

Brick ands wOod ws .oysere @ do wre auac eames el ryniac A eerie 

Non-fireproof: 

Oirtbuildimessg eae tenet natts tect etal ey aeoleneromene Ne Sietertaceeltere 


° 
NwWwWawnwnnwnwhd 
ls bl lH 


bo 


vs) 


nH 


Substamtial woodensounldimesece mers ciereeistteerieier its iaisrs noise 
All=wood structures— welll DuIlG.. 55 eset elects cise cis 
All-wood structures—cheap material..............+--00005 
Steel frame—wooden roof, and corrugated iron walls 
Steel or corrugated sheet iron with wood 
Corrugated iron—wood frame and floor..............-..+. 
Corrugated iron—wood frame, concrete floor 
Corrugated iron—steel frame, wood floor................-. 
Concrete block with wooden roofs and floors 
Miscellaneous structures: 
Hose reel and guard houses 
Pine swanip (Mmarazines) ear aecimie ee einen eran tenn 
Frames, stables, and sheds 
Bins—concrete and brick 
Bins=—w00d alon@wuse ace seo csee en eR CRCIG Meee eueeeas ane eater 
Trestles—steel (not including rails or ties)...............5- 
Trestles—wood (not including rails or ties) 
Docks, piers, and wharves 


wie 


pan 
bho oO Or Or OF Or OL COUNT OL OL ONT 


to 
Wawoudn 


welt calng cob 


Gate tom SOs) Sle OO ONoick Ost ces 
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Dryadocks——basin:. Aut i+ Sob eerd one. see alcat clo enees Be 2 
Dry docks=—Noatin ge: fc../nie set TONE I teh De 5 
Shiptshods meme OF Selene ett to Jer wees (0 dgaat 34 
EN COS ea WOOCOTIN EN ete eR ttt ee a ee nee ere Sma R A 10 
Hences=—woodenrand wireimeshi casein ae ee 8} 
LEATHER OE FSS cA ee eer eR no ed eee en a ae Lantana aa 5 
EUS Cau ey eal Ser cane te Bed acinar wd polls ove zsbecee eect ans es let nt hc 2-5, 
Tunnels, underground piping, vaults, and general conduits..... 5 
Stack——-brick se lpns ty hetnceenu rec Hanes. stant. A Sa skoahaerwet 3 
Lanp: 
Damsranditwavonvw ayia sree Wh aio wlal bts MARDAS Seite ant lactate eee 14 
Road wayscand’sidewalikcsey, (¥, Wii. Gat leelee wee WO eee 4 
Pa VINE As pa venientsa ia: eae se See. lah HRTR ON ACN 9) hide Deeliniat 4-10 
Cll ca Pas te ee eer try Tame: che tren see rome ERE Ree 4 ae 10 
NVClIS=—-WALOLME Hiker mien ann fiche einer eet i Bea ieee See RN 3 
The following is from Ficker’s ‘‘ Industrial Cost Finding’’: % 
Life in 
CONSTRUCTION From Investigation by: Years 
NVicoden® Syme tot) ee ee Ree, Pacific Gas & Elec. Co. 20 
NVWOOGeL = rte re mis ke ein Rosecrans 25 
Corrugated iron: 
Wooden frame and floor............ Pacific Gas & Elec. Co. 20 
Wooden frame and concrete floor .... fen S 4 G 25 
Steel frame and wood floor.......... £ at § ¢ 30 
Steel frame and concrete floor....... é inde - G 36 
Brick: 
Wood roof, wood floor.:............ « ag e 2 30 
late rool wiOOdi Oot ees ele ei f Fo oe : ¢ 36 
Corrugated iron roof, concrete floor ., ; “ag : x 40 
Slate roof, concrete floor............ # foie ¢ ts 50 
Reinforced concrete roof: concrete floor ‘! ans A é 50 
First-class stone and brick............. Wisconsin R. R. Com. 7 
Bireproo lees esr tne ee Sete Chicago Telephone Co. 40 
Reinforced concrete roof: concrete floor Pacific Gas & Elec. Co. 50 
Tools and shop machinery..... Ye Adstio Cooley 124 
Tools and shop machinery.............Starrett 14.2 
Tools and shop machinery.............Milwaukee E. R. & L. 1323 
Tools and shop machinery............. Chicago U. T. Co. 20 
Tools and shop machinery............. Stone & Webster 20 


The following quotation is from a federal bulletin on depreciation restricted 
in application to Form 1040 A: 


Under question 99 of the Income Tax Primer of 1918 an estimate is made of the probable 
useful lifetime of certain kinds of buildings. It is estimated that the average life of a 
frame building “without repair or replacement” is 25 years; of a brick building, 35 years; 
of a stone or steel and concrete building, 50 to 100 years. It is also estimated that the life- 
time of ordinary machinery is 10 years, that of automobiles used for business or farm pur- 
poses and farm tractors, 4 to 5 years. . 

Therefore, wherever the cost of repairs is not known or is so thoroughly inter-mixed 
with replacements as to be inseparable the flat rate of 4% for frame and 3% for brick build- 
ings will, under ordinary conditions, cover both repairs and depreciation. In other words. 


2% P, 339, 
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the estimate of 25 years for a frame and 35 years for the life of a brick is based on the 
assumption that they are not being kept in repair. 

But property kept in repair will, of course, be subject to a longer life because the weaker 
parts of the building are continually being bolstered up and made to last as long as the 
strongest parts. And as a matter of correct accounting, where the cost of repairs is known, 
it is preferable to charge both the repairs and a reasonable and steady allowance for depre- 
ciation. This is permitted by article 162 of the regulations previously quoted that ‘‘ Prop- 
erty kept in repair may, nevertheless, be the subject of a depreciation allowance.” ; The 
accounting truth is recognized that no repairs can wholly offset depreciation. Repairs do 
in fact offset the depreciation of a part (that particular part to which they have been 
applied) but they cannot offset or arrest the depreciation of the whole. ... .- 

Tt will be found, that if kept in repair, under ordinary conditions the rate of depreciation 
on a frame building should be 244% (based on a life of 40 years) and the rate of depreciation 
on a brick building should be 2% (based on a life of 50 years). Where, however, repairs 
are not claimed a rate of 4% (or 25 years) for frame and 3% (or 35 years) for brick should 
be allowed. 

Of course, it will be remembered that the basis here set is for standard cases occurring 
under standard conditions. As the law and regulations intend that each individual case 
shall be decided on its own individual merits it is plain that any case that is affected by 
any unusual condition must be given an individual consideration and an individual solution. 
For examples, buildings, in a flood district, which were subject to being flooded once or 
twice a year must be allowed an added rate of depreciation equal to the amount of this 
unusual wear and tear. Buildings (and, of course, machinery or other property) which 
are subject to unusual wear and tear by the nature of the business in which they are 
employed should have this fact reflected in the rate of depreciation allotted tothem. . ; 

Reverting to the subject of depreciation through wear and tear, it should be remembered 
by the deputy that because the rates of 214% ona frame building and 2% on a brick are 
herein mentioned as covering ordinary conditions, that it is not possible under the same 
conditions for the actual percentage rate to be higher. Many deputies make no adjustment 
for the fact that a building may have been purchased by the taxpayer after it was already 
quite old. But it is evident that if a brick building, which was constructed for $5,000 
and was expected to last 50 years, is purchased by the taxpayer after it is 30 years old, 
he cannot expect the building to last more than another 20 years. The price which he 
pays for the building which is 30 years old will not be nearly as great as the original cost. 
Therefore, to give him a rate of 2% on thisslater value merely because the construction 
is brick would not conform to the regulations which require that the remaining life shall 
be taken into consideration. If he purchased the house for $2,000 it is evident that on 
this new cost price he should be allowed 5%, which rec gnizes that the low value of 
$2,000 reflected the fact that the building would only last 20 years. It can readily be 
seen that for this building to allow 5% on $2,000 results in no greater charge than to 
allow 2% on its original cost of $5,000. 


CEMENT INDUSTRY.—The following mortality table, which shows 


average estimated life of various properties used in the cement industry, 
has been adopted: 


Life in 
MAcHINERY: Years 
Quarry: 
Locomotives « 


13 

9 

11 

Dred ges AN e ects hi eae S ee ee hee eeaner en Ee Otis eke Romina ek 11 
Drills—well 9 
Drills—tripod 7 
Livestock 8 
7 

9 


Carts and wagons 
Cable-way 
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‘ Life in 
Years 
Raw Department: 
Crushingsmachinerveai Maer eerie etree PIT GERBER OME Pee a 14 
Divers —— Up Eig ni Heesaes 20. Aa th wel, ded SE ifhacdes. Meeeare tee» 11 
DOR CLS = —LO Lely. Spee eees tle tv.” ce: fark ee NL eae area Rarely hed 11 
Slurryatanksay saraaery tied: 4teraoke js caida Sets Cas SSIS GTO el hk Boneoveg heeaye Fe vee ee 16 
Grindingimachinery preys a hie cei Hoy Peas a 13 
Clinker Burning Department: 
NCalans yet 0 et, ee eee fad is. teas Ceasiemeny Levee oo we! 13 
Coolers Saprichttae ssa sae ty een eet eee ce ee 12 
CWOolerS——LOCAT Vee en eee ee er a oe ne 13 
Clinker Grndinemiachineryauy aces er ee eee heen 112 
Coal Mill: 
DDE VOLS ee: ACEP cA oe oe ee Oe ss Bae, ll 
Grirding machinery wee ty oe tee ers ne ee 14 
Power House: 
IS OTLSrS Mire crt kets eta teatro oe la) oOo Nay Tata ORT ROE EMEP rE 15 
1 DAV Uab ACY etry etic Cae oo es, cae Be OE eR eT ee OREN © ta EE 17 
KGONETACOTSRE a Rae ROA toks Lin NRE a tes oko 16 
IMIGtOTs Severn fons eran eens Soh. see he eee Eee 14 
Stock Houser Machinery asec ee ae ee ee ee 10 
Machinerysand) By SsShop Machinery... -2.k feet es een nace. 15 
BuiLpInGs: 
Mill: 
CON CRE COT A ast Re eee eee te ee ernie es 50 
Steelean decom sabe dell O Uke. pncrek uaeioter ternary Pe ee ae ee 33 
tee anos tUCe Orca wketn actici es sno Renard te eee eee 35 
Steel and brick: sen gas cdr, «1 cs: -pareth oaseeras Re KERR IRE ach eee 40 
A UNG Over aye by Ae eMee ek et NY Re mE Ie an PRM it at aus i (non PO pelea tell 20 
General (Mill Office, Laboratory, Store House, etc.): 
GON CLOLOM SAN ERAT OR eA ie St Stl ee or Ae 1 A ee eet es 60 
Steelkandveorrugatoduron. qr tte «cae enn ae eR ore reise res 40 
Steel andrstucco sewer ee vost ae eee ee ee a oe 45 
Steeb andubiickenr nse a ort Cet ee ee eee 50 
PTAC EM Rete «aS Sh LUT, A See eee, meer yn. its tot 30 
ISPATMNG FAM CEB EUICCO s,c-0.¢ $.c.ol aa ain) bine Ghee ORS Pe veo. cies 33 
Dwellings: 
C@OMCTCL SH Adee Fa PRAT a ee ee tL SD Oe 60 
HBAs (0) ah cr EER RV SERA cE CIE Fe ihc ag Wh coe tio.c © ee ERE 50 
QgebadVers on cht ep ROMEO MERCI Ore Ass CUO atc ee cli: & eee 30 
Era MOA TUG Ste GC Ones 4 atekccan deere ne rere EL er aD ERI CER eee co iran Roe 33 


ELECTRICAL MANUFACTURING INDUSTRY.—The following extract 
is from the standard accounting and cost system of the electrical manu- 
facturing industry: 


Determination and Application of Rates for Depreciating Manufacturing 
Plant Account 


I. GmNERAL 
1. All rates are to be applied to first cost. 
2. The rates recommended are those which are to be applied to first 
costs, to obtain amount to be included in costs and estimated costs, 
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and are in addition to maintenance expenditures and renewals as 
provided for in indirect manufacturing expense accounts. 

3. All rates recommended are based on normal costs and operating 
conditions. In case of a factory working overtime and with 
night shifts for any appreciable length of time, or under other 
extraordinary conditions, or in cases of facilities acquired at ex- 
cessive costs, higher rates should be assessed so as to absorb in 
the costs, during the period of extraordinary activity: 

1. The abnormal physical exhaustion. 
2. The abnormal primary cost of buildings and structures. 
3. The cost of equipment estimated to be surplus in normal 


times. 
Rate 
Recommended 
A. Lanp % 
Land——purchases price. circle occ cterlerslet ea eletelepelievs siete sfevateyonensys 0 
Land—grading and improvements.........seeeeeeerrrreecs 0 
B. BurLpines 

a. Buildings (total reserve 75%): 
Wooden buildings andishedss.mpeecirenetetets ene stelalele’s 10 
Corrugated iron building site ie einisiete ake ie aise aaie ee 10 
Brick and wood (mill construction).............-..--. 5 
Brick and steel (fireproof construction)..............-. 3 
Reinforced concrete (fireproof construction)............ 3 


Nors.—In those cases where plant accounts include accessories, 
care should be taken to segregate such accessories, in order 
that the proper rates of depreciation may be applied. 


b. Structures (total reserve 90%): 


SULUCEUTES so cry a eit Rune anor Recon ene ee cee cL ee cee tonne 124 

Water, drainage and sewer pipes (outside)............. 6 

Piping and electrical conductors (outside).............. 6 
c. Sprinkler system (total reserve 90%)..........0..0++-20%- 5 
d. Heating and ventilating and other inside piping and wiring 

(total reserve 90%): 
Heating and ventilating siereiene sasvavencione sie <ieieieismenenals 5 
Otheranside: prping and wiring. mye cs cys dedsd-espeecucdenaterenstwels 5 


C. MacwuInery AND TOOLS 
a. Machinery (total reserve 90%): 
Special machinery: 5 stsoese ce ees otens mevetenen eter acres ters 734-90 
Rates on special machinery depend upon the estimated 
present use and their adaptability for other use. 


Standardemachinery. + ae tetera ne ea een arene ee 73-10 
Blectricaltapparatuge ac. sin eicccreie ie ete eee areca 73-10 
Ovensiandsfurmacest) tee coh. See ee ee ena 10 
Power plantrequipment ieee set eaeserenniee aerate ete 74 

lb. Machinery—foundations and installation (total reserve 
100%): 
Foundations for machinery and apparatus............. 123 


Installation of machinenys ine aerate etter 124 
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Years to be 
ce. Semi-durable tools and instruments (total reserve 100%): Applied 
Semi-durable tools, 25% on each year’s expenditures... .. 4 
Set up on the books an estimated value equivalent to 
the additions to the account during the last 4 years. 
Electrical equipment, 1624% on each year’s expendi- 


UUM O Se yr apes yarn tgs ails, beats, 6s) pus Re RE clea en ie naee eee 6 
Molds, jigs, punches, dies, and special tools, 3314% on 
eachycarsioxpengd tures, . . seams 4 asso Ree 3 


Metal flasks: 

Inasmuch as all foundries have their proper equip- 
ment of metal flasks, the cost of making all metal flasks 
is to be charged to indirect expense account No. 460. 
When flasks are scrapped, the scrap value will be 
credited to indirect expense account No. 460. The 
difference between the inventory at scrap value at the — 
beginning and the end of the year will be taken in the 
expense account. There will, therefore, be no depre- 
ciation on this item. 


D. Parrerns anp DRAwInGs (total reserve 100%) 
a. Patterns, 33144% on each year’s expenditures............ 3 
b. Drawings: 
Set up on books estimated or appraisal value. Expendi- 
tures chargeable to development or shop supplies 
account No. 240. 


E. Furniture, Frxrures, AND APPLIANCES (total reserve 100%) 
a. Furniture and fixtures in shops 
20% on each year’s ex- 
DENCUGUIES wataieie eiere i oleae 5 


b. Furniture and appliances in fac- 
tory offices 
c. Fire protective apparatus J 
From a valuation viewpoint, it is recommended that 
100% reserve be set aside. 
Set up on the books a value obtained by inventory 
where practicable. Where this method is impracticable, 
a value should be set up on basis of previous year’s 
additions, the number of such years being dependent 
upon the varying circumstances. 


F. Orser Equipment (total reserve 90%) 
Railway tracks and overhead equipment; renewals and 


repairs charged to operating expense................-- None 
Rolling Stock Awe ce ene Paes Pee eee tes cw es 3-6 
Automobiles and other conveyances............22s2ee0+- 25 


II. Prorprrry OrnerR THAN MANUFACTURING PLANTS 
The rates recommended are those that would be applied for 
similar items for manufacturing plantitems. In case items are 
dissimilar, rates should be applied consistent with those used 
for manufacturing plant items. 


ELECTRIC PLANTS.—The following is from Nicholson and Robhrbach’s 
“Cost Accounting’’; 26 


20 IAC 
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Annual 
Rate of 
Depreciation 
Execrric PLANT EQUIPMENT: % 

Dy MANIOSM heehee a iieedrns, ceben state fetter le REA aa cal te cele 5 

Electric machinery—generators....... Toc HES ees 5 

Electric machinery—motors.........-+++++05- i eae 53 

Electric motors and apparatus.......- 6... e eee e eee tee eens 10 

Ghora re batteries ian. ci eh a cleneree nies emeraa le ilole) eaters ede are eo uolene 6 

Substation equipment. c ts cicteris ote renee ie ieee er et eeeeagans 5 

Switchboards—telephone central............0 00 ee ee eee seen 5 

Switchboards—telephone P. B. X......... 2 eee eee eee es 74 

Switchboardsand fwairimg wine TOs ae Be oe ce 5 

Switchboards, main wiring, and conduit.............+..+++++5- 5 

iNarialdimes:.c che 8k et TAREE, SPATE, SEIS RE: APP SF ales vst ee 5 

Cables—underground (high tension)...+...........++-++++-0-- 5 

OLS Cer Te WALI Geet es. BAe TREE conch BME, Seat eed chetnin amuitenat axatanaisi.c mie 5 

Cond witsGiy sok Se, PeOP PE, EME OTST ASS ee ERS EE aa facets lore) 2 

Conduits, manholes, and paving.......... 2... e ee eee eee eens 5 

Transformers—station Service....... 2. eee ce tee eee neee 5 

The following is from Barker’s ‘‘ Public Utility Rates”: 

Life in 
ELecrRIcITY-SUPPLY WORKS Years Authority Cause 
Anchors and guys... alee «ea O20 Wisconsin R. R. Com. D 
Arc lamps and hangings.......... 10-15 sj ¢ ss D. & O, 
St. Louis P. S. Com. 
HES GL EIT Beeteicher teste solve ues ee tete vols ateleee 20-25 Wisconsin R. R. Com. D 
Boilers: 

Bire-tubeis scvasiss <2 4 sees 10-15 ef rs D. 

RUVnberattt DG rarcrace oss exer erslorculers 20-30 Mt sf D 
Buildings: 

IME Gti mMee 10 Od COS OOS 75 ‘ he ve oO. 

Wooden frame or second-class. . . 50 oo ss is D. & O. 
Chimneys and stacks: 

DWE Yoh alate aoe NIC er PESTER 5 FEA 3 30 Barker 

Steclesasre ear cos wavusrans ates 10 3 
Condensersenc.ves srtene chte orire-e stare 20-30 Wisconsin R. R. Com. 

Chicago Trac. Val. Com. 1D}, 
Conduits and manholes........... 30-50 Wisconsin R. R. Com. oO. 
Conveyors: 

WoalForashimes coc ous veces cle wks 10 oe oe Me 1D} 

Ash or combined coal and ash... 5 Barker 3B). 
CTOSs: ATS aac ae otieecietenere cian = 10-15 Wisconsin R. R. Com. D. 
Engines: 

Gass sc. one LE ee 10-15 ‘g . is D. & O. 

Steam high-speed............. 15-20 i ss os Dp: 

Steam slow-speed............. 25-30 o a Dr& O: 
Feed-water heaters.............+- 20-30 i : v3 D. 
Ruse: DOXCS: acme. cueeeperemeniren on 10-12 or og < D. 
Fuel-oil equipment............... 25 Chicago Trac. Val. Com. D. 
Generators, motors and converters: 

High-speedia ica seirs, aisnreyn acheter 15 Barker D. 

Slow-speed asc... eet eae 20 “ oO. 

New ty Des hcy.uisavote hee 20 Wisconsin R. R. Com, D. 
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Life in 
Evecrriciry-Suppty WORKS Years Authority Cause 

Oldnty pes ccsk cake tcar Gee cea 15 Wisconsin R. R. Com. oO. 

Aburbine aviven .pvcuecss: 0c eee 20 ie oe a 10), 
Lightning arresters............... 15-20 oe cc D. 
Piping aud covering.............- 20-30 J nf “ O. & D. 
‘Poles: 

Cedar in concrete.............. 12-18 % tS es 1D: 

Cedar in.earth. . ia tedasn sa OM 10-18 fa te of D. 

Tron or steel in concrete........ 15-30 Barker O. & D. 

Tron or steel in earth........... 10-15 Wisconsin R. R. Com. D. 

Reinforced concrete............ 50 Barker ©} 
Pumps: 

Bovlertced ys... cera saa: saeesee 15-20 Wisconsin R. R. Com. 1D) 

Small centrifugal. ......000.604. 20-30 # cS ce iDY 
BerviceWOxeS tenia ccirn aces aa: 10-12 4 vs: Py IDS 
Shaltingwc oe... cere ae ete. ween 20-40 oo 3 is O. 
POEDIAOLL WITIDE, CC oh cies cis cislole Gis » 30 i — io O. & D. 
STOKCIS ca ash Pea ia ck eines: 20 Chicago Trac. Val. Com. iD) 
MILOLEGS WULLCLICAG 0 ce en ecu i e+ 15 Wisconsin R. R. Com. Dp; 
Switchboard instruments and wiring 25-30 “ ce * O. & D. 
Switchboards, old types.......... 20-30 = s ee oO. 

Newsies: < sate cee tines 15-20 ts ¢ sf O. 
Turbines: 

Hydraulic, old types. ... 5.0... 25-40 a 2 oO. 

NowatyDes Tenia wee eee be ac 30-50 ee = ee O. 

Steam, large units............. 20 u As “6 D. & O. 

PATER Ay RITES po ecard toyetere.s eit or? 10—20 Barker D. & O. 
Transformers: 

Consumers: aiyen cu epi oie eels 10-15 Wisconsin R. R. Com. D. 

Station and substation......... 20 4g - fe 0. & D 
Watt-hour meters (consumers).... 10-15 rs a Ys D. 
Wire: 

Insulated copper line........... 10-15 a a ss Dy 

Lead-covered aerial cable....... 10-15 ty “4 t D.'& O. 

Lead-covered underground cable. 20-25 ve % x Or. 


Nore: D. denotes depreciation. O. denotes obsolescence. 


The Arizona Commission allowed 34% on depreciable property of electrical 
companies in 1913. The California Commission allowed 3% on the value of 
property in 1913.27. The Nevada Commission allowed 5% in a mining camp 
in 1913.28 In 1912 the Wisconsin Commission allowed 44% on reproduction 
cost new.2? In New York a committee formed to report on statistics and 
accounts of public utility companies advocated a minimum rate of deprecia- 
tion of 34% on the entire fixed capital of electric companies. The English 
Inland Revenue allows 3% on the reducing balance on cables, and 5% on 
the reducing balance on plant and machinery. 

The New York Committee on Statistics and Accounts of Public Utility 
Companies suggested a tentative rate of 84% on the entire fixed capital of 
electric companies. 


ELECTRIC RAILWAYS.—The following is taken from Barker’s ‘‘ Public 
Utility Rates.” 


27 R. H. Whitten, Vol. II, p. 1189. 
28 Thid., pp. 1196-97. 
29 Thid., p. 1203. 
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Life in 
Evectric RaIbways Years Authority Cause 

Bridges (see Railways) 
(OES ei ois Aes EA Ee OMA On 30 B. J. Arnold D 
Car bodies: 

OeOniigeemogon aoonouens odabod 25 Chicago Trac. Val. Com. iD) 

G@losedty pete scree cane ster 20 a ee 7 = D. 

EDTUGES Re Coe Re tens Cece 30 ig eS ss * D. 

INIOCOLR etn ear ate oreo ete ae 5 Wisconsin R. R. Com. 

H. Floy D. 

Misc. elec. equipment.......... 10-15 Barker iD, 
Meedereonduit meer cierteleieneAeketore- 30-50 Wisconsin R. R. Com. oO. 
Feeders, insulated aerial.......... 10-15 24 * oy D. 
Overhead construction: 

Trolley wire No. 0, 1 min. head- 

WSU AER coseiee tiene Ga emear eet 2 te ss D. 
Trolley wire, No. 00, 1 min. head- 

RELY ete ete eh nie eas ine Mine hee 2% a SS ‘. D. Reduced 
Trolley wire, No. 000, 1 min. 

LEVSEVG Rie ope ares RAN eee lea cs: Cnet Ae 3 - ¥ Ss 25 % in size 
Single catenary support........ 15-20 Barker D.) 
Double catenary support....... 20-25 as 1p 
Cross spans and brackets....... 15-20 Wisconsin R. R. Com. 1D): 

Poles: 
@edariniearthignacen augers 14 a Pe ~ 1D} 
Wood in concrete..........-... 20 ss e 3 iD} 
Jrontorsteclion.. aed s tee 40 oe “ “3 D. 
Power station equipment (see Elec- 
tricity-Supply Works) 
Track: 
FDANGONG hye arse cn, + wetceha ovale ev etone 18 “4 es he D. 
Carver nenca xc temincrs 5 Barker iD) 
Specialtwork:acc.cevir carrer: 5 by D 


Trestles (see Railways) 
Note: D. denotes depreciation. O. denotes obsolescence. 


The New York Public Service Commission for the First District, in 1912, 
in a case involving an accounting order issued subsequently to the approval 
of an issue of securities after reorganization, ordered the Third Avenue 
Railway Co. of New York to reserve at least 20% of its operating revenues 
for depreciation. A similar requirement was prescribed for the Metropolitan 
Street Railway Co. Its successor, the New York Railways Co., contested 
the order. The Commission’s order was upheld by the Appellate Division 
of.the Supreme Court, First Department, but on May 4, 1918, the Court of 
Appeals reversed the lower court on the ground that the order was beyond the 
power of the Commission. No question was raised as to the reasonableness 
of the 20% allowance, however. 

In the Chicago Street Railway Assessment Case-(1902), it was ordered that 
6% should be deducted as depreciation on cars, tracks, and machinery in 
order to arrive at net income. : 

In the Savannah Street Railway Fare Case (1912), the Geers Railroad 
Commission gave 3% of the total valuation of the physical properties of an 
electrically operated city and suburban street railway system as a fair and 
reasonable allowance to cover depreciation and obsolescence. 

In the Columbus, Ohio, Electricity Rate Case (1906), the special master 
reports 5% of total cost of plant including real estate, where the real estate 
is nominal in amount, as a fair depreciation rate. 
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ELECTROTYPES.—These should be charged monthly as the direct cost 
of a first printing, and the amount remaining charged to the account should 
be carefully revised at the close of each fiscal year. A successful book will 
bear writing off of the entire cost of such plates against the first edition, 
while if the book is unsuccessful there can be no excuse for retaining such 
items as assets. 


ENGINEERING COSTS.—Engineering Board Memorandum No. 226,°° 
incorporated in Interstate Commerce Commission Valuation Docket No. 2 
(Texas Midland), reads in part: ‘ 

‘“A small portion of the expenditure for engineering is connected with 
property which depreciates. In view of the fact that the larger portion is 
expended on location surveys, grading, and other property which does not 
depreciate, and that the accounting records have been so kept in the past as 
to make it impracticable to segregate that portion of the expenditure which 
depreciates, the service-condition per cent of the account shall be considered 
at 100.” 


ENGINES.—Dicksee allows from 10% to 123% for depreciation on engines 
on the reducing balance.#! At a conference consisting of representatives 
of the United States Bureau of the Census, the American Water Works 
Association, the New England Water Works Association, the American 
Association of Public Accountants, and others, a uniform system of accounts 
for water supply systems was adopted in 1911 which assumed the life of 
engines, pumping machinery, and wood pipes to be 25 years. In a California 
case, Spring Valley Water Works v. San Francisco,** the district judge found 
the annual depreciation of pump engines, flumes, and wooden structures 
to be 2.5% per annum. 


ENVELOPE MANUFACTURERS.—The following rates of depreciation 
have been adopted by the Bureau of Envelope Manufacturers of America: 


Annual Rate of 


Depreciation 

% 
Steam and powermplantes . easter. oe SRNR retails aol 10 
[Prin Gite KPlesseseneey es oid ie Gta lah eevetetotonts tekatn anrestsrsh bat antes eile 10 
Platen cutting and creasing presseS......... 0s seen eens 10 
DIG CULES ORESSCSran tit ore niaie aanare ersnerorsiele dichane Geuehe ada larensllers 3 
Stracht-knmtercuuterse. Hattesets - Masta awl. acct viele alls oe ee 7k 
STR PHOT een rer a Hes Sinlcce eens erate uaWave ds yretcustets nals fads PS 
CVaihal Cobunnnelie Gl. om ae otha aceiuboln cchs fit O een mucgtU.cne ochck 334 
Phuneermoldinesmachines 2: .00..cu.usei eis ose m vem. 10 
Open-end folding machines...........--..5 55s see eee eeeee 10 
Panel patching machinesin. 2c. 02a save claieits steele ee oa eee 10 
IMeVlannae PeqhtoeiooGitsh, 2 owe vous Jace vooo odlod Oladnao tds oollomr 10 
Clasp and tension machines.........---.--eesese ee eeeeee 15 
(Chinmeeorol ataves Gropbis nN no anon ol Ao omd Mona. JON boO oe 10 
Box department machines). 200.19 f+ o6 net ep se se tee 10 
IVA CHIN GEGOOIS REN Met nee iee mem nerteere o. feckadesexelicus WEN Te oo: oa cigs 10 
MlcecnicsimO torso nausea een ete retreat ie cusncs Ns vives 10 
Eo tieyanlonller AGO? AGS Ge cc cd dad Gale teat 0 a cat cece emO ryeee © 5s 

30 Ag revised Nov. 6, 1915. 32 192 Fed. 137, decided Oct. 21, 1911. 


3. H. R, Hatfield, Modern Accounting, p. 142. 33 R. H. Whitten, Vol. I, p. 430. 


€34 DEPRECIATION [Sec. 11 


Annual Rate of 


Depreciation 
% 
Factory furniture and fixtures... 0.0.0.0. cece ee eect ee eeee 10 
Oficefumiturejand:fAxturess: ef rks ages .iemeeniastie ae 6 10 


Type and electros—will be charged to expense at purchase 
cost, instead of being capitalized and then depreciated. 


“FURNITURE AND FIXTURES.—The following is from Nicholson and 
Rohrbach’s ‘‘ Cost Accounting’”’ (page 151): 


Annual Rate of 


Depreciation 
% 
OFFICE AND SHOP FURNITURE AND FrxtuREs (including store 
and tool room fixtures): 
Hactory cauipment Pore Sn) he, HG Dad NOL ee rT. 10 
Uh uUeah guia ney aXe WIS Gbhecion otto Gi ee umi 5 ed em eb oot coo AOC 10 
PBA CUGIONS Sens foe ah cheba rho aks nee epg aah eau ee onan RO 3 
WratchinansiSiiSteIn siningcna SaciWacas heaters SPN Ie eae 7k 
Benches, partitions—permanent. «... 0:2 oles oe00+ 8h eee 73 
Benches sine Anse act oy encecattse) outa Sit tees oka Re Dina Ie 8 
thruckssangdam ova blestacks: fate eee race eae tse 3 
Miscellaneous equipment—including desks, chairs, type- 
writers, adding and calculating machines, blue-printing 
machines, filing cabinets and trucks, shelving partitions, 
time clocks, time detector systems, telephone, electro- 
UY DES LEAD NOUYCSOLCyae sce ies iene reenact 10 
Typewriters and adding machines...................... 20 
Melephone équipmentiwe:. 981 ~ ee SRA Ae aU Are 74 


The Uniform Accounts for Systems of Water Supply, Bureau of the Census, 
gives 15 years as the life of office furniture. 


R. H. Montgomery suggests a rate of 15% per annum as a fair average 
allowance. 4 

In Jan., 1918, the Rulings Board of the Finance Department of the Bureau 
of Aircraft Production ruled to allow a rate of 10% per annum for depreciation 
on furniture and fixtures in determining reimbursements to contractors under 
cost-plus contracts. 


GAS PLANTS.—The following is from Nicholson and Rohrbach’s ‘Cost 
Accounting’’: 


Annual Rate of 


Depreciation 
% 
LOVOeAN ASPEN ANG WO > oe eee da who Sew eiale oe tiara Soe cee 3 
Ue MOUBSVSUCIN . x. 2 en or eee ee eee Sate yet et 73 
OURO cs sci 2c, os set OE Oe ET ee ee 5 
Steel gas-producers, piping, etc.—including gas washers, gas 
scrubbers, gasometers, dust catchers, and dust collectors. . z 
Bricki@as-pLOU@Ucers:. =o. . + ohare: ea eae 2 
Glas SUDPIVRSVS Gert soci + semen eget eee, crea een Te ae eee 2 
RECN IGo) kehohn, CXOhIil NOOO AI Be Sid 55 6c AMM Eno ded oodles. 62 


34 Income Tax Procedure, 1917, p. 213. 
85 General Ruling No. 4. 
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The following is taken from Barker’s ‘‘ Public Utility Rates”: 


Life in 
Gas Works Years Authority Cause 
Ammonia concentrators.........-- 15 Wisconsin R. R. Com. iD 
Ammonia storage tanks. .......... 15 ss = us D. 
SI GWere seg awe Selec ee aie ai Sites 15 om ars Y 18 
Goal-gas benches. i210. 2a 01s «yess 25 “ rs sf D. 
CIPRO US aeRO ee, nor Chom. 25 a or a D3 
asirolders wanna soi icine 50 ss oe oe O. & D. 
‘Coie ee emnoee os cao an aaoud 50 * = “s D. & O. 
Mains: 
Small cast-iron (4 in. and under). . 50 i > se oO. 
Large cast-iron (6 in. and over)... 75 a oa Ss oO. 2 
Small steel or iron (3 in. and under) 20 & #E “ D‘ 
Large steel or iron (above 3 in.).. 30 i ss “ D. 
Meter cases (station).............- 50 Ne ve ae oO. 
Drums<(tation)).. <r none ase 20 ‘ ie D. 
Meters and governors (consumers). . 25 a "4 wv Ye 
j Sirahite epee eos pein dae non ood 50 5 r x O. 
Scrubbers and condensers........-- 30 O a x D. 
Service IDEs. ye + aspect ery- ota sy di> 1 20 a es ‘s D. 
Tar and ammonia wells..........-- 50 e a 4 oO. 
HIxtractOlsnee anne ae beer ie ai 40 * % ss O: 
Water-gas machines............... 30 ts Bs Hi D. 


Nore: D. denotes depreciation. O. denotes obsolescence. 


In the Cedar Rapids Gas Case (1909), 1.7%, sinking fund method was 
allowed. é 

In the Peoples Gas Light & Coke Co. Case (1911), 2%, sinking fund method 
was allowed, the composite life of the plant being 35 years and the earning 
capacity of the fund 4%.%7 

In a New Jersey case, 6 cents per 1,000 cubic feet of output was allowed for 
depreciation. The sinking fund method was critized as being ‘‘not ordinarily 
applicable in connection with a property where renewals are being made of 
the minor portions of the plant.’’%8 This does not appear to be a vital con- 
sideration, however. The fund need not be kept intact. It is realized that 
a formal fund is not ordinarily practicable, however. 

In the Buffalo Gas Co. Case (1913), the average life of the gas plant was 
determined to be 35 years.*9 

In Wisconsin (1912), 2% on reproduction cost new was allowed for depre- 
ciation. 4° 

The New York Committee on Statistics and Accounts of Public Utility 
Companies suggested a tentative depreciation rate on the entire fixed capital 
of gas companies of 3%. 

The English Inland Revenue allows 3%, reducing balance method, on 
gas holders, and 10% on meters, cookers, and gas fires (private). 


GAS WELLS.—Consult the Treasury income tax regulations, also the 
“Manual for the Oil and Gas Industry,” issued by the Treasury Department. 


GLASSWARE.—The following rates of depreciation have been adopted 
by the Illuminating Glassware Guild: 


36 R. H. Whitten, Vol. I, p. 428. 
37 Thid., p. 429. 

38 Tbid., Vol, II, p. 1197. 

39 Thid., p. 1198. 

40 Tbid., p. 1203. 
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Annual Rate of 
Depreciation 


7 


Office equipment......... Ay SES MCR, 3 GUERRA ro 10 
Buildings: 
Structurallsteel..f.. 21. #50." SY SG alte, Mae inte eNotes SE 5 
WOMCLEHO Wa. Ses Brag ols BING ea adia te, Shae DE eI one ee 3 
Wirlitconis truce ti omy w:..x: ete catheter <b es decane vere Lae es 3 
Oncitarye OTICK.4: Balu acepestene) rel eee Ea noe se 4 
IHN ere Py Ncxeokets "dca oets decane 8's, nee Ua dre MR ke eee a aaa he i 
Steam=power plant in. ctye sian ineo eee aise ee eT ee eee ee 10 
ERE CC HO MATK ELS a sth «Bhs 3.. abi s Blccs hp eecone EM rec ene ae eae 10 
NMachimery, and equipment... . 0.450 .ee ota pen tee 10 
Automatic and semi-automatic machinery................. 42 
DISSE): 5, cca eae eg ee gO Rea ea RE Res) | Creme en cere pey setts ; 


Gasyprocducersee ste fe eh Oe ee ee ee ee 10 
PATIGOUROD ILLES ret sels: chavo ats: Pat tale nso tae ee ee een eae 20 


GOOD-WILL.—Formerly, under the income tax rulings no allowance 
was permitted for depreciation of good-will. This was altéred by Treasury 
Decision 2929, issued Oct. 7, 1919, which was in confirmation of two letters 
to Levi Cooke, Washington, D. C., one signed by Commissioner Roper and 
dated June 21, 1919, the other signed by Acting Commissioner J. H. Callan 
and dated Aug. 19, 1919. Both letters related to obsolescence of good-will, 
trade-marks, and trade-brands, the value of, which had been impaired or 
destroyed by prohibition legislation. The following is quoted from the 
letter dated Aug. 19, 1919: 


In reply you are advised (1) that distillers and dealers in liquors are entitled to make a 
deduction (based upon actual cost or fair market value as of March 1, 1913) from gross 
income, on account of depreciation or obsolescence of their intangibles, such as goodwill, 
trade-marks, trade brands, etc., such deduction being limited to assignable assets, the value 
of which has been destroyed by prohibition legislation, and (2) that in arriving at the tax- 
able income for the first taxable year ending on or after January 31, 1918, the obsolescence 
fully accrued on that date is to be allowed as a deduction in computing the income subject 
to taxation under the Revenue Act of 1918, plus a further deduction of such proportion 
of the remaining value of the intangible assets as the interval between January 31, 1918, 
and the end of the taxable year bears to the total interval between January 31, 1918, and 
January 16, 1920 (unless at an earlier date the taxpayer discontinues his business, in which 
case such earlier date shall mark the close of the period), and (3) that for any taxable year 
following the taxable year just referred to a deduction in respect of the value of such 
intangible assets on January 31, 1918, based upon a ratable ‘listribution will be permissible. 

It is the opinion of the department that the ratification of the 18th amendment in the 
month of January, 1918, by the states of Massachusetts, Maryland, and Kentucky, was 
the first definite indication that the prohibition amendment would be ratified by the 
requisite number of State Legislatures, and therefore that on January 31, 1918, a compu- 
table portion of the costs of goodwill, trade-marks, trade brands, or the value thereof, on 
March 1, 1913, if acquired prior thereto (excluding any intangibles acquired since that 
date, the expenditures of which were deductible and had been deducted in computing income 
for tax purposes) had become obsolescent. On January 31, 1918, the intangible assets 
had an actual value, viz.: the then present value of the income to be derived therefrom 
between that date and January 16, 1920, or at an earlier date should the taxpayer discon- 
tinue his business prior thereto. This value as stated above should be distributed ratably 
over the period from January 31, 1918, to January 16, 1920 (unless at an earlier date the 
taxpayer discontinues his business, in which case such earlier date shall mark the close of 
the period). The excess of the cost of the intangibles or the value thereof, on March i, 
1913, if acquired prior thereto (subject to the exclusions mentioned above), over the 
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value thereof, as of January 31, 1918, determined as outlined above, will represent the 
amount of obsolescence that was fully accrued on January 31, 1918. 

The existence of good-will by actual purchase should always be a prere- 
quisite to any consideration of its obsolescence or depreciation, whether for 
income tax purpose or otherwise. Under the Revenue Act of 1917, the 
Committee on Appeals and Review recommended that “values claimed for 
‘contracts, brands, and good-will’ cannot be allowed as invested capital 
when it is not conclusivly shown that such values represent paid-in capital,” 
also that ‘‘in reorganization no greater value can be given to corporate 
assets than existed before reorganization, the interest in the corporation being 
substantially the same as that in the partnership.’’4! 

In general, accountants have advocated writing down good-will, presum- 
ably on theory that purchase price of good-will is based on profits of a number 
of years less a fair return on invested capital.. Day suggests that interest 
on capitalization at 7% per annum should be deducted from total profits of 
past 5 years to secure value of the good-will, and he further states that this 
amount should be written off over the succeeding 5 years, 1¢ being charged 
against each year. Dicksee, on the other hand, says that good-will does 
not depreciate, but that it is liable to continual fluctuations in value. The 
balance sheet figure represents a value somewhere between the extremes. 

Since good-will depends on earning power, its retention in the books after 
it hag been established through a bona fide purchase must depend on earnings. 
When it appears that earning power has been definitely and permanently 
curtailed, the Good-Will account should be adjusted to correspond with the 
new conditions. Evidently no rate can be prescribed where fluctuations in 
value depend on many factors which only the future can determine. 


GRADING.—Grading of railroads may appreciate.4? In its valuation of 
the Texas Midland, the Interstate Commerce Commission made no allowance 
for either appreciation or depreciation.*% 

H. P. Gillette, in “‘ Handbook of Cost Data for Contractors and Engineers” 
(pp. 1317-78), gives 10% as the annual depreciation. 

The Controller of Philadelphia, in his “Manual of Accounting, Reporting 
and Business Procedure,” gives 1% as the rate of depreciation of filling and 
terracing. 

HARDWARE MANUFACTURERS.—The following rates of depreciation 
have been adopted by a large association of manufacturers. They apply to 
the manufacture of general hardware, and were furnished by an official of a 
large hardware manufacturing company. 

Depreciation of buildings and equipment should be estimated at the beginning of each 
year and one-twelfth of the annual amount should be charged monthly as part of the depart- 
mental shop expenses. The following annual depreciation ratios, computed on net or 
reduced values, are recommended: 

Annual Rate of 


Depreciation 
% 
Buildings—brick or concrete...... 3 
Buildings—wood...........-.+-- 5 
Office furniture and fixtures....... i 
Vardi railway aeanaieci: sachet s-tt2 5 
Bilevatorstraseeiacitecnrebsiee sis 5 


41.Committee on Appeals and Review, Memorandum 393. 
42 Interstate Commerce Commission, Valuation Docket No. 2, p. 130 (Texas Midland). 


43 Thid., p. 184. 
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Annual Rate of 
Depreciation 


Pirelapparatus ss. sete one ee 3 
Piping and plumbing fixtures...... 3 
Electric light equipment.......... 3 
Bower plant ages cisise gs cpatjaans ote de 5 
Dinewshattings. 95 avast Peep tice) 5 


Furnaces, ovens, stoves, etc....... 5 
Shopsturnitures, scrsci coerce oe 10 
Shop itxtureste. to ey eeacu hook 10 
Patterns 2245 {352 «OR SRS 15 
Foundryiflasks Seisat 25. Sht. Aaiee 15 
Machineryiaw shatasieehs. one. 5 
RLODIS OER: Gb Scere Bas ayqararercis 15 


These ratios should be used only where a liberal policy is pursued in the matter of upkeep; 
that is, where the entire plant is kept always in first class repair, the charges for so keeping 
it being made to expense accounts 16, 17 and 18, and charged to current expenses and not 
to betterments. ‘ 

HORSES.—E. Matheson, an English authority, advocates a rate of from 
20% to 30% on the reducing balance. 

The Uniform Accounts for Systems of Water Supply, Bureau of the Census 
(p. 28), gives 10 years as the life of horses. 

Horses used in heavy work should be depreciated at about 25% yearly. 

F. W. Densham, in the Accountant, May 28, 1898 (p. 570), suggests either 
periodic revaluations or a rate of 15% to 25%, according to the severity of 
work. 

A bulletin issued by the United States Department of Agriculture shows 
that the average depreciation on 27 farms in Illinois, Ohio, and New York 
is $4.50 per horse. 

L. R. Dicksee suggests that the depreciation will vary between 15% and 
25% on the starting balance of the account, but thinks that revaluations 
should be made until enough experience is secured to enable rates to be fixed 
intelligently. 

The Rulings Board of the Finance Division of the Bureau of Aircraft 
Production in Aug., 1918, ruled to allow 20% annual depreciation on original 
cost of horses and mules in arriving at actual cost of manufacture in order 
to reimburse contractors under cost-plus contracts. 


HOTELS.—R. P. Bolton in Building for Profit (p. 76), gives the life of 
hotels at from 15 to 18 years. 

L. R. Dicksee, in ‘‘ Hotel Accounts,”’ gives rates of 5-74-10% on furniture 
and fixtures. 

R. H. Montgomery, in ‘‘ Auditing Theory and Practice,” suggests periodic 
revaluations of china, glass, cutlery, silver, etc.; also suggests as an alternative 
method regular credits to a reserve account and charges to profit and loss 
of amounts sufficient to cover the estimated actual-renewals and depreciation 
over a period of years, all renewals to be charged to this reserve account. 

J. L. Nicholson and J. F. D. Rohrbach, in ‘‘Cost Accounting”’ (p. 146), 
suggest 5% as the proper rate for hotels. 

F. W. Pixley, in ‘‘ Accountancy’’ (2nd ed., p. 219), suggests 24% on furni- 
ture, 15% to 25% on carpets, 10% on electro plate, and 2% to 30% on china 
and glass. 

H. S. Tiffany, in ‘‘ Digest of Depreciations” (p. 7), gives rates of 24% to 
34% on brick and stone buildings, and 34% to 44% on frame buildings. 
These are based on actual life and do not include repairs. 


’ 
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ICE INDUSTRY.—The Commissioner of Internal Revenue has approved 
the following percentages based on original cost to cover ‘““wearout depre- 
ciation’”’: 


Annual Rate of 


Depreciation 
% 

For wooden natural-ice houses and wooden storehouses. .. .. 6%{o 
Ice houses, harvesting and hoisting machinery, including 

conveyors, hoists, merrimacs, basin saws, etc., and power 

plants for same, elevators.........-.----00-ses eters 916 
Machinery of steam-driven manufacturing ro RTL He shorans wie arc 740 
Machinery of electric-driven manufacturing plants......... 7340 
brane DWudings. esl une ees oly? ey Aenes taeaae A 5 
Bricbemildincs ceo cee ee te eran ener et peer ene 21 
Goncrotewbull dines eee sey ans seca eign eke alee tac 2 
TEKSTO SAS Be cla Ue Ae ARO Gonon wba Oinibih.e Gao Roem 15440 
TEN etobicoke DERBI RAND Caen OD Ct ae OEIC 16240 
Wagons and other horse-drawn vehicles.......-----.+++-+ 14349 
J satrap Gln Oh aia Rance Oo AER RO ences omaoinipeD erode wee 22540 
Gy deen (Gla) tae oa TA IR a OIG e aed a mu ants oma ae deat 2224 9 
Sundry delivery equipment.........-.6e sees e eee eters 15 


In applying the above rates, the Commissioner recommends that the line 
of demarcation between maintenance and repairs be drawn: 


Wear-out depreciation and maintenance are to be separated according to the definition 
of wearout depreciation, which is that loss of original usefulness which has gone so far as 
any ‘Unit of Utility” beyond the ability of repairs to correct, so as to make necessary the 
complete replacement of that “Unit.” By maintenance (synonymous with repairs) is 
meant the correction of some local defect of a “Unit of Utility” by bringing the defective 
portion in the easiest way into practical parity with the general condition of the remainder 
of the “Unit.” By the definition of a “Unit of Utility” is meant a single purposed mecha- 
nism or part of a construction, subject to such like conditions of use, that it would naturally 
be repaired or replaced as a unit. 


INTANGIBLE PROPERTY.—See “Copyrights,” “ Good-Will.”’ 


LABEL MANUFACTURERS.—The following rates of depreciation have 
been adopted by the Label Manufacturers National Association, the Folding 
Box Manufacturers National Association, and the National Association of 
Employing Lithographers. 


Annual Rate of 
Depreciation 
(On Gross 
Investment Value) 


% 
BUILDINGS: 
@aneretes eriva-siratee es RRR oc com ocr On 3-4 
Mal RCOMSETU C HLON sae pera cack eueus lel sieieiel<cieichensa-) cba emen meal 20° 4-5 
Ordinaryabrick.taqdesasineicl As iors aes ist” Dai 
[RTT ee RS SR RE ot 5 Sa rareitigntn 4. Sere oleic cei 6-10 


* In case of bad water, this figure to be increased up to 7% 0% as a maximum, 
+ In case of the Southern States, where a different grade of vehicle and horse is used. 
these figures become 20% for vehicles. 
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Annual Rate of 


Depreciation 
(On Gross 
Investment Value} 
% 
MAcHINERY AND OPERATING EQUIPMENT: 

Steam and power platy erie ce al) 2 «el evele\oleleletel(s (else) stele sins 5-10 
Hlateand rotary, PICSSCS cei: ake) comet eten shale oe hetaleieliet iia ste teal 734-10 
Olfise tresses etc ohn ee idler) eta Sick kes rel 10 -123 
Cylinder cutters and creasers..........-.-.+2-es++e sees 73-10 
iRiateolcuiterssand creasclaacmeria cis ccc cide ieee ne 73-10 
Gutters) seraigntand. Glenn). eke it eh eae 5 
ANOKA FA ee oabad ses oes ce ood ode gull edad aloe ue 74 
] BXRODVAUAS Gee e's ch Cote OT eas owe OE Ue Grom decom a 123-15 
Bed, platen, and cylinder embossers..............---+-+-- 5. 
liulke Waaeve neem an Gee Gris he our Gal ceo eh OOO Oe omicce co a Os 5 
Other ink manufacturing equipment.................... 74-124 
ISI OCs 2D IXO\UMONGN NEE, Glee treed eo tene tie oe cire.o 6p MeO GeO oo clo bc 74-10 
Electros (originals)—charged to jobs, less scrap value. 
Electros (working plates) —charged to jobs, less scrap value. 
Me iPhoRstones) (Originals) ew enieeetn ie ee ee creer 24 up 
Miphorstones.(LonsipLresses) at.) seins. ease tea eae en 10 
Etc. for other machinery and equipment................ Various 


LABORATORY APPARATUS AND APPLIANCES.—The Uniform Ac- 
counts for Systems of Water Supply, Bureau of the Census, gives the life of 
this as 10 years. 


LAND.—Land ordinarily does not depreciate; yet this is by no means to 
be regarded as a universal rule. Farm lands suffer actual physical deteriora- 
tion when their fertility is not maintained by means of constant fertilizing by 
one means or another. 

In case of land utilized for building sites, roadbed, and so on, the situation 
is somewhat different, since fertility is not a factor of importance. In such 
cases land tends to appreciate in value due to normal community growth, and 
the element of wear and tear is immaterial. 

In a Massachusetts telephone appraisal for rate purposes, in 1909, land 
was excluded when calculation of depreciation was made.44 This is the usual 
rule in valuation cases. In the Texas Midland Valuation Case, land which 
cost originally $67,493.44 was given a present value of $254,479.98.4° 

The Bureau of Internal Revenue, for income tax purposes, does not allow 
for depreciation of improved or unimproved land if it is caused by ordinary 
erosion, exhaustion, or any other cause.‘® 

Frequently land and buildings are indistinguishably merged into a single 
account. In such cases the two items should be valued separately and 
thereafter kept in separate accounts. The cost of land includes: examination 
costs, title registration fees, conveyancer’s and notary’s fees, purchasing 
agent’s commissions or salary, taxes accrued to date of title as well as any 
liens upon the title when these are assumed by the purchaser. Cost of 
assessments for public improvements which enhance the value of the land, 
cost of grading not properly chargeable to building, and expenses of con- 
demnation proceedings, may be properly charged to cost of land. 


44 R. H. Whitten, Vol. I, p. 433. 
45 Interstate Commerce Commission, Valuation Docket No. 2, p. 77. 
46 Income Tax Primer for Farmers, 1921, p. 25. 


Sec. 11] DEPRECIATION RATES FOR SPECIFIC ASSETS 541 


LEASEHOLDS.—Leaseholds which terminate at a fixed future date, as 
well as other assets having a definitely fixed time of expiration, must be 
systematically amortized or written down if capital is to be preserved. These 
may not depreciate in the strictly material sense of the word, yet the deteriora- 
tion which takes place is analogous to that which occurs in case of depreciation 
of other forms of wasting assets. In case of leaseholds, as in case of patents, 
the period over which the cost must be written off is definitely prescribed. 

Leaseholds may be paid for in annual sums, or there may be an initial bonus 
in addition to the annual sums. Such a bonus should be considered a de- 
ferred charge to be distributed over the period covered by the lease. 

Leases ordinarily run for any period up to 99 years, but they are sometimes 
for longer periods. In New York City they are frequently for 63 or 84 years. 

When only a periodic rental is paid for the lease, no value appears in the 
books; but when a bonus is paid, there appears its unamortized value, which 
should be written off over the remaining period of the lease by means of 
periodic credits to the leasehold and corresponding charges to Rent account. 


LUMBER.—H. 8. Tiffany, in his ‘‘ Digest of Depreciations” (p. 16), gives 
the following rates for different kinds of lumber: 


Annual 
Rate of 
Depreciation 
% 
EA SHPeeO PEs 8 sed sSNA ered, artistas ai ate otto os otal edhaet cheriehiebleMapapicy «eM 10 
18 EO dora app phe biog OF 0 Gem COELO.0 7 Onn Oreos odio Us Aecineari ae 15 
iy CALOLO Ne Sia E aoa tate dle:chateleytie! tau slin nushorn velar, sv encyast 25 
DSO Hi teh oe res talc agin DP llet coe ck ror tute a avevtey ay amo) ol cherab aman anes aboronene 12 
COL EUN cocci. Maen ot asles ox ancy cist ator cb nov st ence olan ovvtorchianenehtbionex chars 8 
@alesi(bumn! and White). cca erie sects vs ineehes seal, 6 
OaloiG@ed and blak)... iter pence ensecrepene athe ne eee 12 
CORLOD WOOG ewes aera ee cnae hime kan” TPE pes ee 12 
AWWGRURIS Rid, oc, coor Ait Gre ERE meee eA cee aces e ec Oe eS A iad tat 8 
ard amaples shit. ct te cate cthevenave ar deseecsavevenonenatoneres store 6 
SORb tales. Lee ake Ae oo een cltnaterd eens FU cteh che WAMoRe Ae ai rke 8 
Terie ee ee eee eet aos tev le cee on as coat etek ot os teat one RaTioceb ov aveke 12 
Pine white or yellow) eae seri titer + erretelanaralatedens sleueuere 5 


MACHINERY.—See ‘‘ Miscellaneous.”—The following is from McKay’s 
“Valuing Industrial Properties”’: 


Life in 

Years Authority} 
Nira BRS PEE oO UR Dp encis Potion Domomans meaG 20 Henry Floy 
IAGTICOMMNPLCSSOLS ey raya ea enue ters ear e 20-25 “ 
IRGaieiilicie fod Ree bee ceo Dac ae mers eno 28 C. W. McKay 
Bench tools (bench lathes, presses, etc.) ...... 15 <4 
Boring bars and drills (depending upon size, 

naar aOl UREN wee ae sme dune. de; ana mane 1- 5 @ 

Bethe orm os Che Oe tao mee c Sage thal aint 1s Henry Floy 
TESTERS TS Rs Big) Hiren cle aml ope ae 25-33 B. J. Arnold 
1B %ay i kevisute le 5 ae RS ae bel cee oloes 12-16 . H. P. Gillette 
Borleusa water vWOe warrants korea amet see -roe yi 20 Henry Floy 
1B Taya Sicoer mRRRYiD Wee SADR ee GUO BA RGSS Rete renee cena 20 iS 
Breechings and connections...... 10-383 : 


Chucks (depending upon size, type and use) at 5-10 C. W. McKay 
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Life in 
Years 

Coal and ash-handling machinery...........- i4 
Wiondensersme susp oascysne Gel he ene Ee oe 10-25 
Electrical machinery..........+-++++-+seeee: 20-30 
Mae OU TCR eee wa Ae CA cee ame tare. CeO s 25 
Hnginess Steam ctiaciasieo ys eet aeas) acl kasper: 15-25 
Bneines; Steal 4 ose persis ces) alysis ieisterecets 1334-334 
IBinginesy:steam.. .acitlcwis: cicaapard ei aksedo oes 20 
Electric light plants, boilers............+-+-> _ 20 
Electric power plants, boiler plant............ 12 
Electric power plant, engines and dynamos... 20 
Electric light plant, engines and dynamos..... 12 
Feeders (W. P. insulation)..... EER ie ee ae 16 
Moundation (machinery). - eu-yeicileistt ery ae * 
Fuel oil handling machimery.........-..---.- 25 
(Clef) 5, yo en eee eroloaainis wednin citar 40-50 
MGA STOTN OTE «. ote thts cos oon o ete teneren hereter tet 15-20 
(CONSTI, S aeoro ws ee emaiond Ossicnoleed cee cookers 123-33 
1eicitios (RO OBA aew Omen ee as omucns acox 162-30 
ites, lb CWT ya seeeen Oppo Eb aod oOnE oO Doo 3-10 
ibeyrze Gill WeESep oes mebeOOo Do oodrocao aan lC 20 
INfeterceBleCOliG ent «20 cise sielelo edehoe ements tiene 20-30 
INIGWa CCR. peepee coors ound domo cee 123-20 
Motors and electric equipment.............-- 20 
IN MGWword HW Renan eae mO RO eee hae oe oearn ers 33-10 
LEILA Or ce Wa OB 0 NO Cena oe TD 5S DIC 20 
Pumps. . UE Bas ERO 6 eB career 16-20 
Panoine! and Ear Paacniner a Be ee Da oan 20-30 
[Alia ANEKO MOA sang ood oe conse ooUcdDe oc 20 
1 BYE aa Vee ik yoo) CIERER ORO © CHER ORE acne rit Ceoeteenen tS 20 
Railroad machinery 1 JO a tots POE EAMES e 20 
IDSC UInNOEG acngrn oo pO CEL enaeO ooOs Glo oto ie 
Railroad telegraph instruments Galnace value 

USGA mms onan ese he Ub T hora pe ant oem bet 12-25 
Railroad telephone instruments (salvage value 

OA IN Manoa goa BO DIE aD ROMER Comic IND © Ot 12-25 
Railroad intonlecking and other signal ap- 

DALALUS a rae cree eee RIN esi sins, @leMaokehe 20 
Railroad section men’s tools (average).......- 8 
Sirevall RAs ay ao ae aca dub oot-5 00 6 0 co cvcmnigecsc 18 
Simaillidrill presses: meee manne ters tens he 18 
SLT) SiTSIN Oe ein ceawamac sib uroltt o o.0i cola mc OIClO Oloip.o oc 18 
Shafting, pulleys and countershafts........... : 5-10) 
Stokerss(ixediparts) sneer meee meenarr- rails 5 
Stokers uGnovinespants)) ameeeen srereke let eenter tet) 20 
Storaee bathenles.<..-p eee ete eer eee -nl= 5- 63 
Steam locomotives, including tanks (salvage 

ie Wa? 0 ea nee eta EG. cin 3 o occur oid Gut 25 
Shop tools and*machinery...:........+2.+ «<> 10 
TPramstOrm Cras, ccc camo eeteeiersoate ote eee 16-20 
Turbines (steam armel water ns erie cienememane 16-30 


* Same as life of apparatus supported, 


[Sec. 11 


Authority 
Henry Floy 


H. P. Gillette 
C. W. McKay 
H. P. Gillette 
B. J. Arnold 
Henry Floy 
Wm. Arthur 


« 


Henry Floy 


“ 


H. P. Gillette 
Henry Floy 


« 


C. W. McKay 


H. P. Gillette 
Henry Floy 
C. W. McKay 
Henry Floy 
C. W. McKay 
Henry Floy 
H. P. Gillette 
Wm. Arthur 
C. W. McKay 
Wm. Arthur 


C. W. McKay 


“« 


« 


Henry Floy 


a 


Wm. Arthur 
H. P. Gillette 
Henry Floy 
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The following is from Ficker’s ‘‘ Industrial Cost Finding”’: 


Annual 
Rate of 
Depreciation 
MACHINERY AND LARGE EQUIPMENT: % 
Boilers, pumps, feedwater, heaters and air compressors.......... 6 
IP OW THD IU Deeseatece ech accede esos citi wire eta RNs Aid Aree NG @ oo 6 
Switchboards,, main wiring and conduit...............02..-%5 6 
iWuvighaterss CunNohiGuaitveciae So RSA Se A cee eH aa BE aoe OSS Petite Sr 5 
Machinery, motors, machine tools, traveling cranes, etc......... 4-5 
Punch presses, bending rolls, power shears and drop hammers...... 4-5 
Machine tool accessories—boring bars, drivers, key seating 
broaches, etc. (all renewals to repairs)............--..--005. 50 
Cupolas, converters, melting furnaces, and accessories.......... 5 
Annealing and heating furnaces, ovens, forges, etc..............-. 5 
INO COPA ELEL Sei i ME At Oc, AMY id Lock ERC ek core obs (yc Gen er cote Ola Misiones 20 
Storage battery locomotives (battery renewals to NODES Gola ole o 10 
12 Royer cepe a0 IAveZz dO aI SES He PONE SRG eS GIOIA IBIOI SIO SUI Old CIMT hx 12 
SmaLu Too.Ls: 
[lefonrntavel unavscomaverg reyelobtutoselcpecmen pee Ney Die Cece ne ey geocaches 50 
Hiand toolewmebea GCItlOUSie a wsin rabbis aer robe oss elon: sane ya retal nore sustain 50 
Punches and dies (standard), net additions..........-....++0+00- 50 
Chills, iron and steel flasks and accessories, net additions.......... 50 


The following is from Nicholson and Rohrbach’s “‘ Cost Accounting”’: 


Annual 
Rate of 
Depreciation 
MACHINERY: % 


Machine tools: 

Lathes, slotters, planers, drilling and boring machines; milling 
machines, tools and surface grinders; emery wheels, keyway 
cutters, tapping machines, arbor presses, centering machines, 
squaring machines, hack saws, notching machines, buffing 
machines, test pumps, pointing machines, metal band saws, 
belt lacers, saw grinders, etc.; die sinking-machines, car- 
wheel presses, saw-setting and filing machines, angle-benching 


machines, cold saw-cutting off machines, etc...........-.-. 62 
Gun and toolmMachinety ncn acces RisMShiem ciahis starieinyt) sateen 6 
@artridge machinenhyes snr. ..5 4s a os site keh eth eneten -) reinapede ekanone 8 
Tool and shop WMACHINETy .. ae 1. ale y= cs oo seeRemetedee alehey-Mmnipeeaiets 5 


Punches, shears, hydraulic and pneumatic riveters; bending 
rolls, straightening rolls, straightening presses, bulldozers, 
joggling machines, flanging machines, frame-setting machines, 
beveling machines, keel-bending machines, can brakes, etc., 


forging and upsetting machines........-...-++e esses s sees 62 
Punch presses, bending rolls, power shears and drop hammers..... 62 
Hydraulic forging presses, bending presses and fluid compressors 62 
Hammers—steam, drop, or helve..........- 0.6 cee eee ee eens 10 
Shafting, pulleys, hangers, and belting..............-++++++00- 5 

Belbin ge ae acy eee aia etek aaieusldsies ass <'4 0 +o 9ieid ee Asie 7 


\ 
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Annual 
Rate of 
Depreciation 
% 

Wood-working machinery—including band, jig and rip saws, 
dove-tailing machines, moulding machines, tenoners, mortisers, 
sizers, wood-boring machines, wood shapers, wood lathes, wood 
planers, universal wood workers, carvers and moulders, sanding 
machines, surfacers, swing saws, scroll saws, jointers and wood 


cut-off saws, embossing press, core box, disc grinders........ 5 
Miscellaneous machinery: 

Locomotive cranes, steam and electric shovels............... 10 

@oalrand*ash-handling machinery. (ac ile eters aaa 8 

TS nate FRE UL NOME EKO) co Ae ee RAI SO eaNO Ole oie on CTO Goi iGleoLS Otic 10 

Conveyors—coal, ash and sand, screw conveyors............. 6 

Si pranarstockNOistsinc, c4.4 sie: sierenems erereene aes ren or se Roane 6 


Grinding and mixing machines; crushers, pulverizers, squeezers, 
scrap shears, concrete mixers, mud guns, jarring machines, 
tumbling barrels, water cinder mills, sand blast machinery, 
moulding machines, core-ramming machines, roller feeders, 
etc.; testing machines, vibrating machines, tie rod machines, 
welding machines, etc.; magnetic separators, venturimeters, 
oil meters, fans, gauges, blowers, shaving exhaust system, 
acetylene generators, oil-testing machines, sand dryers, oiling 
systems, sewing machines, locking machines, crimping ma- 
chines, classifiers, thickeners, ball mills, roller feeders, revolv- 
ing screens, flotation machines, belt-strapping machines, 


meehanical mixinovmachimess CUC. i. ce snisiste cient tel ieeee wee 10 
Pickling washing machines, electric and acetylene welding 
FOTN OLETAT VSI aah. Sik ie a Se a Re Pee reser WO ratty SRO ic 10 
Smauu Toots: 
AMesimallutools: obzanvasSseb Mauure <iq -ensebs ra tos cxcteyeicieus pe ieGA acl oae ore 10 


The following is from Kimbal’s ‘‘ Cost Finding”’: 


Life in 

Years 
Steam’ en aims wneweneneasmcee A An Pas cnet eter tys. 2 ataeas, «oe i ee 15-30 
Steam baoilersher tae awees PRU LOWEN, REO AME Bales. es See Ae 15-30 
Boilerinooms:feedapumipsreene etter ciate lens oc lale Nevo els cence ee 20 
Engine-room instruments amd gauges... a200--0 sede - mest) sensneeee 10 
Shiceodiranyoshaven, clincsh enaKe luthhcbavedsse po rig man OOOO ago On G bU«.otkn << Uti 10-15 
‘Portable-eneinesvan Gd sboilersins acca cueeia hese ace ek AT, Pao hee oe 10 
Gas engines sued AC MEE Rte bel: eR. Shite ise ee di ae 10-15 
Turbo: zenSratorsy Me: eet. UN ete eet oid Hee 1a: PRC ISSIR AI SEE Eee 20-39 
Hlectzic ‘generators: ease eee Sees tade eee ero v ace TRE Tee 20-30 
Hlectric: maOtonsta a Goren tcesanr een adet nee RS ROWE. ROU ARG ret. Seca a 20 
Storage babteriesinnsc. «che cictet cnet rn MIRE ete dane CF. CCT Sy SL 10 
Switehboards and instriments ieee er enya ie ren eeedeacl cis ene yers e 15 
Heavy machine;toolsz. Ateh dic eciete CIS ORI bere ers ae 25 
Maghtimachine: tOOlS «oc. cccts< 0 ateteacat, np. 0 sac RMOEE CEE CR bie dese ee 15-20 
Shafting, hangers<and,pulleys...... mieeraatet ine een ieee eee 20-30 


Beltimets «ia .cs ne hee res SANK eid nae Ow HOB on 10-25 
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When the rate on loose plant and tools would exceed 20% per annum, it is 
better not to write off an annual percentage. One alternative is to make a 
rough valuation each year by count or otherwise; another is to charge all 
costs of maintenance and renewal to income. It may be found desirable 
to classify this type of assets into groups for accounting purposes. 

In the Chicago Union Traction Case (1902), 6% was allowed, to determine 
net earning. 47 

In the Texas Midland valuation the service condition of small hand-tools 
and other similar property was generally assumed to be 50%. The service 
condition of machinery and equipment was determined by actual observation, 
taking into consideration its age and its expected service life.‘ 

The English Inland Revenue allows 15%, reducing balance method, on 
machinery: used in steel manufacture. 

The General Electric Co. carries a reserve of $21,695,883.32 against a book 
figure for machinery of $49,262,663.81.4° 

The Rulings Board of the Finance Department of the Bureau of Aircraft 
Production, in Jan., 1918, ruled to allow 73% per annum on machinery in 
determining contractors’ reimbursements under cost-plus contracts.*° 


MALLEABLE IRON INDUSTRY.—The American Malleable Castings 
Association, out of the experience of its members, approves the following 
rates for the principal kinds of malleable iron foundry buildings and equip- 
ment. 


Annual Rate of 


Depreciation 
% 

Buildings: 

(WONCTEE semtaie a ckeusis feventiisire sane pit te ete ONE PE OES STEN OS 24 

TES Torco, ART, ROO tl oc te cals Pecan tails lh Guay nha eben 3 

Sree tetno lint ter tae ae escas. livmialee atlas Beha, devataecmn branche, ais 10 
Melting department equipment: 

Melting furnaces and apparatus tery-teijids ie chniay- ype tibia ole 3 

Spruce-mill.and slag, washer,./sanie sre tei tae @aet)-leesios 15 

Mea bOratorys CG Ul MIC M tree teeters resect oteist cer = arene ene 10 

(ORES EE PEs Lies Re ST ats ROR ESTE OTT Sic cee ite 0 ort h cade eb 10 
Molding department equipment: 

BEV AGL EG TCO aeerounan ene HODES oididto omehclnimcunat a crores 15: 

Pcie aaa Hnaver seas VOlovio(sisina pee oa e Ob Clee Cr eis Okman e re OCC 20 
Core department equipment: 

Goreroviens andgaposlauiseecsn ores ese buco: tats ehecttsistess 7k 

(Gore rT ACUUNOS hee were etre Rene cA ATT ees aya ral a me IE ae oes alates 15 

Sivas In aMED CAS oy Sas coun. oto. thrlbca.tcteenr er eeere aa RGR ABCneo rous ilo casio eae 20 

BENCHES ArACKS PULDV ere LLUCKSare tcc aiys sett lrevata ais) sie else ieuete 10 
Hard-iron cleaning department equipment: 

Tumbling barrels, with motor, shafting and belting....... ilies 

Sand blast barrels and tables, motor shafting and belting. 30 

MD ISteALTOS TCT meee cy eet easiest cease susi's aire, a. BENTO Lone 10 


47 R. H. Whitten, Vol. I, p 424. 

48 Interstate Commerce Commission Valuation Docket No. 2, p. 86. 
49 Twenty-ninth Annual Report, p. 6. 

50 General Ruling No. 4. 
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Annual Rate of 


Depreciation 
% 
Finishing department equipment: 
Emery-wheel stands, drop hammers, lathes, drill presses, 
air choppers, milling machines, threshing machines, etc., 
With motor, shaftmg and belting, ne as. ee sate yer 10 
Assorting and shipping department equipment: 
Sorting tables, urucks, scales wevC.ne acs eee aac ties ere 10 
INCOR O DILG LUG Staats tote ener ski Zocor se ooteee cere oeeaSiowsne te 20 
Trimming and inspecting department equipment: 
Ben ChesasCales cULULC KG tarrace hana tere oer cere atya seine: cieceee 10 
Emery-wheel stands, with motor, shafting and belting.... ‘10 
Annealing department equipment: 
Anmealingsovenssand apparatusya cee. cutee cuce cis 10 
PASAT SOTO ETUC KOMe tte ropes cho. is otoachapale ROR me EME PCT sacacGl onc toes 20 
(ChE OR aA aR eT REI een IT A ERS B.A oR hah EAC 10 
Soft-iron cleaning department equipment: 
Tumbling barrels, with motor, shafting and belting....... 15 
Sand blast barrels and tables, motor shafting and belting. 30 
Dust. arrester Milieu: acinar, Se Seon eee 10 


Power plant equipment: 
Steam boiler, generator, air compressor, steam piping, elec- 

PEICBWIEIINO EL Chia cat torews uc tauaicte a tecs Gud tee ee ete 7k 

Office furniture and fixtures 


Experience has proved these rates to be conservative, and it is very doubtful if the 
member who is not providing for depreciation at substantially the rates noted above is 
fully maintaining his plant values. 

The amount provided to represent the deterioration in plant and equipment values due 
to wear and tear and obsolescence should be charged monthly to cost of production and 
credited to Buildings and Equipment Depreciation Reserve accounts. Against the re- 
serve accounts should be charged all expenditures of the nature of complete renewals and 
replacements which to that extent restore plant values and reduce the accrued depreciation. 

Current repairs and partial renewals of an inextensive nature should be charged directly 
to cost of production. 


MASONRY.—The Uniform Accounts for Systems of Water Supply, 
Bureau of the Census, gives 50 years as the life of masonry of filtration plants. 


In the Texas Midland valuation 100 years was taken as the normal life 
of concrete and other masonry.*! 

MINE EQUIPMENT.—In a synopsis of a report made by the committee 
on cost of the Winding Gulf Association, published in Coal Age, Sept. 19, 
1918 (pp. 545-7), the following rates of depreciation based on original cost 
were recommended: 


Annual Rate of 


Depreciation 
% 
STRUCTURES: 

Wooden tipples,fcomplete= an sae eee cee eee 8 
Steel tipples; completes ehts.-5 4-8 eee te ee 5 
Wooden power house (building)................-2-e0s0: 7 
PLONE LOT bricks powers e/. ee eeen sa ene ea eee 5 
Machine: shop—=wood'ie ass «4.5.5 105 2a ee ee 8 


51 Interstate Commerce Commission Valuation Docket No. 2, p. 184. 
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Annual Rate of 


Depreciation 
% 
Machine shop—stone or brick. . . 2. os. os 006.e.c.c0i 0.0 « Gah 5 
Supply OUSE=— WOO Seas Feo sal poet cnn ax cae el ee a ce 8 
Saye S COMGLOTS DIC ken, Wer estes wean oes ene 5 
Blacksmith SHOW WOOG a ase aeeee een nin oan. Sites LD 8 
Fe SUOMCLOLSD TLC Kwari tapi inn a cnabann 5 
Stable building —— woo Game et enura ne cic ence ee ae 8 
oie = SLOMG Orn DLC ment ey, eeecne nite sco eee 5 
@hurchestand schoolsigt.ccsaueiuen ons cane ee era an ee 4 
Sdulize:svofice andy alleen saci ciievcce seacoast ie eae eid 4 
Saree houste tame cm tcc muceteder tl rernevaree ee err, | healt cone 4 
IPontoticen buildin ey. certs cee tie tains. otsyoke React oe eee 4 
Substation=—-wO0d) at. co eee ee ete eee q 
. —-SCONCHOL OTIC ye nuehisscreerin Seen A 5 
Humidifier ulin =< wooden ns acacia aiehe leer ere a eee ete 7 
G Fh HOVNKOH BH DG! <p tice dwo oe. lee 5 
Powder house—concrete, stone or brick...............6. 10 
Wiash house——w O00 iy...:05 chen Ceara Pa othe. SRRYeR TIE 10 
o SE-B CONG: OF OTIC Ken creme neta rs mace tiie ee spades eae 5 
Hire proolav alts aaron aie csee sro cl ote cscs Weeks, ou ertne nh Re ER 4 
TELS Its ba LLOUS ae cues terete ets 0 ceevarene coocni ei teeee ae Re EP lee 10 
IN ilehden erry leystivlarey Ae pane sco abo ahem ee lease. 10 
Mine DrvELOPMENT: 
@learm ge DrOpertyarscnsnc.0 oitenegeat scene ie aera: EI RAENASS 5 
Creeks chances myn ecccie auc cepa erie Sean ter ey ae 5 
NVieleO TeV ORGS eumeeron ct steacmgercnnrst hs teeny sas ga torewscacein acoso pea 5 
DLO DESH ATC AE aba eaten a raipeseen cairn set urine a ecnyin Taye pee Cee 5 
Minmondrand-drillMholesin eee eke meee ee 5 
PDEALTIELOCOS Cem teeher sete eri heme HC ecm ene ce elated: 20 
Min eSdeviclopImenbte Witte y ecient ae eins cnceieokes 10 
EQuIPpMENT: 

VAMOS “ENOIMCS ste ere ie ee ee ie oe ee 8 
SOUL CLS i. eee ebay Meme nes Mt ae OP ta shiciase Ls oc tack cued epee vais ie 11 
Pumps, heaters, and other power house equipment....... 8 
GA Ger Mimose ame, MRT ys or vue Sce.tin corte Sis ek eae tA deste: 8 
LREEWOYS) Sg cente ae SERA 0 cu ERO RASS TC IONE enc etic he ome tne eS 5 
WWhLemsba ni aie ne wer katate attrac econo MG ry eels al 
Railway, sldings and: approaches, ase ras nee ceteeanielene 7 

Jehwuaatsbhaversk wean eueee p.ock aeeeoen ec oRGN Ee ICR RUSE IE 123 
PRolop mone limes eae a ie ater eens ee Gee eae 6 ce ai a 10 
NSU TIAL TS See tee tes Me ncMMBE c/o)-o a ols ae i) atuibsis sey tat Sa ROE SARE 10 
ET OIS USie nsec cys cy AE cree ok BOO wie Ee SRE eee Gl 
Incline drums van delanmogenn ey rea 1teacie oie mere r nee 10 
VCH CROWES, Sear us MPM his. e¥ asso Aon case eeavec sas sisieds ETAT A 334 
Car enmODeS ear tada PONY ron mn tec ae ne A aA ilt 50 
IETOISGICTIO ING Sa en week a ne etn a eee er yee nar meee la 8 71 
Ninestelephones vr... cecrk oer tee SORE OY ee ee Ete de 20 
Mine sn DS se ect pee oe nts Pha Re te ON es 20 
MICCCIET AT A stacy cspeustjotesa eae Me TORT TARTOGR, MORI ELEMIS FL a -LUBIE 10 
Mine wagons (CARS) 1.00 deerme resent: 2h oo cea, cua 20 


Pe SUCOL ee MaMa AG ech se ouvert oct , ile 
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Minerlocomothv.esiacrcketeleatael rererel< herscletcl oy eel aietarat sl ele eral 
Minin gma Chineryeser. caress <r ele ralicteho elie) sheet cclie gen ey. otsurliefel of seliatis 
ID exer ha vous ball ioe oe 5 coho O pore 4.0 acne o tet. om ceutnoubn 
Stablevequipme mt eaciet sweet etme meer he leneietsot nets teeter meas 
Patent mine GCOOLSten seein e ree renerete ete te ie susie ela e/ ous 


NI THEOMPLESSOLGa - tractor arsaiel hetero N al at oe Matas et etcheP ol oRetreu crac 
Goodtroadssmachineryarce soc see cae selec | sue a vis teemcrte 
Shoparxtures and amachimeryeri sce leiiociorst-bsiersstkeven=neyerea 
Sea LON ATVs MOCOLS mee acheter Lane elec ee Meten nee Nees Rol Rell sU eNotes 
Nia tebmments: CLOCKS ieyesteci sais rea eee tenn cpete: saederon cat eamecnene 
[eiheyehuerss whl Teton 5 cae nooo 2o6 > Coley SuCOwIoOM bic Goons 
Barber shop fixtures and barber shop..............-.-.+. 


MIscELLANEOUS BUILDING AND FIXTURES: 


AUR Re ENON et Penn A SOE BAG Ee Game Arto con oT Oo GOS Ge 
Mheatorsoull dime viaxburesa a et-ackels clctotel haloes clewetel ienenene tion 
z & AMAspPOOLNOOM A. ele ie ea encuc ean 
Storeand office buildings—wood 52... 2)..).1. + ktsleteh steerer sens 
¢ “ ‘ ¢ ——S tO OF DLIC Ks. .ciisvanaeionentneaen 


[See. 11 


Annual Rate of 
Depreciation 


Zo 


MISCELLANEOUS.—The following is from McKay’s “ Valuing Industrial 


Properties”’: 


PATRCMLA TINE Sopa eusrelie Yoteite te reitenatewatetertoite te te Pete Rayra(tas eae fats 185s 
BOSC WS itess.c Rene Mess toven Howce oP he Asta oon Rotateh == hoveliasths 16 


IBOltseandanuit LOGlcs urns eee dene retin ees eteeas ee 20 
Bricgksplatrornis aiid ywialks yore fete tes cael egal ret ie 33 
Bridges: 

See Rar ce, sion auspentiiraegece ee eara ore rs tifa ted sete eee 50 


Cinderstand sandator) ballastawe. cere 4 
Cast iron pipe of large diameter............... 50-75 


Curbings; wood wuts fae ceiae oar teenies 20 
Cinder and gravel platforms and walks with no 
Curbing: Pso.00y See aah nie csi ao sere aee ene 22 
Cinder and gravel platforms and walks with 
WOOGEN CULDIM Ge). ci eae ecse ont eee ener 12 
Coach and chair cars (salvage value 6% new).., 25 


ry 
Authority 


Henry Floy 
H. P. Gillette 
Wm. Arthur 


“ 


Sf 2 5 


H. P. Gillette 


“ 


“ 


Wm. Arthur 


reir ticarg a. itar che ete cie MMrauhairetersmct tele later ts : 18 
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Life in 
Years Authority 
Cables: 
Cables, underground (low tension) (50% of 
maintenance cost) Henry Floy 
Cables, acral (telephone). v.c... 20. en. 15 C. W. McKay 
Aerial cable (lead covered)................. 15 Wm. Arthur 
Underground (lead covered)................ 20-25 9 
CONGUIS Es, «5:0. SEO ca ee coe see ae 100 Henry Floy 
SON AUS 2 er nralate ier eee eer yt crores cae ra 50 C. W. McKay 
GrossfArinSig../e REM Mraiabccle tate oem Aer here 8-12 Henry Floy 
Culverts: 
WG OCENMDO xis emcee a se TERME + FOE Spree Sg: 10 Wm. Arthur 
CAstriron soi pS tere ae ee ee 50 fo 
WaUTtnedy DIDe a teeeie ec oe ec eae arise uae 20 “ 
@ernen ble sega toe SRS ee eA tosis oa ee 50 : 

Be Conerete andistone .j.ia..5 ervets be claves) aecinielraees 50 : 
Crushed stone and granite ballast............. 50 e 
Wocksrand wharves osetia oe oeeen 33 H. P. Gillette 
Electric light plants, incidental apparatus...... 12 Wm. Arthur 
Electric power plants, incidental apparatus..... 12 
Fencing: 

WOOden entinelyamermarcis cccacle eae tae eres 15 b 

Wooden posts, wire panels................. 20 7 

Cement and iron posts, wire panels.......... 22 e 

BEN CES er teeter eat one octet ne 14 H. P. Gillette 
MTOgs_Tanroad track=...9. sete a ee BY4 Wm. Arthur 
Gravel and burned clay ballast (Nebraska and 

Sua GPa TOOL an agers ko Grmvoraaniad oleae 20 cs 
An GsCarscmarc Pe ntti aerk keke le ae ait aor 14 & 
EV ALANS eer tedanat scenester el tie icmetors cect: ator te eect 40-50 H. P. Gillette 
Gwe LEUSSDTLGPOS: nPagyma aye rere cht biel clei 10 e 
Poles and attachments for electric transmission 20 Wm. Arthur 
Dyn apse sex ee AS Tete ela re itin he Moen cee S 2 Henry Floy 
Paving: ibe detaiidons ome kept Sickie’) cxcns ew Abr ats 2 C. W. McKay 
ET DIN ERC OV ETIN Om pe teteretely ohteeee ts CE bo eee 22-25 Henry Floy 
Poles: 

DECCIME rr ata aS OE RG. te dos Ace. suntan mie 50 C 

Woodsin concreteness Aan Wyble eee leat eae: 20 S 

WOO CuIn eat: bi recas rare § aay ag Jet Piety ment Sees to 12-18 e 

TP ODNeerRe We Sich ere ees Leh AEWA aCe. oat an ater 40 ¢ 

WiGocl ent. Stateervge conten) Lisatenk ss At ter. Wes 10 Wm. Arthur 
alate tepantr eL atore Mh Beretolsee cee cid i TE 4-10 e 
RESOLVOILS {een a neat ty. oe Mees, bed woek: SE at ei9t os 50-100 H. P. Gillette 
as track fastenings petesn.. cere shee. 40 % 
Rolling stock: 

Open-carybodies area istels oyskakoeth, oy- cores TY Zo Henry Floy 

@pen=trailer DOGICS arate merece fs tae cael 25 ¢ 

@losed=careabodieseeutcera te: ite nart ce feta: 20 bs 

Brit G ity rerey ae each tion eu PE tee con ener 20-28 & 

Passenger cars (express, baggage, and mail— 

Salvage aluerso) ten tet nanan ene a 25 Wm. Arthur 
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Life in 
Years Authority 

Shoprmurniture. cus. <'cieia sachs) cabanas einen ter 10 C. W. McKay 
Standepipesepe- ier aie secon eusiene.s Caen on OMe 50-100 H. P. Gillette 
Steel ptoe sn ae eesti s Gre lingee mecusltaneceleneRe nares 25-50 5 
Swatehpoardeand cwitim ee ce sein aia nsintecelatsiatete a 161-334 Henry Floy 
SOUcosmm agente ate Hiri acs sede hos oles eueuetdteatanune tel 12 Wm. Arthur 
Splitwomtsiand attachments) 0.6 cine te 19 k 
Gpipsaraelley (ulin atk) one Shes a5 Gel cidinic acts Shao old onalc 20-50 4 
Telephone and telegraph poles and pole attach- 

TRLCTUGS eerie te renee eae eae eevee eat tas Gai iceien oes 20 . 
TS esa Var: eae natin Spam amIae air ah toe De oro ar, 10 Henry Floy 
Ties for new track: 

@alea(vihite) Asser essistavers wikia on ceeuneed beeen ietetiots 12 Wm. Arthur 

(OAV en Gaatiy: (Xe 0 eee eee oe are oe ae ene ae aee Scie de Fi 

FE Tage TH GR TOUTLG fee tt wrartaee ss snes ctor oh ceeueneee eieaiermestss 6 § 

Godaraerue scrova Woes <1 Sials oi caartate eeees 12 “ 

AUTEN E BEN Cato ecto mc cic aegis aoc 8 bd 

ELS TL OG Keer a Acs ev aecye UIs dollae nalts teu chpbec ease etoare 6 © 

GWOLEBS am toteste axed pepereees loans Seam ee Necne oe ae 6 = 
Water tanks: 

WOO GEN Ns Gv seis hi eals, sols eeaciehe arta eG 20 4 

Steel, including water softeners............. 334 cs 

Galvanized Hon wage sees een ee eke werd 10 a 
\Gheie Frans an eee er ORR eo tae ni reo ct, Gaels aie 8 & 
Wire for telephone and telegraph.............. 25 G 
Wire selectrich transmission. 5. su) scum ene 20 a 
WVOOGNStANie2 OlDCie crpego <nueyoicuestie oesueneas cade Weuseese 25-30 H. P. Gillette 
Wirolgh tron service Pipers 5 aici use cielove eerie 15-30 B 
NVOOGESIGS WALKS. sence cer semiey cise ce iter renene 12 Wm. Arthur 


PAPER MILLS.—The English Inland Revenue permits as maximum rates, 
5% reducing balance method for machinery working during the day only, and 
734% for machinery working both night and day. 

R. H. Montgomery in ‘‘ Auditing, Theory and Practice’’ (1916, p. 418), 
says that buildings should be depreciated at a very low rate, and equipment 
at from 3% to 5%. In his “Income Tax Procedure, 1919” (p. 571), he 
suggests 74% for machinery running night and day. 

The Federal Trade Commission has found that several of our best managed 
mills allow 5% on their investment, which figure the Commission has adopted 
as adequate. 

H. 8. Tiffany, in his “ Digest of Depreciations,’”’ gives 24% for brick build- 
ings, and 34% for frame buildings. 


PATENTS.—The following table gives terms of patents and of trade-marks 
in leading countries: 
Country Term of Patent Term of Trade-Mark 


Great Britain ...16 yr.; extended from 14 yr. by act 14 yr. renewable 
of Parliament, 1919 


ranCO vases ae 5, 10, or 15 yr. from filing of ap- Waar ae 
plication : 
Germany ete 15 yr. from next day after filing Obes. 


RUISSIS a aynnenis cee sag 1 to 10 yr. 
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Country Term of Patent Term of Trade-Mark 

@anadaninie. 22 1S) General unlimited; 
special 25 yr. re- 
newable 

PRUISUURT Aster eicie 14 ¢ 14 yr. renewable 

JNO Se CAs een VO 10 

Switzerland..... 10 “ for chemical process 2 Olas i 

15 “ from filing 
Sweden An... 7: 15 “* from filing. ie 7 
Denmark... 740 157s TO) ° 


United States ...17 


The duration of patent rights in Great Britain was extended from 14 to 16 years in 1919 
(see 9, and 9 and 10, Geo V,c 80 Chitty, Annual Statutes, 1919, p. 423). No correspond- 
ing change seems to have been made with respect to trade-marks. Important patent 
legislation is now pending in France which will radically change the existing law if passed. 

The only actual change in duration of patents and trade-marks since 1909 in the countries 
named seems to have been in Great Britain, as indicated above.®? 


PATTERNS.—L. R. Dicksee suggests a rate of from 25% to 33144% for 
patterns. E. Guthrie suggests 50% the first year, 30% the second, and 20% 
the third year for designs; and 20% to 30%, reducing balance method, for 
patterns. R. H. Montgomery says the depreciation charge should usually 
equal the annual expenditure for new patterns, and that, wherever possible, 
the total book value should be written down to $1.53 This policy is pursued 
by the General Electric Co., which carries patterns which cost nearly $2,000,- 
000 at a net book valuation of $1. C. Piez suggests a rate of 75% on new 
additions to metal patterns, and a rate of 100% on new additions to wood 
patterns. J. L. Nicholson and J. F. D. Rohrbach, in ‘‘Cost Accounting” 
(p. 151), suggest the same rates. C.E. Woods suggests a rate of from 3344% 
to 100% per annum.§4 

In general, when patterns are made for a specific order they should be 
charged wholly to that order, but when they are made for a stock product 
their future value depends on various considerations. 


PIPE.—Cast iron.—In Spring Valley Water Works v. San Francisco,5® the 
district judge found the depreciation of cast iron pipes to be 1% per annum.‘ 

Service.—The Uniform Accounts for Systems of Water Supply, Bureau 
ot the Census, gives the life of service pipe as 15 years. 

Steam.—The Uniform Accounts for Systems of Water Supply, Bureau of 
the Census, gives 20 years as the life of steam pipes. 

Wood.—The Uniform Accounts for Systems of Water Supply, Bureau of 
the Census, gives the life of wood pipe as 25 years. 

Wrought iron.—In Spring Valley Water Works v. San Francisco,*’ the 
district judge found the annual depreciation of wrought iron pipes to be 2%.58 

The Uniform Accounts for Systems of Water Supply, Bureau of the Census, 
gives 50 years as the life of iron water pipes. 

For much additional data on depreciation of pipes, see ‘‘ Accountants’ 
Index’”’ (1920, pp. 546-554.) 


52 Office Decision 721, Bureau of Internal Revenue. 

% Income Tax Procedure, 1919, pp. 573-575, Supp. 1142-43. 
54 Unified Accounting Methods for Industrials, p. 65. 

55 192 Fed. 137, decided oy 31, 1911. 

56R. H. Whitten, Vol. I, p. 430. 

57 192 Fed. 137, decided ‘Get. 21, 1911. 

58 R. H. Whitten, Vol. I, p. 430. 
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POWER PLANT.—Foster, in his ‘‘Engineering Valuation ot Public Utili- 
ties and Factories’’ (pp. 200, 205), gives the following for power plant and 
substation equipment: 


Annual Rate of 


Depreciation 
% 
Engines, boilers, heaters, conveyors, pumps, and auxiliaries. 4.5 
Rotaries, transformers, switchboards, auxiliaries............ 4.5 
Chron oe hare Oca as oe on ae eemerind once Sooo Sbioueae clo fe 3.0 
Eur binesvandsceneravOnsers ce oie sence wien sinicrcieasueu ancl onsioNee eke 6.0 


R. H. Montgomery suggests a rate of 8% for power plant equipment, 
based on gross book values at end of the preceding year.*? 

M. E. Cooley gave a life of 12% years to power plant equipment in the 
Milwaukee 3-Cent Fare Case. Inthe same case, M. G. Starrett gave 20 years 
as the life of equipment.*° The Commission accepted 21.01 years. 

C. E. Woods gives 10% per annum for power plant.®! 

PRINTING.—The United Typothetae of America, in their Treatise on 
the Standard Accounting System for Printers (p. 40), give: 


Annual Rate of 


Depreciation 

% 

ASIC es I SERRE ew, Sd Aen ROASTS Oe ARI) PET, BAL EMS AAR 25 

Handucomposi tion: fix tumesscaac Grd ere tkety tied ieee nate ear tea tes 10 

Mia chines A ied te ats ehercespe Seok 0 aid renter ote, ae 10 
Machine composition metal: 

linoty pel. toasts tek eine AL..o eh, Rk RE, 3 2 

INTO; ya 6 Messy Says .5 Si SeeG SRR SHI Oe on chien on OR IES te 3 


The manager of the Philadelphia Printers’ Board of Trade says that pro- 
gressive printers regard depreciation in the composition room as not less than 
20%, and of machinery, stands, furniture, etc., 10%. However, many 
printers make a flat rate depreciation charge of not over 10%, and some go 
as low as 5%. 

The English Inland Revenue permits the following maximum rates on the 
reducing balance: 


Annual Rate of 


Depreciation 
% 
Bingines;sollers, andes la iuiac wa an eve euets seer taciansere preterit 5 
(Prahsanayentshennl joybayouwaver rooveKolminestgy © Sg rae e ae ucloasnhocco ace 4 
AAA NOR ee OT ORES CRT re ee en ee ee Oe ene a eee 10 


PUBLIC UTILITY COMPANIES.—See ‘‘Electric Plants,’”’ ‘‘Gas Plants,’ 
“Telephone Companies,’’ and ‘‘ Water Works.’’ « 

Many states now have laws making depreciation reserves compulsory on 
the part of utility companies. The following quotation from the report 
of the New York Committee on Accounts and Statistics of Public Utility 
Companies indicates the tendencies: 


It thus appears that in 15 states there are special enactments requiring the utilities to 
maintain depreciation reserves or conferring authority upon the supervisory body to make 
such requirement. Seven additional states have exercised such authority as a matter of 


59 Income Tax Procedure, 1919, p. 563; also 1920, p. 716. 
‘© Report of Wisconsin Railroad Commission, Vol. X, p. 226. 
61 Unified Accounting Methods for Industrials, p. 65. 
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accounting just as the Interstate Commerce Commission has done, without any other or 
further authority than to regulate accounting procedure. These 22 states embrace most 
of those that supervise the purely local utilities like gas, electric and water companies. 
In 16 other states telephone and electric railway companies are subject to the requirement, 
either under federal or state regulations, while only 9 states (besides Delaware and Utah, 
which have no state commissions) have not taken action so far as the Committee has 
information, namely, Connecticut, Georgia, Kansas, Nevada, North Carolina, Oklahoma, 
Vermont, West Virginia and Wyoming. Certain of these states have no authority to 
regulate accounting practices; others report that accounting classifications are in course 
of preparation. 


In most cases the statutes go beyond the mere requirement of a depreciation account 
in that they confer power on the commission to fix the rates of depreciation and require 
the companies to expend the moneys reserved for depreciation under regulations pre- 
scribed by the commission. 

A review of the action taken by the commissions under these statutes indicates that 
they are proceeding with caution in establishing rates, and regulations as to the use of 
depreciation funds. In nearly every state orders have been issued only after thorough 
investigation in individual cases involving the determination of rates or the approval of 
security issues. Both the straight-line method and the sinking-fund method of computing 
depreciation are used—the former in nearly all cases in which reproduction-cost or “value 
of property” is used as the rate-base and the latter in many cases in which investment is 
taken as the rate-base. 


The following quotation from the laws of New Jersey is typical of state 
jegislation of the compulsory type: 


Sec. 17. The board shall have power, after hearing, upon notice by order in writing to 
require every public utility as herein defined: (f) To carry, whenever in the judgment of 
the board it may reasonably be required, for the protection of stockholders, bondholders 
or creditors, a proper adequate depreciation account in accordance with such rules, regu- 
lations and forms of account as the board may prescribe. The board shall from time to 
time ascertain and determine and by order in writing after hearing fix proper and adequate 
rates of depreciation of the property of each public utility, in accordance with such regu- 
lations or classifications, which rates shall be sufficient to provide the amounts required 
over and above the expense of maintengnce to keep such property in a state of efficiency 
corresponding to the progress of the industry. Each public utility shall conform its depre- 
ciation accounts to the rates so ascertained, determined and fixed, and shall set aside the 
moneys so provided for out of earnings and carry the same in a depreciation fund. The 
income from investments of moneys shall not be extended (sic) otherwise than for depre- 
ciation, improvements, new constructions, extensions or additions to the property of such 
public utility. 

RADIUM.—The Treasury Department has ruled as follows: 


Since the full life of radium has been scientifically estimated at such an extended period 
and since no appreciable depreciation results from its continued use as a therapeutic agent, 
the depreciation occurring during the lifetime of any individual owner is practically negli- 
gible. It is held, therefore, that radium which is used as a therapeutic agent is not subject 
to depreciation for income tax purposes and its cost must be treated as a capital expendi- 
ture, The return of capital will be realized upon its sale or other disposition.® 


RAILROADS.—The following is from Barker’s ‘‘ Public Utility Rates”: 


Life 
RAILWAYS In Years Authority Cause 

Bridges 

Siete Oe eee oe ee oie ore 20-50 Barker O. 

Wio0O Gen ai cae sich. quiimiciee: sees 10 $ Ds 
Buildings: 

Opicemmasonryn sere reeee 70 s ©; 

Dwelling, etc.,.—wood-frame 30 ? QO. or D 


62 Office Decision 837, 10-21-1496. 
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Life 
Raitways In Years Authority Cause 
Stations, masonry.......... 40 Barker oO. 
AVVO. Gite rey oe Cite ons Pbaccdl aabeers 20 O. 
Shops; first: class........ 0... 75 Wisconsin R. R. Com. O. 
Second? classs2.6,.00e eee 50 & # “ D. 
Sheds—wood-frame........ 20 Barker Dp; 
Cars: 
Freight—wood............. 10-20 a Dp: 
Seeley panceen oc tes Ake ube ewovap ceils 15-30 < D. 
Passenger—wood........... 20-25 G (Oe 
Seeley tan contin’ spetiomaniens 25-30 OG D. 
Dining, parlor and sleeping 
= WOOL ava tiene Be wre a ets .-.. 15-20 O. 
Siecwmar. te..a Tale Seat eloed 20-25 0: 
Locomotives: 
THE) fd 2 he a armas a I arsicrces iat nes 15-20 Ss 1B}, 
PASSO Ole eictocrnisareteae ceete re 15-20 o D. 
Swab Chin gine veer eseperschena aie e 20 © 2): 
Spica aa) ices Gee eens epee tees oe 30 Cc oO. 
Track: 
Rail, main-line tangent..... 2- 8 02 D. & O. 
Main-line curve............ J 5) ¢ D. & O. 
Sidings and. yards onus. ce 10-20 2 iDy 
Ties—ordinary light wood.. 5-10 C Dy 
Ordinary hardwood......... 10-15 c ipy 
Treated and protected...... 30 C D. 


Note: O. denotes obsolescence. D. denotes Saye 
The following rates are given by H. L. Gray, in ‘‘ Railway Age Gazette,’ 
May 27, 1910 (pp. 1297-98, 1290), July 8,,1910 (p. 66). 
A fair average allowance for depreciation would be: 


Per Cent 
Of the cost et DEOPer ty subject Oude pEreclatloniuniaac ts cetceneia aioe 54 
Baise # 4 om electricitoadsan gasoruta onne «kino stot 64 
Cl! cepere 3 on streetirall wayside sae eee oe 5 


The following table is used for the state of Washington: 
Annual Rate of 


Depreciation 
% 
Ballastercprccrccser rts arcs THOS BROOD On a SHEE 8 
GL LOS ox re tse wen scvoteneres oer Wevariaes pects fe eo Ntaaiee 5 oxektoc¥e'ieushot aioe! sustenrencke te 15 
Vail sn (avanti trac ko)ce psoasyercicysr a a ante rer enn aa eee eee ere 
Fastenings : 


815. (8, [0 /4):4) ¢ '6,58 0. 2)\.¢ {0.10 .0\'81/9, 'bie)/6/ ie ei.elle.e)\6, 0,16 eh. (606, e)05e) ee ere ale ale 
WA Se 0) i6) 1816) 0.8/0] -e Iefte0 i. 61.00 ub ai Sie) a. @ui8) (0) 0). «1,6 .06), 05 ae) 

FA) sh0\'9. 6, © 0 9.419) 8 48) (0\e 61:6) 0).0 C16 910 6,0 0 010.060, a:e-0 a) 8) ale se 
MC CUCM PCC a CH SAI) eM RG RN Me TiC eT elas CeO NC OOaCeD act ties 


Combination bridges 
Howe truss bridges 


Aja ieue ha) a8) 6) (e:sre/,0) e:\0) (8) el Oe em. Se 0 ek Syne. 61a leheel =: sieliairs: 
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Annual Rate of 
Depreciation 
% 

ences and cattle-cuards.) seks = «seo on wee oe ote or oumelbenols 
Telephone and telegraph instruments.........-.++-++++5+- 
Poles: ANG AUX EUTES Oi ieke A eAEE. SA ISALIS wiloticht hel cliotelsle Mis state shone ite see 
Covered copper feeder... . 2... eee fie eee eee meta 
TErolley: Wile on sce nie ci. + are alot «MAL: Roel ohset Memes Rata by o/-boitets 
Malle bonds yy. Seieret-ks yu stever= AB Pe aa AT OR Tre NITE OT Cem <4 9 9 
Bamekibuildingss. aetsleiidd =~ ceiseneee AC ee tens ores Otro 
Frame buildings............ TES A Serva hice nein Came Pere 
Shop maachinenysee saieie epee eseyes eee eyes ye eeayrer est set Eee yey est 
iMatersandat uel atations -.\4. adi wpterisiey= sree ines “ys Powascany say” is 
TROAA Way COOLS che ciercctersie ote sis Dicleve win wielieraelolls leo iopamarrteeepeh alesis 1 
Interlocking and signal apparatus........---+-+++sseseeee 
Substation apparatusy an. ca =f 32% 2 os fers t suse statis 
Murniture anGutioxturesy-: aut. © soe eater eee yencls aim) olen si Mepay shh Meee 
Storave DAtberlesi. setts sche Vie ccs dente cis olirloketieusveleusge lols miiene 1 
Passenger cars (steam)......... 20 seer eee cere eters 
Passenger cars (electric)......... 000+ eee rece t eee teens 
Freight cars (steam). .....00.. eee reer ee cee eerste eennecs 
Freight cars (electric)... 6... oes ee eee cole 2 oe a ei eatetere 
SUPE all Gyeoin Voli hiccon card. ag mobo On DIN DOO Doo orsemer.o OG UIC 
Electric equipment of cars........... eee eee ee teenies 


In the Texas Midland valuation the life of rails was taken as 40 years. 8 

A study of the rail of the Texas Midland Railroad led to the conclusion that any rail 
in main-line track could be expected to have a total life of 40 years as new rail before becom- 
ing relay; that new rail laid in side tracks could be expected to have a life of 100 years before 
becoming scrap; and that relay rail would have a life of 60 years before becoming scrap.™ 

The following is quoted from Bulletin of the Investment Bankers Asso- 
ciation of America: 

Depreciation of Equipment.—The figures furnished by different roads as to the amount 
charged for depreciation of equipment show a wide variation, and in a great majority of 
cases, in our opinion, grossly inadequate. We are taking steps that we hope will result 
in improving this condition. (Vol. IV, p. 96.) 

Or again, accrued depreciation, which is provided for out of operating expenses, is an 
accumulative fund of which perhaps 90% is set aside for equipment. But suppose a 
road with $60,000,000 of equipment on the rails, $20,000,900 of equipmemt trusts outstand- 
ing, and accrued depreciation of $30,000,000 —there is no way at present of ascertaining 
whether the $30,000,000 has been applied only to the unpledged cars or not, or what spe- 
cific sum, if any, has been set aside for any particular series of rolling stock in which the 
banker may have had a selling interest. (Vol, II, No. 4, p. 38.) 

The private banking firms handling Equipments all insisted that some provision should 
be made to provide greater safety for the investor in this class of Security. During the 
last year a number of situations have come to notice where, when a road has got into 
financial difficulties, we have found that the equipment pledged under Equipment Trusts 
has become so depreciated in value as to seriously impair the Security of the Equipment 
Trust issved against it. When cars were lost or destroyed new equipment has not been 
added. New equipment has been bought through the issue of new Equipment Trusts instead 
of money being spent in keeping equipment already owned in proper repair, a more favor- 
able statement of net earnings resulting thereby. Even in an extreme case the actual 
maturing obligations have been bought in by the Railroad and kept alive instead of 
being retired and paid off. The fundamental theory of an Equipment Trust by which 


OW PR OIWAWBOANOPRAWBNWON DOD ® 


63 Interstate Commerce Commission Valuation Docket No. 2, p. 52, 
64 Thid., pp 82-83. 
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the paying off of a portion of the Trust each year should take care of the depreciation 
of said equipment, and the Security of the Trust maintained, has thus been violated. 
RESERVOIRS.—Most authorities give the life of reservoirs as ranging 
from 50 to 100 years. 
The Uniform System of Accounts for Systems of Water Supply, Bureau 
of the Census, gives the life of reservoirs, tunnels, and aqueducts as 100 years. 
Leonard Metealf gives 50 to 100 years; C. B. Burdick, 100 years; the 
California Railroad Commission, 100 years. 


RETAIL TRADE.— Ordinarily stock on hand is not supposed to depreciate; 
yet, while no formal allowance for depreciation thereon is permitted by the 
Bureau of Internal Revenue, there is a material shrinkage in inventory 
values which is reflected in the current income account as the result of price 
reductions made in order to enable merchants to dispose of merchandise 
which has become shopworn. 

R. H. Montgomery gives the shrinkages for retail and department stores, 
in ‘‘ Auditing, Theory and Practice” (1916, p. 622), as follows: 


Annual Rate of 


Depreciation 
and Shrinkage 
% 

AUCH) Dini Neen MRR ROR EE aE ROMER IO TA: GRC ICD ICEe Geren Dhara’ t See .95 
RGR OCI Os As 5.) Ways vo cerogey sitee Rex ER a OU on eno aE 1.16 
IDIAD Ce ce See ee AI, on MERRIER Ho Sheer o co Oso ec AT 
DepartmentistOre ier. cies hvy reeaers ae here ee tens Or 
IBUDV CULE cee ctor cuers scanner dee cet ee ats 2.14 
MiaiWorderte aris atesn Pris inca oro KR reese te Tt 12 
SOCS Mena ir I PAC pain fn fete ict ee Bena nt na ee taecere 50 
Wehiclesrandumplements sseesa anit a eer naib ces noe ier i .62 
DEV OOM Sayer 5 dete, be Ge kicp yds aha Cee oS eee lal 
Elan Giwaresaveitsa cir ae PR Re Behn Mee Roe hh ge a 52 
YETI IOS = Be Gee RIOT Ore click tapenniriuc Bldh hn aeincdaaen Gch .06 
(CHNGCETAY Pare oY RR koe ee trad arcane coh ne Barhrarta eran .76 


H. S. Tiffany, in his ‘‘ Digest of Depreciations’’ (pp. 13, 16, 17), gives the 
following: 


Annual Rate of 


Depreciation 
% 
Dry 2O0ds), Vi), Ch BEAR CMR. YET We eRe, LOS eed, Bear, Cons 1234 
Wiholésales soc. ste | eee ee Ae A ET A AT ae 123 
WRG Gail Bee eon | va ohal chart eae oak ae Oe ee ee 25 
Woodentand wallow swarent4s-1.ca anatrt om iclaiiee acts ne 10 
Queens waren aa shed: sae EOE Eee ee MG oeetac Se 5 


also the following (at page 18) for stocks in retail stores: 
Annual Rate of 


Depreciation 
% 
Boots and shoes (depreciate annually)..............e.+0:- 15 
Clothing’ (depreciatosh ms taviec i) i aereta erica tere ee 20 
Clothing (depreciates second year)...............++:+++-- 30 
Dry goods (depreciate anmially) pep ni eine iene rennet 15 


Groceries (depreciate annually)..............00 00 Shruem sis 10 
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Annual Rate of 


Depreciation 

% 
Mardware (depreciates annually,)..)..se sess «lees an + Meanliete 15 
Hats and caps (depreciate annually)..............-++++++- 20 
acest (depreciate annually) ii s7). Mi a 25 
Notions (depreciate annually). 6505.5. sce cee ene sens 25 
Queensware (depreciates annually)...............00-000ee 10 
Ribbons=(depreciabe-anniuall yan. .hee irae. se. Seis eta. eee elas 25 
Soap (depreciate ammualliy) eet a foe cite elena atte toms. Ries 5 
Straw goods (depreciate annually)................0.0.005. 50 
Woolen and willow ware (depreciate annually)............. 15 
Miscellaneous goods (depreciate annually)................. 20 


ROLLING STOCK.—Marwick, Mitchell & Co. gave 20 years as the life 
of cars, including all equipment in the appraisal of a large street railway 
system. 

In the Milwaukee 3-Cent Fare Case, Professor M. HE. Cooley gave 12.5 
years, W. D. Pence gave 15 to 20 years, M. G. Starrett gave 16.7 years, as 
the life of cars, bodies, and trucks. : 

The Wisconsin Railroad Commission has accepted 15 years as the life 
of car bodies and equipment. 

B. J. Arnold, in four Chicago appraisals, stated the life of electrical equip- 
ment as 3.3 to 4 to 8.5 years. 

Stone and Webster, in a Chicago Traction Case gave the life of electrical 
equipment as 11.75 to 15 years. 

Henry Floy in the Third Avenue Case (New York) gave the life of trucks 
as 20 years. 

The Traction Valuation Commission, Chicago Consolidated Traction Co., 
gave life of trucks as 30 years. 

Marwick, Mitchell & Co. in the appraisal of a large street railway system 
placed the life of utility equipment at 20 years. 

For additional data see ‘‘ Accountants’ Index’’ (1920, pp. 583-88). 

SAW MILLS.—The English Inland Revenue allows the following per- 


centages on the reducing balance method: 
Annual Rate of 


Depreciation 
% 
Engines, boilers, and main shafting.........-...--++++--++ 5 
General saw-milling plant and machinery..............--. 74 
Traction engines, tractors, motor cars, and haulage plant... 20 


R. H. Montgomery gives a general rate of 63%.** 

H. S. Tiffany gives 34% to 44% for frame sawmills having steam power, 
and 24% to 44% for those having water power. 

The Uniform Cost Sheet for Coal Mining Companies, Coal Age, Sept. 19, 
1918 (pp. 545-47), gives 10% on original cost for sawmills. 

SHIPEUILDING.—The following data are from the table of rates of depre- 
ciation recommended by the committee on depreciation of the Atlantic 
Coast Shipbuilders’ Association, Dec. 11, 1918, in its “ Cost Accounting and 
Shipbuilding” (pp. 48-50): 

Recommended that the straight-line method of charging off depreciation be adopted. 
That the normal rates of depreciation be increased to cover overtime depreciation, this 


% Income Tax Procedure, 1920, p. 724. 
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increase being at a rate of 614% of the normal rate for each hour of overtime; all time 
in excess of the standard eight-hour day being considered overtime, in this connection. 
This rate of increase corresponds to 100% increase in normal rates when the plant is oper- 


ated for the full 24 hours. 
GENERAL CLASSIFICATION 


BuILpINGs: 
Stone, brick, concrete with or without steel frame and 
masonry. curtain walk buildings.a.. 150. sce ore neetkat- 
Steel with corrugated sheet iron or steel plate............ 
Steel or corrugated sheet iron with wood...............-. 
Powereplant buildings, +o. . +s. seiktele nie iciteneieiel) eine 
WOO! Duties 255 pays, soci Cha tte tosoe lee cclatieeis ehlaas Mees 
Piers, bulkheads, wharves. and Gocks... 20). secant save 
Launching ways (fixed structure) wood.............+-++++- 
(GHG AVESReA Sw ol Piet SR PRS GASP YORE SUS, Sheaccece RMN Te Bist tag Mer UCR RG 


WO OCS cer aS puas SY Scanteigeie a ed? eee one Me ome 
Concrete and brick bins, fences and miscellaneous concrete 
andubnicks strmictumes if. .%. ceva. patents ake ata eet aica ions ye 
Wood bins, fences, racks and other wood structures...... 
Power MACHINERY: 
Electric generators, switchboards, and power house 
equipment: boilers and boiler house equipment, including 
economizers feed water heaters, injectors, stacks, uptakes, 


MCN S AS ATOM wee cys ce chee chara oie een IRE eat oe 
Engines, steam, including pile drivers, hoisting engines, 
compressors, air pumps, vacuum pumps, etc........... 
Pumps, water supply, feed water, fire, etc............... 
ilectrcumotors: and controllersaa-).2/sseieahe aicnacieiepsier ier 
@oalvandrasi CONVEY.OLSe.c.e ue ache: cee cei teie conics saniere 
SHop MAcuiInery: 

Hydraulic forging presses, bending presses and fluid 
CONDE CSSONS asencuicns fhe face OR Sa ee eee et eer ee 

Eiamimers, steam Orop Or helioumescsee erento antes 

Machine tools, lathes, slotters, planers, boring mills, 
drilling, boring and milling machines................. 

Miscellaneous shop machinery and equipment, including 
small seales, spare parts, etc 

Woodworking machinery 1.0% 981. AGk as 4d. Weak Site 

Small fos ..34402.4% con oo RR er ee CORO UM, 

CRANES, ELEVATORS, ETC.: 

Cranes, electric, hydraulic, steam and hand power, jib and 
davit; hand, electric or air hoists, derricks, lifting mag- 
nets‘and charging machiness.. ...'iee os: ass - vole bole 

Locomotive cranes, steam and electric 

Elevators 

CYaNOWAVS'. oot. tccls ha wes tate ei tee oe eee 

Portable pneumatic, electric and hydraulic tools; portable, 
hand, electric, hydraulic or pneumatic hoists and lifting 
devices; small jib cranes 


Life 


in 


Years 


20 
10 


Annual 
Rate 
Depr. 
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Life Annual 


GENERAL CLASSIFICATION in Rate 
Years Depr. | 
% 


FURNACES AND FORGES: 
Heating, treating and annealing furnaces, brass foundry 


melting furnaces, oil furnaces, etc...................5- 10 10 
Blast furnaces, stacks and stoves, soaking pits, open 

hearth and crucible melting furnaces, cupolas, etce..... 25 4 
Hormersranasdrop 1Orge diessenn sce sete tetra teh os 5 20 


OTHER EQUIPMENT: 
Railroad tracks, including rails, ties, ballast, excavation, 


PTACUIO ET ObGe sleis's vk owtaledere ce ores ett areme rete ectaen techs north uotrcua eyate 22 4k 
PLT OSUIES: SUCCIM Pigs Tatas te a cary «Riel aereen arch ta cae te ana Retainer ake 25 4 
RY OOC tiax eta 20d, We eae cual a Syed sisseee aaah seed dua ath wane) mhewevesa 15 63 
Bridgve-.andmetaininotwallsuy cn sesenr pe eee 334 3 
Wlarinetrall wWaye ee, van en cot eet nes sriome fore Pe cane oh otata bifei-o a overand 30 34 
Pire systemsiand apparatuses . Natsu. oocbot sce cee ose 5 20 


Piping and wiring; piping for steam and exhaust, air, oil, 
gas and water lines, pneumatic and hydraulic transmis- 
sion, electric light and power systems, wiring, feeder 


and other outside wiring, including poles.............. 163 6 
Heating and ventilating systems, drying apparatus...... 20 6 
Sanitary and water supply systems, sewers and drainage 

BYACEMIS ey Selo ee ere va ansrel ree Shei snedsiai a ety eb 25 4 
Floating equipment, barges, boats, scows, motor-boats... . 5 20 
Portablelaunching wayS..00+ 0. fe seater es a ee 5 20 
15 opin ashoon sh mio (ole) ee Rees. Hae eIOtAOIOe OES b eerie cts CeCe 20 5 
Stable and garage equipments... 4 -.etaocke asa ele 3 334 
Motor trucks and automobiles’ si iticccrere)steua «aie 152.) ethos) 4 3 334 
Wocomotives, steam and electricg. sts. o ees oie fee 15 62 
Cars used by transportation department................ 10 10 
Sales latcov mek. ttc clos has fourm estat x nim Aah sc osienentcenetalaronehss § 10 10 
AWA ter DUTTIOE ers Ge te APTA te cu yoicy de eh-t ccieinat eas eMaetaes oes 15 ie 
Bickle ATMS BOLC IHS, Aaehss <teoe t eos eke colt woke vcs a soem arene sa 3 334 


FURNITURE AND FIXTURES: 
Office equipment, shop, yard, store and tool room fixtures, 
typewriters, adding machines, etc., lockers, wardrobes, 
20 


SHIPS.—The Federal Income Tax Department of Australia has allowed 
the following rates, reducing balance method. Repairs are allowed in 
addition. 


oO 
~s 
° 
on 


Annual Rate of 


Depreciation 

% 
Layee teed cevists daeta dian te dae Guo Seo ae ed mene oo Ge poe 6 
SND S saci suehee AS, chops ial cared Sail ook Ree etn rin ers ene 6 
SS LOA TIO OTS Ho casa heni ie sy si RATE VEE acs eae TA Suchen’ tisyonat tere ieAta Bhakaeke boas 6 
THUY APS ONS a ee ey Prete ID eee Ot Ganlac ha Bese eto oe 7% 
Lighters—wooden, for conveyance of gaseous liquor........ 6 
(Br oe acces oo WI te 5 SRS ore 0 a Ry RRO b aL NESSIE, aeRO ERT 10 
ConstructedlotironOLristCelt.s7o cision teal hebancce suerte ote cual oaseh el « 6 
1 2450): Peeeenemeeroma 5 ie Sn Oe ON AR Acct nA, ets iecits | een Se tae 6 
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J. D. S. Bogle gives the average life of steamers as about 20 years, and 
considers 6% to 7% a fair rate of depreciation. 

The following rates are provided by large companies: 

P. and O. Co. writes off 5%; also carries sums to suspense account. 

Houlder, Ltd., under trust deed must provide 5%. 

Cunard Line provides nearly 5%. 

Royal Mail S. P. Coy provides slightly more than 5%. 

The Hamburg-American Co., during the period 1903-1913, allowed on 
an average of $4.11 per ton per annum for depreciation. For the same 


100 


80 


Depreciation -Per Cent 


O 5 10 


15 20 25 30 32 «635 40 
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Form 9. Chart showing Rate of Depreciation of Vessels on the Great Lakes 
and Tidewater 


period the International Mercantile Marine Co. made the inadequate average 
allowance of $2.35 per ton. 


The Royal Mail Packet Co. in 1914 allowed*slightly more than 5% on 
first cost. 

The White Star Line in 1914 allowed 4% on original first cost and better- 
ments, a comparatively low allowance. 

The diagram in Form 9, reproduced from Gillette and Dana’s ‘‘ Handbook 
of Mechanical and Electrical Cost Data,’’ shows the life and manner of depre- 
ciation of vessels on the Great Lakes and tidewater. 

The English Inland Revenue allows as maximum rates 4% on the prime 
cost of steamships, and 3% on the prime cost of sailing vessels. With regard 


66), A. Saliers, in Journal of Political Economy, Vol. XXIII, p. 917. 
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to ships bought second hand at prices in excess of the written-down value 
at the date of purchase, the following arrangements have been made: 

(a) The allowance is made on the actual cost price of the ship to the owner 
for the time being without regard to the prime cost to a previous owner. 

(b) The rate of depreciation allowable is calculated by reference to the 
reasonable expectation of the life of the ship at the date of purchase from the 
previous owner. 

During the war the United States Shipping Board allowed 10% for depre- 
ciation on an inflated valuation of commandeered vessels of approximately 
$175 per ton, which was more than twice their original cost. 

At a conference of the president of the Ship Owners’ Association of the 
Pacific Coast, professional accountants representing that association, and 
officials of the Bureau of Internal Revenue, it was agreed that the proper 
annual rate for steam schooners engaged in the coastwise lumber trade 
is 5%, based upon an expected life of 20 years.® 


STEAM PLANTS.—The following is from Nicholson and Rohrbach’s 


“Cost Accounting”’ 
Annual Rate of 


Depreciation 
Sream PLANT EQUIPMENT: % 
Steam power plant, including boilers and piping.......... 6 
Boilers... 6 SRO ere INS ORG De OEE 5 
Boilers—including boiler house equipment, such as econo- 
mizers, feed water heaters, injectors, damper regulators, 
etc. (does not include feed water pumps).............. 53 
\itiowioniaiianyaie bilraganaeiinaconnoo ond dar oolbean bene 54 
BAD, FAs oO OSO AO OE OD Oo, WNIMaOOD Gp DG GG Od SUIS 5 
POAT LULL DULLOS retre ere aes eileen cath ne: disungsteher siesta teleronanaks 5 
WORAETISCrS or ee eats eons O oktaths taaie tua eatestonenentusioLs 6 
TEGhaSaR ae nll roel edt ene weeklies Sane TEM ROLGtCmerERaRe, clo ay eet cacy Chae 74 
Stiperhed terse auc raters neneraers vel iia ene rye: 5 
Sia lcara= ROG DALUS  halewetta tien bc ee one er aiel cue geee sans 5 
SOKEIS——MLOVANE PALtS tae dee te aisle see ce wie eweia aehuls chase) 20 


TELEPHONE COMPANIES.—The following is from Barker’s ‘‘ Public 
Utility Rates” (1917, p. 369): 


Life in 
TELEPHONE UTILITIES Years Authority Cause 

PSULGIN OS ee envesrersesrtere ciethenenckl ace ere hears 40 Chicago Tel. Com. Oz. 
Cables: 

Lead-covered Serial. os. c ewes oes 12 Wisconsin R. R. Com. D. & O. 

Lead-covered under-ground......... 20 : ss He 0. & De 
Central exchange equipment.......... 10 ie es 0. & D. 
CHING IPH aire eee Mert Olnc CBS NOOO GO mO 50 Chicago Tel. Com. ©; 
(OnOCE hdaihrego a) Ooo COO OD UO LOG nt 8-12 Wisconsin R. B Com. D. 
tixntiture and: tools) joc. «ts sete scetoly 7 e D. 
POEs; WOOGD) CALUD heer eletencners eets 12-15 ss sé cs D. 
EGR Oe OO iss reed Ob COO PERS Og Oo UD.cOn 8 i ; “ D.&O 
Private-brauch exchange equipment.... 8 Chicago Tel. Com. D.&O 
Substations (subscribers’)............. 10 Wisconsin R. R. Com. D.&O 
Wire: 

(Elise lbiGhanooune pobod ood oecen 40 Chicago Tel. Com. oO, 

(Gloyay ove sh. Bocca codcHnaronns 30 “ S H O. 

Galvanizediron, nese er 8-15 Wisconsin R. R. Com. D. & O. 


67 Committee on Appeals and Review Memorandum 279, 42-20-1245. 
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Note that in some cases obsolescence is the controlling factor in the above 
table. 

The following is from Telephony, Apr. 1, 1911 (pp. 401-3), estimated 
depreciation, schedule on an illustrative telephone plant: 


Annual Rate of 
Depreciation 
: % 

Poles and guys 
Ga bloat a nN n SOP Rn ei eee 
Cable, messenger, hangers, labor, etc.............++.eeee0- 
Calegterminal 3 crea ees scene ai mene aren at ne peed 
Cross arms, hardware, insulators, pins, etc...............-- 
MIMORWINE CODDER tact a: en circa tee ae e ee ee oie os 
Drop wire and fastenings 
interiorhwireiand sittings er cece anne 
Telephones and equipment 
P. B. X. switchboards 
Switchboards 


- 


CaCO EPO NC Ket BLO CPE OR Care Dah OuCiC 


WOITNRDONIVOND 


For additional references and a very complete digest of public utility 
cases the reader should consult the ‘“ Accountants’ Index” (pp. 622-634). 
The following may be noted: 

In a Massachusetts telephone appraisal for rate purposes in 1909, 7.8% 
on the value of the property, exclusive of land, general supplies, and working 
capital (net current assets and cash on hand) was figured as the average 
yearly reconstruction cost.68 

In an Oklahoma Telephone Rate Case in 1911, 7% on the reproduction 
value of physical property was regarded as a fair and suffcient allowance 
for depreciation. 69 

In a Louisville, Ky., Rate Case in 1911, 7% on the depreciated property 
was allowed, on the theory ‘‘that the average life of the combined elements 
which make up the plant is about fourteen years.” 

The California Commission allowed 5.5%, but the base was not certain, 
probably original cost.7° 

The Canada Board of Railway Commissioners allowed 6.77% on the book 
value of depreciable property in 1914. 


In a Nebraska Telephone Case in 1914, $5.51 per subscriber’s station was 
allowed.7! 


In an Oklahoma rate case, 10 years was accepted as the life for inside 
equipment. 


TURBINES.—The following is from Grunsky, ‘‘ Valuation, Depreciation 
and the Rate Base” (p. 286): 


68 R. H. Whitten, Vol. I, p. 433. 

69 Thid., p. 434, 

70R. H. Whitten, Vol. II, pp. 1189-90 
1 [bid., p, 1196. 
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Life in 
Years 


Authority 


Turbines: 


ecbeec cence rs es oecwene 


Water-type prior 1900..... 


Water-type after 1900..... 


15 St. Louis Public Service Commission. 
Case of Union Electric Light & 
Power Co. 

20 Wisconsin Railroad Commission. 
Quoted by Henry Floy and in pub- 
lished reports. 

20 Robt. Hammond. Journal of the 
Institute of Electrical Engineers, 
England, Apr. 25, 1907. 

30 Pacific Gas & Electric Co. Figures 
used inrate hearings before Mas- 
ter in Chancery, San Francisco, 
1913-14. r 

30 Wisconsin Railroad Commission. 
Quoted by Henry Floy and in pub- 
lished reports. 


25-40 H. A. Foster. ‘‘Engineering Valua- 


tion of Public Utilities and Fac~- 
tories,’ Van Nostrand, 1912. 


30-50 H. A. Foster. ‘‘Engineering Valua- 


tion of Public Utilities and Fac- 
tories,’ Van Nostrand, 1912. 

20 Milwaukee Electric Railway & 
Lighting Co., in Milwaukee 3-Cent 
Fare Case, Aug., 1912. 

15 St. Louis Public Service Commission. 
Case of Union Electric Light & 
Power Co. 

20 Wisconsin Railroad Commission. 
Quoted by Henry Floy and in pub- 
lished reports. 

20 Robt. Hammond. Journal of the 
Institute of Electrical Engineers, 
England, Apr. 25, 1907. 

30 Pacific Gas & Electric Co. Figures 
used in rate hearings before Master 
in Chancery, San _ Francisco, 
1913-14. 

20 Stone & Webster. Figures for Chi- 
cago Union Traction Co. Case. 


WATER WORKS.—The following is from Barker’s ‘‘ Public Utility Rates’’: 


WartreR WoRKS 
Buildings: 


IMEEM ay on ae pom anode cub onoed can 
Wilarore Sahel oo owe coa mon mo anther 


Boilers: 


Mire-bUDOeeeenieroc ire iersernaonent 
Water-tube stercudliaice tieeenste oueematencnt 
Milter (beds siioioicciets sncsaues tartenierenelstatae- 
Hydrants...cstyvecesorreasneseone 


Life in 

Years Authority Cause 
40-50 , L. Metcalf oO. 
20-50 D. 
12-16 % IO}, 
20-30 Wisconsin R. R. Com. D. 
30-50 + os sy (Oy 
40-50 L. Metcalf 1D), 
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Life in 
Warner Works Years Authority Cause 
Mains: 
Large cast-iron (6-in. and over)...... 20-40 L. Metcalf oO. 
_ Small cast-iron (4-in. and under).... 50-75 Sa ©; 
Steele en etree rei ch herons sho sonore a 15-50 sf 1): 
WiOOd Ss ae sand ace a sees Te oe 30-50 Wisconsin R. R. Com, D. 
IY 25 5 YS Oe Teed RAs 20-30 L. Metcalf 19); 
Pumpsiand engines 4 sj. ak seseipen 20-30 oe D. 
Duplex Fe crtes Seow ttle ctenarrec Pouce 20-25 Wisconsin R. R. Com. D. 
“Nut altos eee ets eRecEE acne ec meet he 20-30 % a eg D. 
@rankrand fly=wheel a sccs cu. sees 30-40 fy e * O. & Dz 
Centrifugal scr saa. acre yan eras 20-30 A Ey Ce D. 
RESET V OITA Sos acts sharia sities tits Senos 50-100 is 6 ae 
L. Metcalf (GP 
Stand pipes emis krona havaiak arate ate 30-50 3 D. 
Nenvicespipes; lead. yranicmskins «oct “heh 50-100 Wisconsin R. R. Com. D. & O. 
Galvanized iron or steel............ 30-50 M a me D. 
Suctions and intakes................. 30-50 Ss Od be! O. & D. 
NINOS Mays neta co Mee c cieeos rede tra: cote 40-50 L. Metcalf D. 
Wells, driven or drilled............... 50-75 Wisconsin R. R. Com. iby 
@penrand linesscc Gee ee ee 75-100 


Nore: D. denotes depreciation. O. denotes obsolescence. 


The following is quoted from Uniform Accounts for Systems of Water 
Supply, Bureau of the Census: 


Until further study and experience or a series of inspections and appraisals at fixed 
intervals furnish more accurate data, the average life of the various parts of the fixed prop- 
erties of a water-supply enterprise may be assumed to be approximately as follows: For 
horses, carriages, automobiles, and laboratory apparatus and appliances, 10 years; water 
meters, service pipes, office furniture, and general operating equipment, 15 years; boilers, 
steam pipes, and filtration equipment, 20 years; engines, pumping machinery, and wood 
pipes, 25 years; masonry of filtration plant, cribs, iron water pipes, intakes and connections, 
fire hydrants, standpipes, and buildings, 50 years; reservoirs, tunnels, and aqueducts, 
100 years; and for the water-supply system as a whole, 50 years. All these approximations 
are subject to modification by reason of any unusual conditions which may shorten or pro- 
long the life estimated above. 


In the Des Moines, Iowa, Water Rate Case, in 1910, an allowance of about 


1% on the estimated present value of physical property subject to deprecia- 
tion was granted.72 


In the San Francisco Water Rate Case, in 1911, the district judge said: 


I find the annual depreciation of this plant to be 1 per cent. per annum for cast iron 
pipe, 2 per cent. for wrought iron pipe, 2.5 per cent. for pump engines, flumes and wooden 
structures, and 5 per cent. for boilers. 


In Wisconsin, in 1912, 0.8% was allowed on reproduction cost new.73 


72 R. H. Whitten, Vol. I, p. 428. 
”™R, H, Whitten, Vol. II, p. 1203. 
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SECTION 12 


GOOD-WILL 


DEFINITION.—“ Good-will, in its commercial sense, is the present value 
of the right to receive expected future super-profits, the term ‘super-profits’ 
meaning the amount by which future revenue, increase, or advantage, to be 
received, is expected to exceed any and all economic expenditure incidental 
to its production.’’! 

Leake’s definition is sufficiently comprehensive to include all elements 
usually regarded as creating good-will. Chief among these are: good name, 
reputation, business connections, custom, individuality, and locality. No 
present value in good-will exists unless expected future revenue exceeds cost 
of producing it (including current expenses, depreciation, cost of management, 
and interest on capital). The interest rate to adopt depends on what rate 
is necessary to attract capital to the undertaking in question. Having regard 
to risk involved, rate of return on investments varies from, say, 44% where 
element of risk is negligible to, say, 7%, where risk incident to ordinary 
industrial undertakings is present. Before a good-will value can be said to 
exist it must be shown that expected future yearly profits will exceed normal 
hire of invested capital in industry in question, because this normal hire can 
be obtained by capital at any time without payment of a premium. Payment 
for good-will is equivalent to payment of a premium. 

Definition Ilustrated.—Since good-will is present value of expected future 
super-profits, it is the present value of an ordinary annuity equal to the annual 


ist Yr. 2nd Yr. 3rd. Yr. 4th, Yr... Int. Fotal: 


Present value of $1 annual instal- 


BLOOMS ery A cccuvhertooote een ae one $0.952 $0.907 $0.863 $0.823 $3.55 
OMEN TANGO: Vie sas. sisyeinie aueyesetans .047 .045 .043 -041 .176 
SUB Brertterctteed si totocans Fst aviv sts cei ghunsbet ee $1.00 $ .952 $ .906 $ .864 
OnenTalnts oy jpeaanees atc ore .048 ..045 .043 .136 
2G FT eM hoc poietic kertss ewes $1.000 $ .951 $ .907 
Onotyrs nue ow grease eek eecte sicers.cs oe .048 .045 .093 
SrdeyE'y, 1 eo eer eae ee $1.00 $.952 
Onio--yncinte. O06 Ree eee .048 .048 .45 
4th yr 


£ SRI te so OS.5 Soy Ae $1.000 $4.00 


——$$__—___. 


1P, D. Leake, Good-Will: Its Nature and How to Value Tt;p. 4. 
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share of future super-profits. The present value is less than the sum of the 
future yearly amounts of such annuity. This difference is due to the fact 
that $1 due a year hence is less than $1 due now, because if money is worth 
5%, $1 due now will be worth $1.05 a year hence. Taking interest at 5%, the 
present value of an annuity of $1 for 4 years is $3.55. This value is secured 
by adding together a number of units each representing the present value 
of a future year’s annuity, as shown in preceding table. 

The sum of the present values, $3.55, plus the sum of interest, $0.45, 
amounts to $4, the sum of the four annuity instalments. The present worth 
of each instalment is less than the preceding one, because the time elapsing 
is one year longer in each case, thus allowing more compound interest to be 
earned. : 

The vendor of good-will receives its present worth plus the power to earn 
interest on the money thus received. This is shown in the following table, 
assuming that the good-will paid for is the present worth of an annuity of 
$1 for four years. 


1st Yr. 2nd Yr. 3rd Yr. 4th Yr. Total. 


— ee 


Present value paid to vendor............... $0.952 $0.907 $0.863 $0.823 $3.55 
Interest at 5% which vendor can earn on 

amount of each unit between present date 

and date when each $1 he sells is receivable. 0.048 0.093: 0.136 O70) 0.45 


$1.00 $1.00 $1.00 $1.00 $4.00 


NATURE OF GOOD-WILL.— Value of good-will is the present value of an 
annuity equal to an annual share of future super-profits. In fixing a selling 
price the vendor cannot expect to obtain the present worth of total future 
super-profits, because he must leave enough to induce another to purchase 
them. Probably one-half is as much as he should expect to secure. More- 
over, he should receive, not the full amount of his share, but only its present 
value. 

Good-will is temporary in character because of the temporary character 
of super-profits. Super-profits are temporary because of the effects of com- 
petition, which ultimately reduces earnings to a rate of profit equal to the 
normal rate of interest on invested capital, with due regard to the character 
of the risk. Super-profits, upon which good-will is based, should be regarded, 
not as a perpetuity, but as an annuity extending for a limited although 
unknown term of years. 

WHAT GOOD-WILL COMPRISES.—Good-will includes a wider range 
of elements than was formerly assigned to it. Chief among these additional 
elements are: 

1. Right to carry .on manufacture, trade, and commerce; to enjoy 
benefits of current contracts including leases; and to use of trade- 
marks and trade-names. 

2. Monopoly rights. 

3. Copyrights. 

4. Patents. 

With the exception of the right to exercise monopoly, all of these values 
originate in personal skill and ability. 
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Good-will arises not only out of past work of business managers, but also 
out of past work of men engaged in pursuits in no way related to management. 
Past work of an inventor gives rise to good-will in the form of patent rights. 
Past work of an author gives rise to good-will in the form of copyrights. 


Valuation of Good-Will 


GENERAL REMARKS.—Valuation of good-will involves determination of 
the present value of an enterprise’s excess earning power. Elements are 
sometimes included in good-will which are not related to it in any way; also 
there is sometimes a failure to recognize good-will where it exists. This is 
due to the tendency to regard good-will as the capitalization of excess earnings. 
This tendency has increased in the face of the court definitions to the effect 
that good-will is to be identified with location, reputation, commercial stand- 
ing, and so on. It is not possible to reconcile the definitions with the method 
commonly accepted by the court, which measures the value of good-will by 
some multiple of the excess of average annual profits for a period of past 
years in excess of interest on invested capital plus cost of management. The 
factors usually mentioned in the definitions do, however, usually tend to 
create the excess earning power which in practice is made the basis of its 
valuation. 


WHERE VALUATIONS REQUIRED.—Good-will valuations may be 
required under the following circumstances: 


1. Upon the purchase of an enterprise by another concern or when a 
merger takes place. 

2. Upon the incorporation of an enterprise. 

3. Upon the admission of a partner to a partnership. 

4. Upon the dissolution of a partnership, resulting from the death of a 
partner, the voluntary retirement of a partner, or the bankruptcy 
of a partner. 

5. As a matter of routine policy. 

6. Upon the purchase of a professional practice. 


EXCESS EARNING VALUATION BASIS.—Since it has become the almost 
universal rule to value good-will on basis of earning in excess of interest on 
investment and a fair allowance for managerial services, the four following 
factors must be considered: 


1. Value of net assets of business as a going concern. 

2. Earning power of business. 

3. The rate of interest to allow as a return on net investments. 
4. The number of years’ purchase of profits to take. 


1, 2. To determine net investment it is necessary to arrive at a mutual 
agreement or else secure an expert appraisal of the fixed assets and a valuation 
by accountants of current and working assets. It may be necessary to make 
certain adjustments in the balance sheet items. Thus, if leases have not been 
carried at any figure, they should be given a figure and brought into the 
balance sheet. A revaluation of timber lands or of mineral rights may be 
desirable if these have increased from a low valuation to one based on surveys 
and estimates by engineers. Various changes may be necessary to allow for 
amortization or depreciation. Present, not past, conditions with respect to 
depletion, depreciation, and amortization must be considered, because it is 
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under these conditions that the future income of the business will be con- 
sidered. If extraneous items are found among the assets they should be 
earfully considered. If a reserve fund exists which produces an income lower 
than normal rate of profit, this should be excluded in considering both princi- 
pal and income. But if investments yield a return equivalent to ordinary 
commercal return upon capital, it is not necessary to eliminate them. Cau- 
tion should be exercised in eliminating assets which represent a dead expense 
because ownership of them frequently contributes indirectly to the profits 
of a business. 

In manufacturing it is sometimes advisable to construct facilities of sufficient 
capacity to meet growth in demand which'will extend over a period of 5 years 
or more. Before doing this a reasonable estimate of increased volume of 
business must be secured. In valuing good-will, cost of maintenance, over- 
head, and insurance of temporarily unused facilities should not be charged 
against profits, nor should interest on excess capital invested be deducted in 
arriving at excess profits upon which valuation of good-will is based. Instead, 
valuation should be made upon basis of facilities employed. 

3. Proper rate of return on investment is normal rate at which capital 
can be secured for the enterprise in question at date of good-will valuation. 
This varies with nature of business, kind of assets involved, and ratio of 
earnings to assets. There are certain limits within which capital can be 
raised by sale of bonds. Likewise there are certain limits within which 
preferred stock can be sold. These limits vary at different times, being 
affected by the conditions of the money and the investment market. If 
capital can be secured for industrial purposes by issuing 7% preferred stock to 
amount of the tangible assets, provided the dividend has been earned on an 
average of at least 4 times over a series of years, 7% is the rate to charge on 
tangible assets in valuing good-will. Again, if a 5% bond could be sold 
equal in amount to 40% of tangible assets, a 6% preferred stock for another 
40% of tangible assets, and if common stock paying 10% were issued for the 
balance of tangible assets and good-will, then the average rate of 64% would 
be a proper rate to use, provided certain ratios of earnings to interest charges 
and good-will could be shown. 

For valuing good-will the legal rate should not be regarded as the normal 
rate, although in a number of New York decisions 6% was adopted. 

The Treasury Department has advocated a rate of 10%. In stable busi- 
ness this is reduced to 8% or 9%. 

4. The number of years’ purchase of profits to take is the least settled 
point in good-will valuation. Its determination is partly a matter of judg- 
ment. The transferability of the good-will must be considered. Some kinds 
of good-will are personal, attaching to the individuals who create them. 
Others are readily transferrable to a vendee. Again, some good-will is 
institutional, as distinguished from that attaching to a single product. Good- 
will attaching to the name of Heinz is institutional because it helps the sale 
of any product coming under that name. Good-will attached to the name of 
a particular product, as Danderine or Cascarets is not institutional and has 
a more limited application. Institutional good-will should be valued at a 
greater number of years’ purchase than good-will which rests upon a single 
brand of goods. 

If good-will is nation-wide or world-wide it should be valued upon a greater 
number of years’ purchase than if it is of only local extent. Good-will of a 
chain store should be valued on the basis of a higher multiple of average 
profits than should good-will of one large store with a more limited market. 
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Tending to create a higher purchase of good-will are: wide distribution in 
proportion to volume of product; wide variety of products sold under an 
institutional name; staple products in general demand by buying public; 
increasing volume of business. The last factor may be considered in applying 
the usual formula, or it may be considered as an independent factor. Possi- _ 
bility of adverse legislation may be a factor. 

In fixing an allowance for managerial services, give consideration to char- 
acter of business, i.e., whether staple or otherwise; to kind of training required 
of manager; and to usual standard of compensation for services established 
in similar lines of business. 

It is sometimes necessary to make certain variations from the results 
shown in profit and loss accounts when determining net profits, with a view 
to ascertaining a certain number of years’ purchase price. 

At formation of the International Harvester Co. the good-will of the 
merging concerns was fixed by adding to the sum of profits of the two pre- 
ceding years an additional 10% thereof. This method is fairly common 
among manufacturers. But in ascertaining net profits certain classes of income 
and expenditure were not included, among these being interest on accounts 
and bills receivable, on certain accounts payable, and also cost of collecting 
receivables. Depreciation was not deducted in determining value of good- 
will. Consequently, profits figure employed in placing a valuation on good- 
will was larger than that shown in Profit and Loss account. 

The courts generally have not approved valuations based on more than 
5 years’ purchase, although in New York the Appellate Court in Von Au v. 
Magenheimer,? permitted a multiple of 6 years’ purchase; while in valuing 
the good-will of Tiffany & Co. a multiple of 10 was approved. This is the 
maximum multiple permitted by the court. The court recognized, however, 
that in most American cases a period ranging from 2 tc 6 years is adopted, 
the number being dependent upon the nature of business, length of time it has 
been established at a given place, and extent to which it is known to the public. 
The tendency to go beyond the 5-year rule is justified by the increasing 
stability of forms of industrial organization and to improvement made in 
training executives. The accompanying chart reproduced from System, 
Jan., 1912, shows multiples employed in estimating good-will of various 
enterprises. 

It is not desirable to employ as high a multiple against excess earning power 
when excess earnings are large, as when comparatively small; and it may 
be desirable to use different rates for different parts of such excess earnings. 
Suppose Company A has earnings of $10,000 in excess of a normal return 
of 7% on its net worth. If it is desirable to multiply such excess of $10,000 
by 5 to determine value of good-will, or, as te¢hnically known, 5 years’ 
purchase price of excess profits, then were average earnings $20,000 instead 
of $10,000 it would not be desirable to multiply. the total $20,000 by 5, but 
to multiply first $10,000 by 5 and remaining $10,000 by, say. 3, thus securing 
a figure of $80,000, instead of $100,000, for good-will. Each additional 
block of excess earnings should be taken at a still lower rate. In general 
terms, the greater the surplus earnings as related to normal profits, the 
lower should be the rate by which they should be multiplied. 


VALUATION ILLUSTRATED—SALE OF PARTNER’S INTEREST.— 
The following illustration of valuation of good-will in case of sale of one part- 


2126 App. Div. 257. 
3 Matter of Moore, Misc. 238; 167 Supp. 213.” 
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COMPETITION PENDING ORDERS 
PATENT RIGHTS FRANCHISES 
ESTABLISHED ANNUAL | 
LOCATION EARNINGS 
Some of the factors that enter into a computation of the ‘‘good-will’”’ of a business. 


For obvious reasons these factors vary greatly in importance, dependent upon the peculiar 
conditions that affect the business that enters into the transaction. 


MULTIPLES BY WHICH GOOD-WILL HAS BEEN ESTIMATED BASED ON EARNINGS 


Surplus Profits for 
One Year 


leis EO 


For Professional 
Practi 


for Manufacturing 
Business 


For Wholesale or R 
fall Trading Business 


for Quas: Monopo! 
or Similar tie 


For Established 
Monopolies 


The first rule in computing ‘‘good-will’’ is to determine the net earnings of a business, 
from which sum is deducted the interest on capital actually employed and the value of 
the owner’s services. The result, multiplied ordinarily by two but sometimes by many 
times that amount, has been accepted as the value of the ‘‘ good-will.” 

Nore.—The above charts are reproduced by permission from System for January, 1912. 
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ner’s interest in professional practice to another partner shows application 
of principles involved. ; 

Assume that after allowing for interest on capital at the rate of 6%, but 
before allowing any sum for partners’ services, average annual profits are 
$20,000. There are two equal partners, one of whom is to retire and will sell 
his share to the other partner. It is agreed to deduct $3,000 each per annum 
for personal services of partners. This leaves $20,000 — $6,000, or $14,000 
as super-profits. One-half of this, or $7,000, belongs to the outgoing partner. 
He cannot expect, however, to receive $7,000 for it, otherwise there would 
be no inducement for the other partner to buy it. Probably he will be 
satisfied with } of it, or $3,500. It is now necessary to secure present worth 
ofthis super-profit. This depends upon the number of years the super- 
profit may reasonably be expected to continue as the result of past work 
and of the influence of the retiring partner. Suppose 10 years is agreed upon. 
‘The present value of an annuity of $1 for 10 years is $8.1109; therefore, present 
value of an annuity of $3,500 for 10 years is 3,500 X 8.1109 = $28,388.15, 
which, according to assumptions made, is price retiring partner should receive 
for his share of good-will. This is not quite three times former annual profits 
of the retiring partner. 


VALUATION ILLUSTRATED—SALE OF FIRM’S BUSINESS.—The 
following illustrates method of using the year’s purchase plan of valuing 
good-will in case of purchase of business and good-will of a firm by a corpo- 
ration. . 

Company Y agrees to purchase business and good-will of X firm, the 
good-will to be determined on the basis of 4 years’ purchase of average 
profits for past 10 years in excess of a normal rate of 7% on net worth of firm. 
Net worth of the firm is $200,000, and average annual profits for 10-year 
period are $27,000. From $27,000 deduct 7% of $200,000, or $14,000, 
leaving average excess of profits above normal at $13,000. This multiplied 
by 4 gives 4 years’ purchase, or $52,0@0, as value of good-will. 


FEDERAL VALUATION OF GOOD-WILL.—The problem of good-will 
valuation arises in connection with federal taxation of income. Treasury 
regulations not inconsistent with the laws have the force of laws. Its various 
informal rulings, however, are usually regarded as being merely statements of 
temporary positions. The Committee on Appeals and Review says 4 


At the outset, the Committee desires it to be understood that in using the term “ good 
will” it intends the term to be given not merely the narrow and technical meaning which 
has been attached to it in numerous court decisions, but to include as well the intangible 


value which always attaches to a more than usually profitable enterprise by reason of its 
proven earning capacity. 


The Treasury throws the burden of proof of fair market value of good-will 
as at Mar. 1, 1913, on the taxpayer. 


Three methods of checking soundness of taxpayers’ methods of valuing 


good-will have been provided by the Committee on Appeals and Review, as 
follows: 


The Committee has considered the question of providing some practical formula for 
determining value as of March Ist, 1913, or of any other date which might be considered 
as applying to intangible assets, but finds itself unable to lay down any specific rule which 
would be applicable in all cases and under all circumstances. Where there is no estab- 
lished market to serve as a guide the question of value, even of tangible assets, is one 
largely of judgment and opinion, and the same thing is even more true of intangible assets 


4 Cumulative bulletin No. 3, July—Dec. 1920, p. 47 (A. R. R. 252). 
( 5A. R. M. 34, Cumulative Bulletin No. 2, p. 31. 


Sec. 12] VALUATION OF GOOD-WILL 578 


such as good will, trade-marks, trade brands, etc. However, there are several methods 
of reaching a conclusion as to the value of intangibles which the Committee suggests 
may be utilized broadly in passing upon questions of valuation, not to be regarded as 
controlling, howeve , if better evidence is presented in any specific case. 

Where deduction 1s claimed for obsolescence or loss of good will or trade-marks, the 
burden of proof is primarily upon the taxpayer to show the value of such good will or 
trade-marks on March 1, 1913. Of course, if good will or trade marks have been acquired 
for cash or other valuable considerations subsequent to March Ist, 1913, the measure 
of loss will be determined by the amount of cash or value of other considerations paid 
therefor, and no deduction will be allowed for the value of good will or trade-marks 
built up by the taxpayer since March 1, 1913. The following suggestions are made, there- 
fore, merely as suggestions for checks upon the soundness and validity of the taxpayers” 
claim. No obsolescence or loss with respect to good will should be allowed except in 
ease of actual disposition of the asset or abandonment of the business. 

In the first place, it is recognized that in numerous instances it has been the practice 
of distillers and wholesale liquor dealers to put out under well known and popular brands 
only so much goods as could be marketed without affecting the established market price 
therefor and to sell other goods of the same identical manufacture, age, and character 
under other brands, or under no brand at all, at figures very much below those which 
the well known brands commanded. In such cases the difference between the price at 
which whisky was sold under a given brand name and also under another brand name, 
or under no brand, multiplied by the number of units sold during a given year gives an 
accurate determination of the amount of profit attributable to that brand during that 
year, and where this practice is continued for a long enough period to show that this 
amount was fairly constant and regular and might be expected to yield annually that 
average profit, by capitalizing this earning at the rate, say, of 20 per cent, the value of 
the brand is fairly well established. 

Another method is to compare the volume of business done under the trade-mark or 
brand under consideration and profits made, or by the business whose good will is under 
consideration, with the similar volume of business and profit made in other cases where 
good will or trade-marks have been actually sold for cash, recognizing as the value of the 
first the same proportion of the selling price of the second, as the profits of the first attribu- 
table to brands or good will, is of the similar profits of the second. 

The third method, and possibly the one which will most frequently have to be applied 
as a check in the absence of data necessary for the application of the preceding ones, is 
to allow out of average earnings over a period of years prior to March 1, 1913, preferably 
not less than five years, a return of 10 per cent upon the average tangible assets for the 
period. The surplus earnings will then be the average amount available for return upon 
the value of the intangible assets, and it is the opinion of the Committee that this return 
should be capitalized upon the basis of not more than five years’ purchase—that is to 
say, five times the amount available as return from intangibles should be the value of 
the intangibles. 

In view of the hazards of the business, the changes in popular tastes, and the difficulties 
in preventing imitation or counterfeiting of popular brands affecting the sales of the gen- 
uine goods, the Committee is of the opinion that the figure giving twenty per cent return 
on intangibles is not unreasonable, and it recommends that no higher: figure than that 
be attached in any case to intangibles without a very clear and adequate showing that 
the value of the intangibles was in fact greater than would be reached by applying this 
formula. 

The foregoing is intended to apply particularly to businesses put out of existence by the 
prohibition law, but will be equally applicable so far as the third formula is concerned, 
to other businesses of a more or less hazardous nature, In the case, however, of valu- 
ation of good will of a business which consists of the manufacture or sale of standard 
articles of every-day necessity not subject to violent fluctuations and where the hazard 
is not so great, the Committee is of the opinion that the figure for determination of the 
return on tangible assets might be reduced from 10 to 8 or 9 per cent, and that the per- 
centage for capitalization of the return upon intangibles might be reduced from 20 to 15 
per cent. : 

In any or all of the cases the effort should be to determine what net earnings a pur- 
chaser of a business on March 1, 1913, might reasonably have expected to receive from 
it, and therefore a representative period should be used for averaging actual earnings, 
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eliminating any year in which there were extraordinary factors affecting earnings either 
way. Also, in the case of the sale of good will of a going business the percentage rate of 
capitalization of earnings applicable to good will shown by the amount actually paid for 
the business should be used as a check against the determination of good will value as 
of March 1, 1913, and if the good will is sold upon the basis of capitalization of earnings 
less than the figures above indicated as the ones ordinarily to be adopted, the same per- 
centage should be used in figuring value as of March 1, 1913. 


To the above ruling there have been published other amendatory rulings 
among the most important of which are: 


In determining the value of a corporation’s assets, including good will, as of March Ist, 
1913, contemporary sales of stock are held to be of greater weight than values based on 
appraisal.6 

The Committee is in receipt of a request for advice as to whether under A. R. M. 34 
the 10 per cent upon tangible assets is to be applied only to the net tangible assets or to 
all tangible assets on the books of the corporation, regardless of any outstanding obliga- 
tions. 

The Committee, in the memorandum in question undertook to lay down a rule for 
guidance in the absence of better evidence in determining the value as of March 1, 1913, 
of good will, and held that in determining such value, income over an average period in 
excess of an amount sufficient to return ten per cent upon tangible assets should be capi- 
talized at twenty per cent. Manifestly, since the effort is to determine the value of the 
good will and therefore the true net worth of the taxpayer as of March 1, 1913, the ten 
per cent should be applied only to the tangible assets entering into net worth, including 
accounts and bills receivable in excess of accounts and bills payable. 

In other words, the purpose and intent are to provide for a return to the taxpayer of 
ten per cent upon so much of his investment as is represented by tangible assets and to 
capitalize the excess of earnings over the amount necessary to provide such return, at 
twenty per cent. 

In applying the third method outlined in A. R. M. 34 (C. B. 2, p. 31) of determining 
value as of March Ist, 1913, of intangible assets, individuals or partnerships in deter- 
mining net earnings should deduct a reasonable amount on account of the salaries of 
owners actively engaged in the business.’ 

In determining the value of good will as of March 1, 1913, in accordance with the third 
method outlined in A. R. M. 34 (C. B. 2, p. 31), and as a factor in the ascertainment of 
the value of a share of stock as of that date, a corporation which had not been in existence 
for a period of five years prior to that date was permitted to take the average earnings 
of the business for five years, thus including a part of the period of the partnership organ- 
ization that preceded incorporation.9 


The Committee in A. R. R. 252, Cumulative Bulletin 3 (p. 47), gives a 
definite example of a method to be employed when good-will is to be valued 
in a given case in which it was necessary to value good-will as one of the ele- 
ments making up the value of closely held stock: 


The Committee has had under consideration the appeal of A from the action of the 

Income Tax unit in determining the value of certain shares of stock in the M. Company 
owned by him March 1, 1913, and sold in 1916. 
‘ The difference between the market value of property owned on March 1, 1913 (with, 
in some cases, proper adjustments for depreciation, etc.), and its selling price determines 
the profit or loss, as the case may be. In any ease, thérefore, of the sale subsequent to 
March 1, 1913, of assets owned on that date, it is necessary to determine the market 
value of those assets on that date. 

The Committee is of the opinion that the market value of shares of stock was what 
they would bring, and that the best evidence of what they would bring is what such shares 
did in fact bring them when offered for sale about that time in a free and open market. 
However, in the present instance, it is understood that there were no sales, and it is neces- 


_ ®Cumulative Bulletin No. 1, p. 73. This ruling was published before A. R. M. 34 but 
is still held sound. 

7A. R. M. 68, Cumulative Bulletin No. 3, p. 43. 

5 Cumulative Bulletin No. 4, p. 43, O. D. 937. 

* Cumulative Bulletin No. 5, p. 54, O. D. 1146. 
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sary to apply other tests, the market value in such case being deemed to be what a will- 
ve tee might reasonably have been expected to pay or a willing seller to accept for 
the stock. 

E . A prudent investor contemplating an investment, usually takes into con- 
sideration primarily two factors: First, the safety of his capital, and second, the return 
on it which he may reasonably expect. It is axiomatic that the greater the risk the less 
the price, and consequently he would be satisfied with a lower return upon an invest- 
ment which is amply secured by tangible salable assets behind it than he would be from 
an investment made chiefly because of anticipated profits. 

Applying the above principles to the case under consideration, we find that in 1916, 
all of the stock of the corporation in question was sold for the sum of 1,200x dollars. At 
the time of the sale, the value of the tangible assets of the corporation as shown by the 
books was 610x dollars. There was paid therefore, for the intangible asset referred to above 
as good will the sum of 590x dollars. Accepting the figures submitted by the taxpayer 
and the computations based thereon as correct, it appears that the average tangible assets. 
for the period of three and one-third years prior to the sale was 586x dollars, and that the 
average annual net income for the same period was 112x dollars. In A. R. M. 34, approved 
by the Commissioner, the rule has been laid down that in a hazardous business the investor 
should have at least 10 per cent upon his tangible assets, and that in a stable line a less 
return would be satisfactory. It could hardly be contended that in 1913 to 1916, the 
business of manufacturing automobiles, where the company was putting out a car of 
recognized merit, with a wide demand, was particularly hazardous, and the Committee 
is therefore of the opinion that 8 per cent on the average tangible assets would be a fair 
return. This would absorb 46x dollars of the average yearly earnings of 112x dollars, 
leaving 66x dollars as the return upon the intangible assets. 

Since it is shown above that the intangibles brought 590x dollars, it is apparant that 
they were sold on the basis of a prospective return judged by previous experience of a 
fraction over 11 per cent. Since the intangibles were actually sold in 1916 on this basis, 
the committee is of the opinion that it is only fair to apply the same percentage in ascer- 
taining the value of the same intangibles three years previously. The average earnings 
of the corporation, covering approximately the five-year period immediately previous to 
March 1, 1913, were 30x dollars. During the same period the average tangible assets 
employed were 258x dollars. An 8 per cent return on the average tangible assets of 
258x dollars required 20x dollars of this ammount, leaving 10x dollars as the earnings attribu- 
table to good will at that time, which capitalized upon the same basis of 11.13 per cent, 

_gives a value of 92x dollars as the value of the good will on March 1, 1913. 


GENERAL METHOD OF TREASURY.—Allowing for extreme situations 
and the great flexibility of the income tax law, the general method of valuing 
good-will used by the Treasury is to allow a return of 10% (more or less 
according to the risk involved in the business) out of average earnings for 
the 5-year period preceding date as of which value of good-will is to be 
ascertained. The 10% is reckoned on average tangible assets for the 5-year 
period. Any surplus earnings over the 10% represents return on intangible 
assets. This is capitalized on basis of 5 years’ (more or less according to the 
risk involved in the business) purchase. 


SPECIAL POINTS IN GOOD-WILL VALUATION.—The following 
is adapted from a discussion by N. J. Lenhart. It covers many points in 
good-will valuation with special reference to federal taxation: 


Good-will is an intangible and fluctuating asset representing value of a business over: 
and above money, other tangibles and accumulated profits invested in it. 

In actual sales and purchases the value has been computed in a variety of ways, as? 
(1) Aggregate of entire earnings of a specified period; (2) a certain number (of years” 
purchase) times average earnings in excess of a determined rate on average tangible invest- 
ment for several years; and (3) capitalization of an average of several years’ earnings at. 
a specified rate, deducting therefrom the value of tangible assets. Ina number of cases 
the amount paid for good-will represents only the difference between book value and sales 
price, which price is the result of a compromise between bid and asked prices with little or 
no regard to any of the above-mentioned methods of computation, 


1576 GOOD-WILL [Sec. 12 


Good-will has value as a rule only when a business has earned and it is expected wil! 
‘continue to earn a rate on invested value of tangible assets in excess of a certain basic 
rate of return. The exception to the rule would be, for example, when a large amount of 
advertising has been done but sufficient time has not elapsed to show its value. Excess of 
earnings arises from a number of factors, as patents, reputation for integrity, trade names, 
publicity from past advertising, location, and a partial or complete monopoly. 

In general, investors in bonds, preferred stocks or common stock place considerable 
importance on past earnings, reputation and good-will factors (although perhaps not to 
the same degree), because no investor is willing to invest in a business which he does not 
believe is reasonably assured of continued success. 

The rate of return (earnings to investment) that will attract investments in common 
stock in any particular industry cannot be reduced to a definite figure. The factors 

_ affecting the yield expected are: 


1. A seasoned stock with a long-continued earning and dividend record sells at a 
lower yield than an unseasoned stock. 

2. A business with stable earnings sells at a lower yield than a business in the same 
industry with unstable earnings. 

3. A steady growth in earnings always attracts investors at a lower yield than an 
unsteady growth or no growth. 

4. The liberality of the dividend distribution, marketability, and sectional money 
rates have considerable effect on yield expected. 


There is no general rate of return necessary to attract investors in any particular industry. 

If any particular business is in question and a rate of return which will attract an in- 
vestor is agreed upon, the question arises as to whether the investor desires the agreed 
return upon his whole investment or whether he desires the agreed rate on investment 
in tangible assets and a higher rate on investment in good-will. 

One method of computation often used is to decide on rate of earnings necessary to 
attract investors, which may be 9%, for example, and then to take, say, five times excess of 
earnings over 9% on the investment during a specified period. Under this method re- 
sulting rate of earnings on new investment figure is always larger than the rate represented 
by 9%, provided, as is nearly always the case, the number of years used is less than 100 
divided by rate used. It might be concluded that the invester requires a higher rate of 
return on amount invested in good-will than on balance of his inyesenent. 

This is not generally the case because: 

1. In many instances businesses are purchased in which peat anll is the bulk of the 
asset bought. This is particularly true when good-will consists largely of patents, or in ° 
case of retail stores where location is particularly favorable. 

2. The purchaser expects to continue the business and further develop the good-will. 
The elements of good-will, such as location, patents, and trade-names, are no more likely 
to depreciate than are physical assets through misuse, obsolescence, and poor management. 

The Treasury Department has consistently refused to allow depreciation on good-will 
purchased, assuming good-will to be of a more permanent nature than physical assets. 

It is consequently reasonable to assume that a rate of return which will attract investors 
is a rate on their entire investment, including good-will. 

In view of the foregoing discussion there are two methods of computing good-will as 
at Mar. 1, 1913, which seem desirable in two situations, namely: (1) When the business 
is sold and a price paid for the good-will, and (2) when there has been no sale and the 
value at which good-will is paid in for stock is to be determined, or when the good-will 
of liquor interests has been lost through enactments by Congress. 

The procedure to be used in the first instance is best shown by an illustration of an 
actual case. The facts are: 


Income in 1910,.......... $ 150,000.00 Investment for 1910...... $ 750,000.00 
Income in 1921.......... 160,000.00 Investment for 1911,..... 800,000.00 
TIncomein, 1912. seis 170,000.00 Investment for 1912...... 850,000.00 
Total Sie .cteeacsisetreres $ 480,000.00 $2, 400,000.00 
Averages oi 0eiileconien $ 160,000.00 $ 300,000.00 


Per cent of return 20% 
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Income in gL by eae a Se $ 425,000.00 Investment for 1917...... $2,000,000 .00 
Prcome am 1918 «6.02 een os 375,000.00 Investment for 1918...... 2,400,000.00 
Income im+1919......5....; 322 ,000,00 ’ Investment for 1919...... 2,800 ,000.00 
DOUal Te aitacyaks Harstas a axe $1,122,000.00 $7 , 200,000.00 
AV OLAS songs tisicit/s oie $ 374,000.00 $2 ,400,000.00 


Per cent of return 15.5% 


The amount actually paid for good-will early in 1920 was $1,000,000, which, added to 
the average investment, $2,400,000, gives a new average of $3,400,000. Earnings for 1917, 
1918, and 1919 were 11% on the $3,400,000. It is evident that the investor expects to 
get not more than 11% without further development of the business. 

Earnings decreased during 1917, 1918, and 1919, but increased in pre-war years. Con- 
ditions were stable in 1910, 1911, 1912, whereas 1917, 1918, and 1919 were wartime years 
and a period of depression could be expected. Since, when conditions are stable and 
earnings show a steady increase, the risk is considered less and the expected yield is lower 
than when the reverse is true, it follows that in 1913 an investor or the same investor would 
undoubtedly have been satisfied with considerably less than 11% and certainly not more 
than 10%. On the basis of $160,000 average earnings in pre-war years and an expected 
return of 10%, the business was worth at least $1,600,000 at Mar. 1, 1913, and good-will 
was then worth $800,000. Due to nature of the business, patents, location, reputation, 
etc., earnings could be expected to continue for a minimum of 7 years and probably longer 
without additional development. Seven times average earnings over 10% in pre-war 
years shows a good-will of $560,000, which is obviously low (this is demonstrated in the 
actual case just cited), and this method admits of more argument than the one used in 
the illustration. If there are factors which make the pre-war period entirely different 
from the years preceding date of sale, this method based on actual sales price as illustrated 
above may be open to criticism, but as a rule it seems to be the fairest and least open to 
attack if there has been an actual sale of good-will. 

If there has been no sale of good-will a more or less arbitrary method must be adopted. 
Any method used is open to discussion, It is of highest importance to get as many com- 
paratively definite factors as possible. 

In pre-war years the great majority of industries earned less than 10% upon invested 
capital. It follows that in most industries the rate which could be expected by investors 
willing to pay an amount equal to or greater than invested value of tangible assets was less 
than 10%. Variations in rates expected by an investor between industries as a whole 
depend upon risk involved. This risk varies directly with number of years the profits 
of the industry can be expected to continue according to character of the business. 

The preferred stock rate expected in an industry varies much less between the various 
businesses in the industry than does the common stock rate. The preferred stock rate is, 
therefore, much easier to obtain and less open to question. 

If expected rate of return on investment in a business were known, it would be easy to 
capitalize average earnings at that rate and call the difference between book value of net 
tangible assets and the figure so found good-will. But this rate is unknown and could 
not be satisfactorily agreed upon. However, since expected rate varies directly with risk, 
the rate would seem to be about the rate of average earnings to an investment figure made 
up of book value plus a number of years times average excess of earnings over the preferred 
stock rate. The number of years is determined according to the risk. 

This method is used as follows: 


Income ic) 1910. o.9..s;e.q.06 2614) $150,000.00 Investment for 1910...... $ 750,000.00 
Pncome IOV. wisn sre ce ane 160,000.00 Investment for 1911...... 800,000.00 
ANCOME A LOL pete custo ieee 170,000.00 Investment for 1912...... 850,000.00 

Notalline: ara a aetate acetate $480,000.00 $2,400,000. 00 


AVOLAL Cid wisvs ied 0/04 ofelNial cles $160,000.00 $ 800,000.00 
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Preferred stock rate was about 6% during 1912: 


6% on average investment... 2.2.66... eee eee eee ees $ 48,000.00 
Average earnings........-...-+-+-+-+- SRR REE Roarceh ores aye cara Neretoenate 160,000.00 
Wax cesar OVeL Ope a carcie ie iaieie sere) = arevaie) peloton sreetetehe lots net giay elon sinh Ver at ote er estene ts $ 112,000.00 
Seven times excess over 6%.....-- 22 cece cree cnc n enn sree er srt ee nes $ 784,000.00 


The good-will, as computed above, amounts to $784,000 as compared with $800,000 
under the method previously discussed. 

The preferred stock rate should be the rate in the industry in the locality of the par- 
ticular business. This rate cam be found with some degree of accuracy, at least with much 
greater accuracy than the rate necessary to attract investors to purchase common stock. 
The rate should be the average over a period of not more than a few years prior to date 
at which good-will is to be computed. 

If a standard line of industry is decided upon and number of years’ purchase to be used 
in that industry is agreed upon, relative degree of risk and number of years to be used in 
some other industry should result in no wide divergence of opinion. Number of years to 
be used in finding average return on investment need not be the same as number of years’ 
purchase used, since cognizance must be taken of any special features present and facts 
which make certain years abnormal. 

A set formula cannot be developed for computing good-will. Each case should be con- 
sidered on its merits. If there has been a sale of good-will, the first-mentioned illustration 
or an adaptation of it gives the most accurate result. 

If there has been no sale, some variation of the second illustration should be used. 

Matter of Flurscheim involves valuation of good-will in a transfer tax 
appraisal. The interest of Herman Flurscheim, equal partner with Franklin 
Simon in Franklin Simon & Co., after death of former in 1914, was appraised 
at $900,000, one-third of which was good-will. In remitting this report for 
revision, the Surrogate said: ‘‘Franklin Simon & Co. was established in the 
year 1903 with a combined capital of $110,000. Three elements must be 
considered in ascertaining good-will, viz., net profits, capital, and the number 
of years’ purchase.’ Also: 

The transfer tax appraiser has applied a multiple of three years to the sum ascertained 
by deducting from the net profits as found by him 6 % interest on the capital and $100,000 
—representing the value of the services of the decedent and the surviving partner, to 
which latter item no objection is made and the amount appears to the court reasonable 
and proper. The sole reason assigned by the accountant and adopted by the transfer tax 
appraiser for not applying a larger multiple is because the firm was in existence at the death 
of the decedent only 1214 years. I do not think that this is a controlling factor. The 
record shows that the sales have increased steadily since the establishment of the copart- 
nership. The sales for the 3 complete fiscal years preceding decedent’s death were respec- 
tively $3,986,859, $5,003,364, and $5,919,925. In the year prior to the death of decedent 
$219,852.82 was the sum spent for advertising. The firm is extremely well and favorably 
known. It has succeeded in establishing a reputation in the community which might not 
be gained by other concerns in business many years longer. Under all the circumstances 
I think a 5 years’ purchase should be applied in fixing the good-will. 

The deceased’s interest in the copartnership was ascertained by computing 
average net annual profits for the 3 complete fiscal years preceding his death. 
From this was deducted 6% on average annual net tangible capital and 
surplus employed for the same period, and a total of $100,000 as the annual 
value of the services of the two partners. The difference multiplied by 5, 
or about $1,200,000, was held to be the amount of good-will. / 


The method of valuing good-will approved by the New York courts is as 
follows: 


10107 Misc. 470. 


Sec. 12] VALUATION OF GOOD-WILL 579 


1. From average net profits for several years preceding deduct 6% 
on average net capital employed for same period. 

2. Allow a reasonable deduction for services of the owners if they 
have not received adequate compensation for services. 

3. Additional allowance should be made for deceased partner’s 
services if they have been of special value to the enterprise. 

4. Multiply the difference by a number of years’ purchase, this usually 
varying from 2 to 6. 

5. The court determines the number of years’ purchase as a question 
of fact. In doing so it considers character of business, time it has 
existed, amount spent on advertising, and its reputation. 


In Massachusetts the courts have not adopted a formula but give con- 
sideration to any factors which seem to bear weight. 


OBSOLESCENCE OF GOOD-WILL.—Obsolescence of good-will occurs 
when sale of a commodity is curtailed or destroyed by adverse legislation. 
Good-will of brewers was made obsolete by the prohibition law. In such 
cases it is necessary to ascertain amount of good-will value destroyed. It is 
customary for liquor dealers to put out under popular brands only as much 
goods as can be readily marketed without affecting established price. Other 
goods of same manufacture are sold under other brands or under no brand 
at figures much below those asked for the well-known brands. The difference 
between the price at which a commodity is sold under a given brand and that 
at which it is sold under no brand name, multiplied by number of units sold 
during a given year, is amount of profit attributable to that brand during 
that year. If this practice is continued long enough to show that results 
are fairly constant and regular and may be expected to yield about the same 
profit each year, value of the brand may be determined by capitalizing this 
earning at, say, 20%. 

The principles of valuation applicable in case of obsolescence of good-will 
are, in general, same as those applicable under other circumstances. Hazards 
of the business under consideration must be considered in determining at 
what rate to capitalize excess earnings. The Treasury in valuing good-will 
of brewers, allows out of average earnings over a period of years prior to 
Mar. 1, 1913, preferably not less than 5 years, a return of 10% upon the 
average tangible assets for the period. Surplus earnings above this represent 
return on intangibles. This the Treasury capitalizes upon basis of not more 
than 5 years’ purchase, i.e., five times the amount available as return from 
intangibles is value of intangibles.1! 

In a specific case the Bureau of Internal Revenue determined the value of 
intangible assets by first making an appraisal of the tangible assets at about 
the time they were sold by owner, Noy., 1919. Five years’ earnings prior 
to time of sale, i.e., for the years 1915-1919, inclusive, were averaged and a 
rate of 8% on value of tangible assets as appraised was taken as a fair return 
thereon. Balance of income above this was divided by difference between 
selling price of business and appraised value of tangible assets. This gave a 
percentage of 11.33, which was the return on good-will. This ratio of 11.33 
was then applied to average earnings for 5 years prior to 1913 to secure 
good-will figure as of Mar. 1, 1913. In arriving at net income for purposes 
of determining value of good-will, income taxes assessed during 1915-1919 
were not deducted from gross income, because the valuation is supposedly 
the same as it would have been had it been made on Mar. 1, 1913. At that 


11 Cumulative Bulletin No. 2, p. 31. 
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time the taxpayer could not have foreseen what taxes would be imposed. 
The period, 1915-1919, was hardly a typical one because rates of income 
were higher than usual during much of that time. 


ROUTINE TREATMENT—WRITING DOWN.—Some authorities claim 
that good-will is subject to depreciation; others claim that it is not. Ordi- 
narily it is better to regard it as not being subject to depreciation. 

There remains the question of desirability of writing it down. The chair- 
man of Messrs. Schweppes, an English concern, stated, in 1922, that the 
good-will of his company had, since 1918, been written down from £1,039,309 
to £820,000, but considered even that figure subject to criticism and added 
that the directors would continue the drastic writing down of this asset out 
of profits. 

Value of good-will depends on profits earned and upon probability of their 
continuance. If a concern writes down good-will, the amount set aside is an 
appropriation of profit or surplus, not a charge against income. When 
profits are sufficient to provide directors with surplus sufficient to write 
down good-will, that in itself is evidence that good-will has not decreased in 
amount; it may, in reality, have increased. On the other hand, if profits 
have decreased, there is not likely to be any surplus which can be used to 
write down good-will. 

In Wilmer v. McNamara (1895), an English case, it was held that a company 
is under no legal obligation to write down its good-will whether or not salable 
value has been reduced. Unless a company has special reasons for doing 
otherwise, it is usually preferable to employ surplus for writing down good-will. 

It makes no essential difference whether a concern carries its surplus profits 
to a surplus reserve account, allowing good-will to stand at cost, or uses it 
to write down good-will. If good-will is permitted to stand at cost on the 
balance sheet while surplus profits are accumulated in a surplus account, 
there remains the temptation of using this surplus to declare dividends, 
which would not be the case were surplus used to write down good-will. 

There exists no legal obligation to write down good-will out of profits 
subsequently earned; consequently such profits may be used to pay dividends. 
But this is not sound procedure from an accounting point of view, and if it 
appears that value of purchased good-will is diminishing, steps should be taken 
to write off a reasonable amount of it. 

Fluctuating character of super-profits makes difficult putting into operation 
of any definite scheme for writing down good-will. This does not mean 
that reasonable means should not be adopted for such writing down. 


ROUTINE TREATMENT—SINKING FUND METHOD.—This consists 
of setting aside equal annual instalments to accumulate, at compound interest, 
in a given time to the amount which has been expended in buying good-will. 
Given a definite period of years over which to write-off good-will, effect is the 
same by the sinking fund method as by writing it off directly. The apparently 
smaller contribution required to the sinking fund is accounted for by the fact 
that the sinking fund grows not merely by the annual instalments but also 
by the accretions of interest. When good-will is written off by direct annual 
charges to Surplus, the cost is the same one year as another. When the 
sinking fund method is followed, the cost increases each year. Thus if the 
sinking fund accumulates at 4% to $100,000 over a period of 20 years, the 
first instalment is $3,358 plus no interest, whereas the’ last instalment is 
$3,358 plus $3,717 interest, a total of $7,075. Itis an error to omit calculation 
of the growing annual interest cost from the records. The chief objection 
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to the sinking fund method is that there is no security that it will ultimately 
be used for the purpose intended. It may thus create a false sense of financial 
security. 


Special Problems 


PURCHASE AND MERGER.—When one concern purchases an interest 
in another, good-will is brought in to represent excess earning power of 
purchased concern. An alternative procedure is suggested in the Accountant 
for June 3, 1922 (p. 784), as follows: 

As good-will represents the capitalized value of the company’s earning powers it might, 
therefore, be preferable for new companies to issue their ordinary shares at a premium 
representing the purchase price of the good-will, thus avoiding the necessity for showing 
any good-will value in the Balance Sheet; then, if profits did not reach the standard ex- 
pected, the good-will would be automatically eliminated by the corresponding fall in the 
market price of the shares. 

When companies buy out small traders who have given personal attention 
to the management of affairs, they frequently pay for good-will more than 
conditions warrant. The small owner earned a profit which recompensed 
him not only for his investment but also for his time and personal exertions. 
Stockholders do not make the same personal exertion and so cannot expect 
to secure the same profits. This circumstance frequently leads to over- 
capitalization of companies through their anticipation of a continuance 
of the profits of the small absorbed enterprises, but whose earning capacity 
under changed conditions does not fulfil expectations. If old owner continues 
with the concern as manager the situation is more favorable, but then earnings 
on capital ordinarily are decreased because of increased investment necessary 
to make it possible to capitalize good-will. 

Ordinarily the amount to be paid for good-will is determined in the agree- 
ment of sale entered into between purchasing company and vendor. If the 
agreement does not specifically mention good-will, it may be inferred that 
it does not exist unless purchase price is in excess of assets taken over. Also, 
such assets may be representative of other intangible assets—as, patents, 
trade-marks, copyrights, etc. Sometimes good-will is regarded as one asset 
in combination with these other items which may be essential to its existence. 

To have a sales value good-will must represent a substantial excess of 
earning power over a fair return on the investment plus a reasonable allowance 
for managerial salaries. Merely because a business is well established does 
not mean that it has good-will for which a buyer can afford to pay a large sum. 
If, under any conditions earnings are not largely in excess of interest on capital 
plus managerial salaries, it is improbable that a new management can increase 
them greatly. Mere sentiment attached to an old but losing business is 
not good-will. Frequently lack of earning power is ascribed to bad manage- 
ment, but this plea is overworked. Profits should be increasing. In case of a 
business which is standing still the danger of retrogression is great. 

RELATION OF COMMON STOCK TO GOOD-WILL.— When good-will 
represents an important item in capitalization of mergers and consolidations, 
it is usual to make it the basis for an issue of common stock. Preferred 
stock is issued to amount of physical assets and from total net earnings is 
deducted the sum required to pay dividends on this preferred stock. Remain- 
der of net earnings is then capitalized to find amount of good-will and there- 
fore amount of common stock to be issued. 

To illustrate, assume case of a concern having net earnings of $4,000,000 
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a year. Its physical property is valued at $21,000,000 and preferred stock 
is issued to that amount. A 6% dividend is to be paid. This amounts to 
$1,260,000, which deducted from net earnings of $4,000,000 leaves $2,740,000 
of yearly profits due to good-will. Now, if common stock dividend rate is 
to be 8%, good-will valuation will be 2,740,000 + .08 = $34,250,000, which, 
for sake of round numbers, might be placed at $35,000,000. At organization 
of the U. S. Steel Corp. preferred stock and bonds ‘were issued to cover 
tangible assets and common stock was issued to represent good-will, its 
amount being such that had profits been maintained it would have received 
a dividend of 73%. So little confidence existed in the ability of the Steel 
Corp. to succeed that at one time a share of its common, par $100, could be 
bought for $8. Yet it later sold for more than 136. On July 11, 1922, it 
was quoted near par. 

Sears, Roebuck & Co. was capitalized on a similar basis. At time of 
organization in 1906 its material assets were valued roundly at $10,000,000. 
The preceding year profits were $2,868,061.31. Preferred stock was issued 
to amount of $10,000,000 and was assigned a 7% cumulative dividend, 
necessitating $700,000 yearly. This left $2,168,061.31 upon which to base 
good-will valuation. Common stock was placed at $30,000,000 and was 
therefore capitalized at between 7% and 8%. 

Recently the requirements of the excess profits tax law to the effect that 
no valuation of intangible assets in excess of 25% of total par value of a 
corporation’s stock shall be recognized, has interfered with this plan of capi- 
talization. When, in 1919, the Endicott-Johnson Co. was organized, the 
good-will was valued, not on basis of producing power, but arbitrarily in 
order to comply with provisions of the tax law. The capital stock amounted 
_ to $29,000,000; $7,000,000 of this was based on good-will. It was stated 
that had good-will been based on earnings or a lump sum valuation, it would 
have been placed at a much higher figure. 


PARTNERSHIP ACCOUNTING.—Good-will is introduced into partner- 
ship accounting for one of the following reasons: 


. Purchase of the good-will of the business. 

. Purchase of some additional business by the partnership. 
Sale of a part of the business of the partnership. 

. Admission of a new partner. 

. Retirement or death of a partner. 


OPWN 


When, because of one of these circumstances, good-will is brought upon 
the books for purposes of adjustment, it is customary either to eliminate 
it from the accounts or to credit or debit it to the partners’ Capital accounts 
according to agreement. 

When good-will is to be eliminated from the accounts, it should, in absence 
of contrary agreement, be carried to the Capital aceounts in profit and loss- 
sharing ratio. Thus, if partners M and N share profits in proportions of 
3 parts to M and 1 part to N and X pays $5,000 for a ith share in future 
profits and brings an additional $10,000 into the business as his invested 
capital, the latter will be brought into the books by means of a charge to 
cash and a credit to X’s Capital account. The $5,000 paia for a 1th share in 
future profits of the business may be handled in different ways. M and N 
are entitled to it in proportions of § to M and} to N, because in the future 
their profits will be less by those amounts, respectively. M is entitled to 
of $5,000, or $3,750; and N is entitled to 1 of $5,000, or $1,250. There are 
various ways of affecting the desired result. M and N may receive their 
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shares directly from X and no entry need be made on the books. If, however, 
it is desired to bring the amount into the business because it is thought that 
this additional capital will be required because of developments, M and N 
may credit their Capital accounts with the proper proportions. 

Another plan is for M and N to place a valuation upon good-will of, say, 
$20,000, enter it among the assets at that amount, and increase their capital 
accounts, respectively, $7,500 and $2,500. X is then allowed to bring in his 
$15,000 as his investment, his Capital account being credited with that 
amount, on condition that the $20,000 good-will be regarded as an asset of the 
business. If in the future this good-will is eliminated, X will be charged 
with + of the total, or $5,000, leaving his Capital account at $10,000, the 
same as where, by the other method, good-will is not brought into the books. 


DISSOLUTION OF PARTNERSHIP.—Provision for handling good-will 
in case of dissolution of a partnership resulting from bankruptcy, death or 
retirement of a partner, should appear in the articles of agreement. It 
should cover two points: (1) method of valuation, and (2) method of settle- 
ment. 

Sometimes a specific provision occurs, that no allowance shall be made for 
good-will. Sometimes a fixed sum is stated as its agreed value for purposes 
of adjustment of partners’ interest. Usually it is better to take good-will 
at an agreed number of years’ purchase of yearly profits, such yearly profits 
to be determined by averaging the profits of 2 or more years immediately 
preceding the one in which dissolution occurs. Usually it is agreed that 
payment of the share of the deceased or retiring partner shall be in instal- 
ments, which are spread over a period of 1, 2, or 3 years, interest being allowed 
an agreed rate on unpaid portion. If a partner retires under an agreement 
that good-will shall remain the property of the partners who continue the 
business, he is subject to same restrictions as is the vendor of a business. 
See ‘‘Status of Vendor and Vendee,”’ p. 589. 


ADMISSION OF PARTNERS.—If a partnership has an established 
business it is usually necessary to consider good-will when a new partner is 
admitted, to give due credit for efforts of old partners in building up the 
business. Unless there is agreement to the contrary, when a new partner 
is admitted his contribution entitles him to share equally with the other 
partners in profits no matter what the amount of his investment may be. 

Suppose A and B are partners and the following balance sheet shows their 
financial status: 


@ashte hse PRO Oe: $ 5,000 PAG @ ata tee crerteconsiors.ce $17,500 
MthervAssetsaeeeinee «here. 30,000 BS OS Divalenrey cee cravenexeusirens 17,500 
$35,000 $35,000 


It is agreed to admit C to the partnership, he to receive }rd interest on 
condition that he invest $20,000. It is necessary either to: ~ 


1. Bring good-will into books according to some agreed plan, or, 
2. Make an adjustment among the Capital accounts without bringing 
in good-will. 
If it is decided to bring in good-will, this is done through following journal 
entry: 
GOOG= Wil eae ee ee icra enale so 0ag eo) 9, sunyets $5,000 


JN vk CEY S91 ls ics prencs Sade sou Oe RCRA ICN CICERO ETO $2,500 
ES Ga italien ee et etek cs ces coe cisnons: a cevah el suele1si oe 2,500 
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This increases Capital accounts of A and B to $20,000, respectively, and when 
C contributes his share, Capital accounts of the three partners will stand at 
same amount. But if decided to make an adjustment among partners’ 
Capital accounts, this may be done as follows: 


Cy Capital fora Mae eS a ee ee AEE ie TE $2,500 
ApCapital tara s. Mess BE oR See the $1,250 
BF.Capitall yen iee eA Rae Be BE VEY 1,250 


The following illustrates some problems arising in partnership adjustments 
for good-will. 

A and B form a partnership, but before they have gone far enough with 
developments to demonstrate their success, © becomes interested. He 
offers to put in capital equal to each of theirs for a ird interest. A and B, 
however, demand a 10% bonus to be divided between the two of them. 
In agreeing to pay this, C is not buying good-will, but is speculating. 

If, now, the firm operates for a long enough time to establish the fact that 
it has a stable earning power well above normal and D desires to become a 
partner, the old partners will require him to pay not only for book value ofa 
ith interest, but also an amount equal to 3th of the capitalized excess earnings, 
by bringing good-will upon books and crediting their Capital accounts with 
their respective shares therein. The total eontribution from D will bring his 
Capital account up to an equality with accounts of A, B, and C. In this 
case D is not speculating but is paying for good-will. Should A, B, and C 
require D to pay more than the amount justified by excess earnings, as shown 
by past experience, because of anticipated increase of profits in future, this 
payment would not be for good-will, but for speculation. If it is desired to 
bring the full amount on books only, the true amount of good-will should be 
charged to Good-Will account, while amount paid in excess thereof should 
be charged to a ‘‘Bonus to Old Partners”’ account, and should be written 
off as soon as practicable. 


PARTNERSHIP INCORPORATED.—When a partnership is to be incor- 
porated and the old partners are to become sole stockholders in new company, 
the necessity of bringing in good-will is not apparent, because each would secure 
his proportionate interest and his due proportion of profits. In such a close 
corporation capitalization is not a matter of importance; in fact it is frequently 
fixed at an amount which is purely arbitrary. When, however, there is a 
likelihood of changing membership, the question of capitalization becomes 
of importance; it may be laid down as a general rule that if stock is sold at. 
any time, an undercapitalization will be found disadvantageous. For this. 


reason, when a firm is incorporated, good-will should be valued as carefully 
as any other asset. 


GOOD-WILL BASED ON TRADE-NAMES.—An essential difference: 
exists between good-will of a concern which sells. a-staple product which is: 
bought and sold under its staple name but without reference to the producer, 
and good-will of a concern which sells an article under a trade-name and which 
is always traded in with a knowledge of the producer or of the brand. The 
former kind of article is usually advertised under its trade-name, and if the 
market is an expanding one, it gives rise to a form of good-will of which the 
Owner cannot be easily deprived. Good-will which is built up on trade- 
names may, however, be suddenly lost if the article becomes unpopular for 
Some reason. The tobacco business affords an illustration of good-will 
built up on trade brands. Most forms of manufactured tobaccos are sold 
under special brand names. Extraordinary profits have resulted from the 
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popularity which some of these brands have acquired. Such popularity must 
be based upon actual valuable qualities possessed by the goods. Brands of 
manufactured tobaccos are in this respect like many so-called proprietary 
articles—patent medicines, perfumes, liquors, toilet preparations, and chewing 
gums. 


RELATION TO INVENTORY TURNOVER.—Inventory turnover is 
measure of rapidity with which working capital is reinvested in stock-in- 
trade. Since any increase in rate of turnover results in a higher rate of 
profit on invested capital, and since good-will is determined by excess of net 
profit over a fair return on investment, it follows that there exists a close 
relationship between good-will and turnover. Creation of good-will through 
advertising and by giving prompt and efficient service is one of the best 
ways of increasing turnover. 


RELATION TO PATENTS.—From an economic point of view, patents, 
especially when found in groups, are closely analogous to good-will. Value 
of patents varies directly with their earning power. Although patents 
possess a definite legal life, this is more or less of a fiction because this life is 
generally extended by making improvements on the original. As a con- 
sequence, in a going business the value of patents becomes a form of good-will 
closely connected with the trade-name. For this reason the Bureau of Inter- 
nal Revenue, while permitting taxpayers to depreciate patents on basis of a 
normal life of 17 years, does not require it, but leaves it optional with the 
taxpayer. 


ACCOUNTING PROCEDURE.—Good-will should appear on the balance 
sheet as a separate item and at cost, unless found advisable to write it down in 
accordance with well-defined policy. Since good-will takes recorded form 
not as it is created, but only as a result of a contract necessitating the deter- 
mination of its value, it is probable that bulk of value existing in form of good- 
will is not recorded. Only in case of sale should it show a profit; it must not 
be arbitrarily written up in order to show a profit. Tendency of actual value 
of good-will to fluctuate constantly is sufficient reason why no changes 
should be made in the account except in case of sale or in case it is thought 
desirable to write it off against surplus. Occasionally good-will is written up, 
surplus increased to correspond, and a stock dividend paid. Good-will is 
not subject to the ordinary influences which cause tangible assets to depre- 
ciate, i.e., it is not affected by wear and tear, obsolescence and inadequacy; 
hence it should not be cared for as these depreciating assets are. Writing 
off good-will may give rise to a secret reserve. 

Ordinarily the figure at which good-will is carried on the balance sheet 
is of little significance to an intending purchaser, because he makes his own 
estimate of it on the basis of past profits. 

Good-will should not be written up and credited to profits, because there 
results a swelling of profits which is not realized and which is subject to 
shrinkage. The increase in value of good-will is the result of profits already 
taken into account, so that addition of the increased value of good-will to 
profits results in doubling actual gains and thus may lead to dividend pay- 
ments not justified by circumstances. 

There are exceptional cases in which it is permissible to write down good- 
will for depreciation or obsolescence. The Bureau of Internal Revenue 
permits a deduction for income tax purposes in case of discontinuance of a 
going business because of exhaustion of source of supply, providing cost of 
good-will or its value as of Mar. 1, 1913, if acquired before that date, can be 
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shown definitely and the period of obsolescence determined with reasonable 
accuracy. To sustain a claim for such a deduction for obsolescence it must 
be shown that good-will will be valueless at the close of a period which can 
be ascertained with reasonable accuracy. The good-will must also be assign- 
able as distinguished from good-will which attaches to individuals or to 
premises. No allowance will be made if the good-will is of value in another 
business. 


BALANCE SHEETS FOR CREDIT PURPOSES.—If a balance sheet is 
to be used for credit purposes, it does not ordinarily matter whether good-will 
is allowed to stand at cost or is written off against surplus. Writing off 
good-will has no effect on the financial standing of a company, because 
bankers and other creditors judge financial strength by comparing tangible 
assets with liabilities. They are interested chiefly in the relation of quick 
assets to quick liabilities. They place no reliance on good-will, because it is 
intangible and vanishes when the concern becomes unprosperous, which is 
exactly when the creditor requires protection. 


SPECULATION vs. GOOD-WILL.—When a business is purchased at 
more than net book value, the excess paid represents either purchase of good- 
will, which is based on established earning capacity, or a speculation in the 
form of a purchase of what is believed to be discounted value of future 
profits. See ‘“Good-Will in Admission of Partners.” 


INSURANCE AND GOOD-WILL.—When the good-will of an enterprise 
is dependent largely upon efforts and personality of one man, a convenient 
method of securing protection against sudden loss of that good-will from 
death is to insure the life of the individual concerned. An insurable interest 
exists here. The president and guiding spirit of a corporation dies. The 
company has insured his life for $50,000, and so does not feel ill effects from 
his death. A dry goods concern is started by three young men. The life of 
each is insured for $12,000. Shortly after beginning operations one partner 
dies. The insurance makes possible a quick settlement and the business is 
continued without interruption. 


APPRECIATION OF GOOD-WILL.—There may be justification for 
reappraising tangible assets; there is none for the writing up of good-will, 
except sale or some other contract involving the determination of its value. 
When a concern arbitrarily writes up good-will, credits Surplus, and pays a 
dividend to stockholders, it- defrauds them. If a stockholder receives such 
a dividend with notice to that effect, he should regard it not as income but 
as a distribution of capital. Under such circumstances it is reasonable to 
assume that true surplus has been exhausted. See ‘‘ Accounting Procedure,” 
p. 585. 


ry 


Going Concern Value 


DEFINITION.—The expression going concern value is employed in place 
of good-will in connection with valuation of public utilities. Justice Moody, 
of the United States Supreme Court, in Knozville Water Co. Case, defines 
going concern value as follows: ‘‘This sum we understand to be an expression 
of the added value of the plant as a whole over the sum of the values of its 


component parts, which is attached to it because it is in active and successful 
operation and earning a return,” 
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Wm. H. Bryan’s definition: ‘‘It is the value such a plant has over and 
above its physical value, due to the fact that it is not a bare and idle system, 
but it is in actual operation, doing business with large numbers of connected 
customers. It is something like the good-will of a business but is even more 
tangible.” 

Various methods have been employed to estimate going concern value. 
Frequently English syndicates, when buying property in the United States, 
have valued this item as the equivalent of the net income of a given number 
of years, or, in other words, as a given number of years’ purchase price. But 
when the utility possesses a monopoly, the majority of court decisions are 
against allowing anything for going concern value. In other cases it is custom- 
ary to allow for a reasonable expenditure of money in getting the business 
of an undertaking established. This item was first officially recognized by 
Justice Brewer in 1894, in the Kansas City Waterworks Case.12 He said: 
“The city steps into possession of a property which not only has the ability 
to earn, but is, in fact, earning. It should pay, therefore, not merely the 
value of a system which might be made to earn, but that of a system which 
does earn.”’ 

One method of determining going concern value is to base it on net earnings. 
But it must be remembered that courts are not inclined to favor property 
valuations arrived at by this method. It was followed by the Wisconsin 
Commission, in Hill v. Antigo Water Co.,13 and in State Journal Printing Co. et 
al. vy. Madison Gas & Electric Co.14 The method followed is illustrated by 
results secured in case of the electric light plant in Madison. Cost of electric 
plant at time of acquisition was first determined as closely as possible. To 
this was added cost of all new extensions, increases in value of land, deprecia- 
tion, and interest and profit calculated on original cost at rate of 8%. From 
the total thus secured net earnings of the year were deducted. The balance 
indicated value of plant at end of year. This amount was then carried for- 
ward and became “earning value”’ as of Jan. 1 of following year. To this 
amount same items as shown above were again added. In this way the value 
was determined for each year and used as starting point in year following. 
The last value determined, in this case for year ended Dec. 31, 1908, was 
taken as earning value of plant. Depreciation, it should be noted, is added 
to value instead of being subtracted from income. By either method the 
result is the same, but the Commission calculated on setting up a depreciation 
account to which a certain sum should be added out of surplus each year. 
Moreover, computing interest and profit at rate of 8% and adding this 
amount and depreciation to general cost, resulted in carrying forward to 
next year any balance of depreciation, interest, and profit which was not 
covered by the year’s net earnings, and which was to be paid during later 
prosperous years in the life of the plant. The computations are shown in the 
following table. 


RELATION OF GOING CONCERN VALUE TO PHYSICAL PLANT.— 
Physical plant is the basis of all value. For this reason it is usually main- 
tained that going concern value does not depend wholly upon earning capacity 
as a thing apart from physical property. Earning capacity depends on rates, 
and rates depend on fair value of physical property. Without substantial 
physical property, earning capacity and going concern value cannot exist. 
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Miscellaneous 


STATUS OF VENDOR AND VENDEE.—The purchaser of good-will of a 
business acquires the right to represent himself as the successor to the business 
in question. Ordinarily, too, he can use the trade-name of the business, but 
not in such a way as to render the vendor liable for debts incurred in such 
trade-name. On the other hand, the vendor cannot continue to trade in his 
own name if he carried on the business in that name and if it can be shown 
that it would deceive the public into believing that he continues to be the 
owner of the business or if it would be impossible to trade without thus deceiv- 
ing the public. Neither can the vendor set up a business under any name 
which might cause the public to infer that he is still conducting his old busi- 
ness. Nor can he circularize his old customers and thus injure the value 
of the good-will which he has sold. The vendor may, however, set up a new 
business. He may trade in the same line of business, and wherever he chooses, 
if there is no special understanding to the contrary. He may do whatever a 
stranger might in the ordinary course of business do, even to the extent of 
interfering with the custom of the vendee; but he cannot avail himself of 
his special knowledge of old customers to regain them, without consideration, 
because he parted with them for value. ‘‘He must not make his approaches 
from the vantage ground of his former position, moving under cover of a 
connection which is no longer his.”’ 

In so far as possible the vendee should protect himself by entering into an 
agreement with the vendor to the effect that, except under prescribed condi- 
tions, vendor shall not compete against the business which he sells. By doing 
this it is possible to lay down the conditions required by the particular busi- 
ness in question and to meet the requirements of the peculiar circumstances 
which affect it. The more restrictive the agreement of sale, the more valuable 
it is to the vendee and the less likelihood there is that the vendor can derive 
any future benefit from it. Such an agreement must not, however, be in 
unreasonable restraint of trade. 

To make the restraint reasonable it must be for a valuable consideration 
and it must be only partial. 

SEIZURE UNDER COMPULSORY POWERS.—When one must vacate 
his premises because the land has been seized under right of eminent domain, 
he should be compensated for loss of good-will resulting from evacuation of 
the premises, as well as for loss resulting from material damages. In such 
cases the good-will is not transferred but remains the property of the trader. 
The good-will may not be greatly affected, as where orders are received from 
a wide area, and especially if convenient quarters can be secured nearby. 
But if the business is retail and strictly local in character, the necessity of 
removal to distant quarters may mean the destruction of a great part of the 


good-will, 
ACTUAL GOOD-WILL VALUATIONS.—The figures at which large 
American corporations have placed their good-will in recent years are shown 


below: 


Pe Hie GOO GTICHN© On ra a atuer gemain ca ia, atl aecbalie fats (cus earn cea *$57, 798,000.00 
intoricans oO bacCOu@ Ott iaeae crt fen iea tecss ss) eee ares 54,099,430.00 
P. Lorillard Co. (trade-marks, brands, etc.)............... Past so 7s (N10) 
Liggett & Myers Tobacco Co. (trade-marks, brands, etc.)... 40,709,711.00 
Republics Motor irucki@ om sate re matcital. ciate shen eiets 2. Sa 4,805,936.00 


* Omitted from balance sheet after 1919, 
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Pyrene Manufacturing Co. (patents, trade-marks, and 


OO WALL Vice doe wre te chew e 05h « G4 rach pete amrtnens “Venere Cie Po 1,002,450.00 
W. S. Light & Heat Co. (patents and good-will).........- 4,608, 256.40 
Cluett Peabody (good-will and tradenames) pascal ete 18,275,000.00 
HOW WVioolwort ha Oneeesia-teis eigen ea Eyer acter tiesto otaer 30,000, 000.00 
Butterick Co. (patents, good-will, copyrights, trade-marks, 

5 Oe rn rer einen mirc eer aoe 13,893,271.00 
Silver-Burdett & Co. (publishing rights, contracts, copy- 

Rights pObGy)csiane a eat deere ater tacies Md gE ee 1,024,820.00 
Herdee Manufacturing Co........-2 002s seers tress 6,157,646.00 
American Chicle Co. (good-will, trade-marks, etc.)......-- 18,826, 642.00 


Sometimes valuations are assigned to good-will although it has not been 
brought into the balance sheet as an asset. Recently the advertising manager 
of the California Fruit Growers’ Exchange estimated the value of the Sunkist 
trade-mark at $1,000,000, but the president of the exchange thought that it 
would be nearer $10,000,000. The value of the name Bull Durham has 
been estimated at between $10,000,000 and $20,000,000, and it is said that 
$10,000,000 has been offered for the Camel cigarette good-will. Itisa familiar 
saying that such trade-marks as Ivory Soap, Victrola, Kodak, and Uneeda 
are worth a million dollars a letter. 

In Sept., 1914, an appraisal was made of the estate of Joseph Pulitzer, 
former proprietor of the New York World and St. Lowis Post-Despatch. The 
earning power of each was first estimated on the basis of average yearly 
earnings for 4 years preceding Mr. Pulitzer’s death; but from this average 
a considerable amount was deducted to allow for certain favorable contracts 
for the purchase of white print paper which were soon to expire. A deduction 
of $100,000 was also made to allow for services of Mr. Pulitzer; also 6% was 
deducted on actual capital invested. Average net earnings left amounted 
to $196,411 for the St. Louis Post-Despatch, and $81,180 for the New York 
World. ‘The appraiser capitalized these amounts on a 10% basis, resulting 
in a good-will valuation of $1,964,110 for the former paper and $811,800 for 
the latter. 

There is a tendency among some companies to dispense with good-will 
altogether, because it is sometimes viewed with suspicion. The General 
Electric Co. has written its good-will down to $1, and the Victor Talking 
Machine Co. to $2. The tendency to treat good-will in this way was checked 
by the excess profits tax, but with the repeal of this a return to this policy 
may be expected. 

The following extract from the New York Times, Nov. 3, 1922, refers to the 
valuation of the estate of Temple Bowdoin: 

Transfer Tax Appraiser Berwin, in estimating the value of the good-will interest, accepted 
the average annual profits for ten years, and multiplied this sum by three. This is called 
the “purchase value,” and is explained by George Brokaw-Compton in a treatise on good- 
will as follows: 

“This multiple, or a number of times the average annual net profit, is held to equal the 


amount a purchaser would be willing to pay solely for the advantage of continuing the 
business.”’ 

Appraiser Berwin accepted ‘three years purchase” as the value of Mr. Bowdoin’s interest 
in the good-will over the protest of Lafayette B. Gleason, counsel for the State Tax Com- 
mission, on the ground that the appraiser should have fixed the “purchase” at a higher 
multiple than three. In appraising an interest in the business of Franklin Simon & Co., 
the multiple of five was fixed by the Surrogate, while the good-will value of stock in Tiffany 
& Co. was estimated on a basis of ten years purchase. Stock in the Hearn department 
store was appraised on a multiple of five. It is expected that an application will be made 
in the Surrogate Court to increase the value of the good-will on the ground that a higher 
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multiple than three should have been used, and that the basis for the good-will fixed at 
the present time will be used in later taxation of estates of other members of the Morgan 
firm. 

GOOD-WILL IN THE BALANCE SHEET.— Ordinarily intangible items 
such as good-will are shown at bottom of the asset side of the balance sheet. 
In the balance sheet form approved by the Federal Reserve Board the item 
is omitted entirely on the asset side; but is shown as a deduction from net 
worth on the liability side. This emphasizes the banker’s point of view, viz., 
that in examining a balance sheet as a basis for loans the value placed on 
good-will should be zero. 
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COST ACCOUNTING* 


Nature of Cost Accounting 


DEFINITION.—Cost accounting is a branch of general, commercial, or 
financial accounting whereby the three components or elements of cost— 
direct material, direct labor, and burden, overhead, or expense—are calcu- 
lated for the product made or service rendered in such manner that manage- 
ment can secure accurate and prompt information regarding, and can exercise 
intelligent and prompt control over, the activities of the business. The control 
aspect as well as the technical aspect of cost accounting is thus emphasized. 

General accounting shows merely the total profit or loss of the business as 
a whole, whereas cost accounting discloses the profit or loss on each unit, 
whether job, special order, product, class of product, operation, or process. 
It is accounting for units that differentiates cost from general accounting. 

Cost accounting originated in the factory, but it is not now confined to 
industrial enterprises. It is being uscd increasingly in wholesale, jobbing, 
and retail establishments—in fact, in all kinds of businesses, as shown by the 
growth in the use of uniform systems by many trade associations. 

Detailed cost records are kept under one or more of the following types 
of cost systems (which will be explained later): special order; job; product; 
class; operation; and process. Furthermore, costs are recorded for some 
unit of measurement, such as the ton, yard, barrel, piece, ete. 

Cost records are ‘‘tied into” the general accounting books by means of 
controlling accounts, such as Raw Materials, Work in Process, Finished 
Product, and those used for the analysis of expenses. 


ELEMENTS OF COST.—As a unit of product goes through a plant it 
picks up the elements of cost, namely, direct material, direct labor, and 
manufacturing burden. Cost may be defined as any payment or charge for 
direct material, direct labor, or overhead, the purpose of which is to create 
marketable assets, finished products, or services to be sold. 


CLASSIFICATION OF COSTS.—Costs may be divided broadly into two 
large groups: cot 

1. Manufacturing or Production 

2. Selling and Administrative 


In the former group are heat, light, power, wages of employees, etc.; in the 
latter, salesmen’s salaries, office expenses, advertising, etc. No attempt is 
made here to enumerate all items in the two groups. 

One purpose of this classification is to make it possible to ascertain sep- 


*This section is partly based on ‘‘Cost Accounting, Principles!and Practice,” in the prepara- 


tioniof which book the author of this section collaborated with J. P. Jordan, Consulting 
Industrial Engineer. 
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arately costs of the two primary divisions of a business. Responsibility for 
production and for selling and administration should not, under any form 
of management, be carried by the same individual. Need of this separation 
of responsibility is evident when factory and general offices are in different 
localities. If divided responsibility exists, means should be provided to 
control it. Control is dependent on information with regard to both the 
manufacturing and the selling branches of the business, and the information 
necessary is the cost data. Hence, a cost system should be so planned as to 
maintain a distinct separation between factory accounts and selling and 
administrative accounts, and to unify both classes of accounts by controlling 
accounts. 

After costs have been classified so as to separate manufacturing from selling 
costs, they should be subclassified in order that a maximum of accuracy in 
recording may be secured. Costs are, therefore, further divided into: 


1. Direct costs 
2. Indirect costs 


Direct costs are payments or charges for labor and material expended 
upon a definitely determined unit of product or service. Small costs, how- 
ever, are not charged directly to the product, even’ when the latter can be 
determined, unless the increased accuracy of the records justifies clerical 
work entailed. It follows that indirect costs are those which cannot be 
charged directly, for reasons of economy or otherwise, to the product. An 
example of a direct cost is the cost of the raw material in a chair. Indirect, 
costs arise from the following sources: 


(a) Indirect material, such as rags used to wipe off chairs and tools, or 
new tools used to replace those discarded. 

(b) Indirect labor—for instance, wages of foremen who supervise the 
employees in several departments where chairs are made. 

(c) Fixed charges—depreciation, taxes, insurance, etc. 


Adherence to the above cost classification increases the accuracy of the 
records, for this reason: By charging items directly to the cost units (when 
economical), the remaining costs (indirect costs) are less than if certain 
items legitimately ‘‘direct’’ were treated as indirect costs. Indirect costs 
are distributed over the product in as accurate a manner as possible, but such 
charging is less accurate than direct charging. For instance, raw material 
can be accurately measured and charged directly against the chair. The 
depreciation of the equipment used in manufacturing the chair cannot be 
determined by means of any measuring device. It must be estimated. 
Consequently, total depreciation of equipment is distributed over all units 
of product (chairs) made. Any charging which reduces the distributable 
costs, thereby increases automatically the accuracy of the cost records. 
Growing observance of the principle of direct—that is to say correct— 
charging has done much to improve the exactness of cost accounting. 

In the early days of accounting, probably no distinction was made between 
direct ,costs and indirect costs, since concerns were interested in total costs 
of the business, not in unit costs. 

IMPORTANCE OF PROPER COST BASES.—Before costs can be prop- 
erly recorded and intelligently controlled, the right bases of costs must be 
established and the organization must be departmentalized along correct 
lines. Units of measurement, around which the costs are assembled, such 
as pound, piece, yard, are usually determined automatically by the nature of 
the product made or the service rendered. 
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More cost systems fail because wrong bases of cost have been established 
than for any other reason, because they lead to incorrect costs which in turn 
cause managerial policies to be based upon erroneous cost information. There 
probably is no industry in which it is possible to arrive at the final cost of the 
product without establishing a long series of basic cost figures, the various 
combinations of which in time will produce the final cost. Accuracy of 
final cost figures depends on the intelligence with which the various bases of 
figuring are established. 

Another important point in connection with the establishment of the bases 
of cost is the use of cost figures made by the management itself, including the 
foremen or department heads of the plant who are responsible for the pro- 
duction of goods at lowest cost. 

A cost figure which consists of a mass of data assembled for the sole purpose 
of setting selling prices falls short of the requirements of a manufacturing 
institution. Probably the most profitable result of cost-keeping is that of 
furnishing the means of a careful study of various operations, and, as a result, 
of making many reductions all along the line. Many figures lumped in one 
total are of no use to the operating department, even though the total may 
correctly represent the cost of a certain piece of product. It is of the utmost 
importance, therefore, before proceeding with any kind of cost work, to 
establish bases of cost which will not only give the final cost of product, 
but give it in such form that all operations from start to finish will be repre- 
sented in a manner which will admit of close regulation. 


CONTROL OF COST RECORDS.—In general accounting a control 
account is defined as one which shows in total details found in a subsidiary 
record. In cost accounting a control account may be defined as one which 
is charged or credited with all transactions in connection with a certain pre- 
scribed function of the business. Electric power and the departmental burden 
accounts are examples. One definition emphasizes the quantitative feature; 
the other, the functional feature of control accounts. 

If costs are to be of constructive aid to management and to insure absolute 
accuracy of figures, a scheme of control accounts must be provided which 
furnishes a means of complete check on all expense and burden accounts. 
In addition, there must be a series of asset and liability accounts which will 
automatically provide figures for a balance sheet. 

Control accounts may be divided into three classes: 


1. Accounts with permanent balances, e.g., raw materials, supplies, 
finished stock, work in process, representing inventories and like 
data. 

2. Accounts with accumulating balances through the year which control 
the operating burdens, e.g., departmental burden accounts. 

3. Accounts which are used each month forthe sole purpose of collecting 
the charges to expense accounts which, after collection, are dis- 
tributed to burden accounts in the same month, e.g., steam, com- 
pressed air, electric power, trucking, etc. 


Control accounts, once understood, are readily appreciated, first, because 
of the assurance they give of the accuracy of all expense and burden accounts; 
and secondly, because they so greatly simplify the work of cost procedure 
through the checks which they afford. 

All obligations assumed by the company, such as raw materials, supplies, 
labor, and all other plant items, pass through the voucher register and are 
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charged to some originating control account—a material account, a pay-roll 
account, or directly to some expense or burden account. 

The object of the controls is to insure the accounting for all moneys paid 
out. Material purchases are charged to the material accounts. The 
material goes into a stock room and cannot be issued until a requisition is 
received for it. The requisitions are credited to the material accounts at the 
end of the month, and debited to the control accounts affected. Direct 
material which enters a product is charged to Work in Process Material 
accounts, or simply to the Work in Process account if separate Work in 
Process Material, Work in Process Labor, and Work in Process Burden ac- 
counts are not kept. Material used on expense orders is charged to the 
control accounts representing the expense or burden receiving the benefit. 

Labor is originally charged, when paid out, to the Pay-Roll account. How 
this labor has been used is shown on the time cards. At the end of the month, 
the labor is credited to the Pay-Roll account and debited to the control 
account which receives the benefit. Labor on direct orders is charged to a 
Work in Process Labor account, or simply to the Work in Process account. If 
the labor is expended on an expense account order, or an operating burden 
account, it is charged to the control account affected. 

Materials, services, or other purchases made directly for the benefit of 
an expense or burden account, are charged directly to such control account 
from the voucher register through an intermediate account called an ‘‘Expense 
Ledger” account. This account is nothing more nor less than a vehicle 
account to assist in the transfer to the proper expense account. 

The control accounts representing expenses such as electric power, trucking, 
etc., are themselves closed out at the end of the month and journalized to the 
burden accounts which receive the benefit of the expense. 

Burden at standard rates is then credited to the various operating burden 
accounts, and charged to the Work in Process Burden accounts, or simply to 
the Work in Process account, in ratio to the number of direct-labor hours or 
direct-labor cost or machine hours represented by the work performed during 
the month. The direct material, direct labor, and work in process burden 
now rest in the control accounts as representing the value of the material in 
process; and are further represented in the files by the requisitions, time cards, 
and burden statements. 

When a production order is completed, these three accounts are credited, 
and the cost of the order represented by the one figure is then charged to the 
control account of finished stock or of cost of sales. 


DEPARTMENTALIZATION.— Another essential prerequisite of successful 
costing is intelligent departmentalization, which as the name implies is the 
division of a concern into departments or production centers. 

Departments may be classified as follows: direct or producing, and indirect, 
non-producing or service. The first class is engaged in making the individual 
parts and assemblies that compose the finished product. The second class 
consists of those departments not directly engaged in manufacture of the 
product but which render services for the benefit of the direct or producing 
departments. For example, the tool design department may manufacture 
tools for individual parts on a job, which are chargeable thereto, or it may 
make small tools which are serviceable for a variety of jobs, the cost of the 
tools being treated as a part of the manufacturing burden. Other examples 
of departments whose work is partly productive and partly of a service char- 
acter are the blacksmith shop, the machine repair shop, and the pattern 
department. 
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It is frequently necessary to provide for subsidiary or minor departments 
as well as for main departments. These minor departments are sometimes 
called cost centers. For example, the process of hardening certain parts in 
a tap and die plant may not warrant maintenance of a whole department 
for hardening alone. In this case a minor departmentalization is effected 
in order properly to collect and distribute cost to the parts. Another case 
of minor or subsidiary departmentalization occurs in a small foundry where 
one foreman is in charge of all operations. In this case, if proper costs are 
to be kept, it is necessary to have the following minor departments: melting, 
core-making, moulding, finishing, and pattern. In all cases, however, much 
thought and planning is necessary to arrange the most efficient divisions to 
produce the necessary results. 

In many eases it may be difficult definitely to bound a department. The 
word department implies a separate room, rooms, section, or sections devoted 
to a certain kind or kinds of work. Where one department begins and another 
leaves off is an individual problem in each organization. It is difficult to 
lay down one set of rules or principles to be observed in departmentalization 
but the factors to be considered are: 


1. Assignment of responsibility. 

2. Nature of operations: 
(a) With respect to physical movements. 
(b) With respect to costing. 

3. Location of operations. 


The assignment of definite responsibility is necessary from the point cf 
view alike of the management and of the cost accountant. Definite assign- 
ment of physical and financial responsibility constitutes the essential con- 
ception of departmentalization. Coupled with the assignment of definite 
responsibility is the necessity of providing means of reflecting results of this 
responsibility in figures. 

The second important factor to consider after assignment of responsibility 
is nature of the operations for which each department head is responsible. 
In many cases it is necessary to unite, under one responsible head, two 
departments which have dissimilar operations. A case in point is a small 
machine shop which manufactures special machine tools with a force of 50 
mechanics. If 40 of this number work on individual parts with machine 
tools, the other 10 do bench and assembly work, and 1 foreman supervises 
the work of the entire number, the two branches of work in the shop must 
be treated as two departments, so as to gauge results properly and obtain 
accurate costs. 

An additional reason for this division of work exists in this particular case 
inasmuch as the plant sells two products: individual parts for repairs, and 
assembled units. Manufacturing cost per hour for the individual parts is 
much greater than manufacturing cost per hour for the assemblies, because 
depreciation, power cost of operating machine tools, maintenance cost of 
equipment, ete., are higher for individual parts than for assemblies. Since 
these items do not constitute part of the assembly burden, the assembly 
burden is a comparatively low figure per hour. Under a single rate of over- 
head, proper costs could not be obtained for either individual parts or 
assemblies. As a result, losses would be suffered on sales of repair parts 
because of insufficient selling prices based on excessive costs. Thus a firm 
using the single overhead rate would be doubly unfortunate because one of 
the essential objects of a business of this nature is to sell as many machine 
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units as possible in order to secure the repair part business which naturally 
follows. This point will be quickly recognized by those constantly dealing 
with the problem of balanced sales. 

Location of operations is the third important factor to consider in depart- 
mentalization. Heavy work may be done on lower floors of the factory, 
lighter work on upper floors. For certain operations more light is required 
than for others. Operations of a like character may be grouped, although 
this is not always done. The factor of location of operations is influenced 
very materially both by assignment of responsibility and by nature of 
operations. 

In case of two similar departments—such as two machine-shops, or two 
assembly departments—which are in separate locations, even though one 
person is responsible for both, the fact of similarity is no justification for 
combining either the two machine-shops or the two assembly departments 
into a single department. A similar department in a separate location should 
be treated as a separate department. 

The National Association of Stove Manufacturers! considers the following 
factors in departmentalizing: 


Similarity of work. 

Scope of foreman’s supervision. 

Physical boundary. 

Control of expenses. 

Nature of overhead expense and equity of loading it pro rata on all 
goods produced. 


The selection of the proper type of cost system applicable to given con- 
ditions should be made when departmentalization is being accomplished. 


A ES 


Purchasing and Receiving 


PURCHASING.—Cost accountants must be reasonably familiar with the 
organization and administration of the purchasing and receiving departments 
in order to design and operate intelligently a system of records for these 
departments. 

Generally speaking, the methods of the largest corporations are best because 
they have given more study to business problems and have the funds for 
research work. In these companies the purchasing agent or head of the 
purchasing department, whatever title he has, reports directly to the presi- 
dent; in some cases to the general manager. 

Requests for purchases originate outside the purchasing department, and 
the purchasing agent, as the name implies, acts as an agent for other depart- 
ments in procuring materials and supplies. Departmental buying is obsolete 
and should not be tolerated. Just as there is a vast difference between a 
salesman and an ‘‘order-taker,’’ so there is as great a difference between 
an ‘‘order-placer’’ and a purchasing agent. The departmental head is an 
order-placer because he does not know market conditions. Before being sent 
to the purchasing department, requests for purchase should pass over the 
storekeeper’s desk so that he or the stock record clerk may determine whether 
the goods are absolutely needed. He may be able to provide substitute 
material in some cases. However, he will advise the departments of good 


ss buys: - : 
The largest and best-managed companies centralize most of their purchases, 


1 See the uniform system issued by this association. 
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especially basic commodities such as pig iron, copper, tin, etc., in the main 
office, under the general manager or a vice-president in charge of purchasing; 
and sometimes under the general purchasing agent. - However, some buying 
is done by subsidiaries, particularly in emergency cases. The following is a 
list of the chief forms used in accounting for purchases and receipts: 


1. Request for purchase (purchase 5. Purchasing department: debit and 


requisition) credit memos 
2. Purchase order 6. Purchase record , ‘ 
83. Record of receipt of material 7. Distribution stamp for invoices 
4, Purchasing departmentshipping 8. Receiving report 

order 


HOLDEN MANUFACTURING CO. 
BOSTON, MASS. 


Pchse Order No. 
Terms 

Fr’t Charges 

Mat’! Rec’d - Date 
Rec. Rep. No. 
Prices O.K. by 
Ext’d O.K. by 


Pchse Order by 
E’t'd < Stock Record by 
Exp. Lar. by 


Account 


Form 1, Invoice Stamp 


1, 2. The form that starts the mechanism of purchasing is the request 
for purchase (purchase requisition). From an accounting standpoint the 
most important thing it should indicate is the account to be charged with 
the purchase desired. This is true, likewise, of the purchase order. This 
feature is known as accounting at the source. Much later confusion is saved 
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if this matter is observed. A purchase order should be drawn up so as to 
constitute a contract. To be sure as to this, a lawyer should be consulted. 

3. A record of each receipt of material on each purchase order should be 
kept so that the status of all orders with respect to deliveries thereon may 
be known at any time. 

4. If purchases do not pass inspection, the return to the vendors is author- 
ized by a purchasing department shipping order. This form is not the same 
as shipping orders for finished product to be sent to customers. 

5. Purchasing department debit and credit memos are used in the case of 
undershipments and overshipments, respectively; and in making adjustments 
of selling prices. Debit memos should be issued as soon as goods are returned, 


Seventh Tentative Standard Invoice Form 
embodying constructive criticisms of present form received by 


THE NATIONAL ASSOCIATION OF PURCHASING AGENTS 
19 PARK PLACE, NEW YORK. 


Ord. No. & Date Invoice date This column reserved for use of customer. 
| Requisition No, Invoice No. P. A. Invoice No. 

Contract No. Shipper's Order No. Voucher No. 

Shipped to With order 

Destination F.O. B. point: 
Price 
Calculations 
Transportation 
Tobe Name and address of customer to whom ‘invoice. Trane. Ched. beck 
written or 
printed 
here. 


Terms: 


CHECKED 


is to be mailed may be put in this space. 


Date Shipped 
Car No, and Int. 
How Shipped and Route 


UANTITY 
lanow UNIT) 


DESCRIPTION 
Committees from the following organizations have co-operated in the development of this form. 


The National Association of Purchasing Agents. National Association of Cost Accountants, 
Disbursement Committee of Railway Accounting Div. VI Purchases and Stores of the American 
Officers Association, Railway Association. 


Line spacing may be suited to machine or hand writing maintaining same relative positions. Sheet 8 1-2 inches wide and not less 
than 7 nor more than 14 inches long. 


Four top lines to be replaced by shipper’s name and address. Form may be moved down if more space is needed for shipper’s 
name. A tolerance of 1-8 inch in either dimension is contemplated. Invoices longer chan 7 inches to have dots or short rules printed on 
sides 7 inches from top to indicate point of told for filing. 


Certain blank spaces such as “Shipped To,” “Destination,” “Invoice No.," “Contract No.,” “Car No.” ete. are intended for use 
when such information is required to identify a shipment. 


Above Materials received __/_..192__and same is satisfactory (Signed) 


Charge Account Approved 


Form 2. Standard Invoice Form—National Association of Purchasing Agents 


because it may be some time before vendors send credit memos. In the mean- 
time the accounting for the return is not held up. The debit memo reverses 
the original accounting for the purchase. 

6. A purchase record is used for significant purchases. As a history of the 
past, it acts as a guide in current buying. 

7. The distribution stamp for invoices (a rubber stamp) is used in con- 
nection with the approval and distribution of invoices. (See Form ile) 

The National Association of Purchasing Agents has issued a standard 
invoice form which has a space for the usual information carried by the 
distribution stamp. By using this standard form it is not necessary to use 
the distribution stamp, thus greatly reducing the labor and expense of han- 
dling invoices. (See Form 2.) : 
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RECEIVING.—About the only moot question in regard to receiving room 
practice is whether the receiving clerk should get a copy of the purchase 
order with quantities and all other data on it; or whether he should make a 
blind count of materials received. The first question should be answered 
in the affirmative if there is more than one employee in the receiving room. 
Otherwise, it is difficult to make him realize that his job is important. He 
should regard himself as receiving room manager and not as a clerk. 

The chief record used in the receiving room is the receiving report. Three 
copies should be prepared. One is sent to the purchasing department for 
checking the quantity on the invoice; one accompanies the goods to the 
storeroom; and the third copy is signed by the stock record clerk and re- 
turned to the receiving clerk who files it for his own protection. All copies 
are signed by the receiving clerk and the inspection clerk. In a small com- 
pany, the copy of the original purchase order which the receiving clerk gets 
serves as an adequate receiving report. 

Some essential matters to be considered as regards the relation of cost 
accounting to purchases are as follows: 


1. It should be definitely known who may initiate requests for pur- 
chases. 

2. These requests should be written on prescribed forms which must 
be reviewed and approved by the purchasing department. They should 
describe accurately what is to be bought and for what purpose; and 
should indicate the account to be charged. 

3. Orders for purchases must be filled out on prescribed forms. They 
must be checked against invoices and receiving reports with respect to 
prices, terms, quantities, and calculations. 

4. Each purchase invoice must be handled in such a way that all 
authorizations, verifications, and approvals have been attended to; ard 
should bear the name or symbol of the account to be charged. 


See ‘Standard Costs”’ (p. 624) for data on standard material costs. 


Cost Accounting for Materials 


STOREROOM ORGANIZATION.— After materials, supplies, and finished 
product bought for resale have been received and recorded on receiving reports 
in receiving room, they are transported to storerooms which should also 
contain individual parts and subassemblies and finished product. 

Considerable difference of opinion exists as to the organization of the stores 
department, or what is coming to be called the materials control department 
—a better and more inclusive term, because this department lays out and 
schedules production orders and purchase orders in addition to taking care 
of stowage of materials, supplies, etc., and the keeping of stock records. 

The question of centralization versus decentralization of storerooms re- 
quires serious consideration. Modern practice,is-to establish as many sub- 
storerooms as necessary for convenience in manufacture, separating the 
storerooms which contain raw materials and supplies from those which house 
parts, subassemblies, and finished product. But there should be centraliza- 
ae stock records, one set being kept to control inventories asa, 

ole. 

While general practice still is to place the storeroom under functional 
supervision of the purchasing department, there is a tendency to have the 
person in charge of the materials control department or storerooms report 
to the production department, or to the production control department, if 


; 
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there is one; because successful production depends so vitally on having 
adequate material and supplies, etc., on hand. Furthermore, purchasing is 
such an important function in modern business that the head of this depart~ 
ment should not be bothered with material control problems. 

Generally speaking, stock records should not be under jurisdiction of the 
storekeeper, because such practice violates the check and balance principle 
of management. Clerical work in the storeroom should be reduced to a 
minimum. 


CLASSIFICATION OF STORES.—“‘Stores,’’ in a generic sense, should be 
classified into several groups. A serviceable classification is: 


1. Raw material and supplies stores 

2. Component part or ‘‘worked material”’ stores 

3. Finished product stores 

4. Scrap stores, including salvage, defective work, obsolete material, and 
by-products 


STOCK RECORDS.—The following terms are synonymous with stock 
records: stock card; stock record sheet; stores record; balance of stores rec- 
ord; and book, running, going, continuous, or perpetual inventory. 

Kinds.—In accounting for stores four different kinds of records may be 
used: 


1. Bound books 3. Stock cards 
2. Visible index 4. Stock record sheets 


The first method is antiquated. The activities of firms which sell mechani- 
cal accounting equipment, filing devices, etc., have been largely responsible 
for the second method, which is used to advantage by some firms. Stock 
cards are more generally used than the other kinds of stores records, but are 
being supplanted in many instances by stock record sheets with linen-backed 
separating sheets which make for greater speed in record-keeping and a 
higher degree of permanence. 

Technique.—The information on heading of the modern stock record is 
practically self-explanatory. See Form 5 (p. 350) of section on ‘‘ Inventories.” 

Requirements Columns.—Requirements are estimates of sales or of pro- 
duction. Quantity of each class of raw material or finished parts needed for 
production or sale is entered in the requirements column. Individual re- 
quirements are entered in ‘‘item”’ column and each requirement is added to 
preceding requirements and sum is entered in ‘“‘total’’ column, known as a 
running total column. Running total columns appear in the other sections 
of the stock record. The figures in the item column are obtained from 
shipping orders and from production control or planning department. 

Appropriated Columns.—‘‘Appropriated”” or ‘“‘reserved’’ columns show 
quantities of material or parts which are set aside for certain orders given 
priority over other orders. Physical segregation of these items is sometimes 
made but is not usually necessary. The ‘quantity’? column shows individual 
appropriation for each production or shipping order. The first hovel 
column shows total appropriations to date by order numbers, while second 
“total”? column indicates total appropriations to date for all order numbers. 
When total requirement for an order is appropriated, the entry in the require- 
ments column is checked with last entry in the appropriated column. The 
appropriated amounts must be more closely compared with the balance of 
stock on hand and available than the required amounts, because the time of 
actual need is closer. . 
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Ordered Columns.—Operation of these columns should be clear in the light 
of foregoing explanations. 

Received Columns.—Quantities are entered in ‘‘received” columns from 
receiving reports which accompany stock into storerooms. Prices are entered 
later when invoices are received and passed along by the accounting depart- 
ment. Entry of quantities need not be deferred until invoices arrive. 

Price is the unit cost of each quantity received, which may include not 
simply invoice cost but also inward charges. If an invoice covers more than 
one class of material, transportation charges applicable to each class are 
ascertained by distributing total transportation charges to stock records 
according to respective invoice cost or weight of each class of material. 
Occasionally, it may be advisable to treat inward charges, when small, as 
overhead, but this practice is not recommended. 

For finished parts, ‘‘price” is the unit manufacturing cost up to time of 
stowage. 

In brief, the received columns constitute the debit part of a stock record. 

Issued Columns.—The “‘issued” section, on the other hand, is the credit 
side of a stock record. Entries are made from material requisitions—or 
stores debit notes, as they are sometimes called—for material issued to the 
shop; and from shipping orders for finished product shipped. 


REQUISITIONS.— Material requisitions should carry the following infor- 
mation: date of issuance; quantity, size or number, description, weight, 
price, and value of quantity requisitioned; code order number to be charged; 
use to be made of material; name of storeroom which fills the requisition and 
initials of storekeeper; initials of the one who enters the requisition in stock 
record, the one who makes the extensions, the one who records the amount 
in cost records, and the one who signs the requisition, respectively. Various 
persons then are concerned with the handling of the requisition. Each requi- 
sition is prepared in duplicate, the originating authority keeping the dupli- 
cates in date sequence. The originals after being filled are passed along to 
the stock record clerk, then to the cost department. No requisition should 
be honored unless signed by one authorized so to do. It is proper to have 
more than one class of material on the same requisition, if for the same order. 
No requisition should charge more than one order. This practice eliminates 
many errors. 


MATERIAL CREDIT SLIPS.—Returns of material to storerooms for one 
reason or another are first entered on material credit slips—or stores credit 
notes, as they are sometimes called—and from then on, the reverse of the 
original accounting, followed when requisitions for them are filled, is adopted. 


VALUE OF MATERIAL SPECIFICATIONS.—Recording consumption of 
material in the best manner is not possible without specifications of material. 
The value of specifications is well known and the advantages are simply 
listed here without elaboration: (1) they provide-definite knowledge of kind 
and amount of material which enters each product; (2) they facilitate pur- 
chasing, scheduling, control and costing of material; (3) they make for stand- 
ardization of purchases and operations; (4) they save clerical work. 

PRICING MATERIAL REQUISITIONS.—The two chief methods of 
pricing material requisitions are actual cost and average cost. 

The actual cost method is best for materials other than staples. However, 
the actual price should be used where a staple of one general kind is in stock 
but varies slightly in quality. Prices of stock first purchased are used first 
on requisitions, then prices of second lot purchased, and so on. Requisitions 
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of bulk material, such as lumber, are priced at original cost when practicable 
to keep costs by lots. 

While the average cost method involves more work than the actual cost 
method, and consequently is more open to error, nevertheless it is the best 
method for staple materials, standard individual parts, and finished product. 

Current prices in costing may be used, although actual costs may be used 
on stock records when requisitioning materials. The procedure is illustrated 
by following ledger accounts: 


Pig Iron Control 


(1) Contract price. (2) Average actual contract price. 


Vouchers Payable 


(1) Contract price. 


Pig Iron Adjustment (P. & L. Acct.) 


(2) Average actual contract price. (3) Iron Age price of pig iron for 
month. 


Melt (Work in Process) 


(3) Iron Age price of pig iron for 
month. 


The balance of the Pig Iron Adjustment account is closed into the current 
Profit and Loss account, since it is a nominal (profit and loss) account. 

This practice is followed by certain industries which desire to accumulate 
the speculative profits or losses on purchases, and is in harmony with the 
principle of basing costs on market conditions. 

Running Totals.—The last column in the various sections of the modern 
stock record form is known as a running total column, showing cumulative 
figures to date. By having such column in the “received” and ‘‘issued”’ 
sections, the need of maintaining a ‘‘ balance on hand”’ column is eliminated, 
provided stock records are posted by hand and not by a mechanical device. 
Several reasons may be advanced in favor of this practice, as follows: (1) 
the number of times the balance on hand is needed is small in comparison 
with the number of times it is computed; (2) the balance when needed can 
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be quickly obtained by subtracting total requisitions from total receipts; 
(3) by use of running totals most of the work on stock record is addition, 
and fewer clerical errors are made in addition than in subtraction; (4) bal- 
ances on hand determined by the ‘‘balance’”’ method disclose only a net result, 
but under the ‘‘running total’? method they. not only indicate such informa- 
tion but also enable questions as to quantity for any period to date to be 
instantly answered. 

But if stock records are posted by a mechanical device, the ‘“‘balance on 
hand”’ column may as well be used, because requisitions and balances on 
hand are entered simultaneously. 

Relation of Columns.—In general, the relation between the different col- 
umns of stock record sheets may be summarized as follows: 


1. “Requirements” less ‘‘appropriations”’ equals balance of materials 
or parts, etc., not scheduled. 

2. ‘‘Requirements”’ less ‘‘ordered’’ indicates whether requirements 
are covered. 

3. ‘“Requirements”’ less ‘‘received’”’ shows how far behind the plant 
is in getting material and parts needed for requirements, either from 
outside or from manufacture. 

4. ‘‘Requirements”’ less ‘‘issued’”’ shows requirements not issued from 
stock. 

5. “Appropriated’’ must never be greater than ‘“‘received.”’ 

6. ‘‘Appropriated”’ less ‘‘issued’’ equals balance of appropriated mate- 
rial not issued. 

7. “Ordered”’ minus ‘‘received”’ equals amount due on orders, either 
purchase or production. 

8. “Ordered”? must exceed ‘‘requirements’’ by amount of the mini- 
mum. 


9. “ Received”’ less ‘‘issued”’ equals balance on hand. 


Values to be Shown in Stock Records.—The best practice dictates that not 
only quantities but also values appear on stock records, for following reasons: 


1. It is the only way to price out correctly material used. Inventory 
balances are then correct and accurate financial statements can be 
compiled. 

2. It saves clerical work because the stock record clerk prices each 
requisition. Otherwise it would be necessary to enter the quantity of 
each requisition on the stock records, to send it to someone else for 
pricing, and then to still another for computing and cost work. 


Furthermore, pricing should be done by the stock record clerk, since the 
stock record is the only record showing when each lot of material is exhausted. 
The purchasing department is unable to price requisitions, not knowing 


the exact status of lots, unless it keeps a duplicate-set of stock records, which 
is not feasible and is, furthermore, unnecessary. 


TAKING OF PHYSICAL INVENTORY.—Taking the physical inventory 
all at one time is usually a bugbear. Some firms, today, inventory a few 
items every day and check them against related stock records, thus elimi- 
nating the necessity of a shut-down for purpose of inventorying. During 
the year each item should be inventoried at least once and compared with 
corresponding book inventory figures. 

The modern and best way of taking a physical inventory, when done at 
one time, is known as the duplicate tag method. It is described in Jordan 
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and Harris’ ‘‘Cost Accounting,’ Madison Cartmell’s ‘‘Stores and Material 
Control,” and F. W. Kilduff’s ‘‘Standard Inventory Manual.’’ See section 
on ‘‘ Inventories.” 


INVENTORY ADJUSTMENTS.—Physical inventories usually differ in 
their results from book inventories. Nevertheless, the latter if properly kept 
are usually correct to a reasonable degree. Some causes of difference 
between these two kinds of inventories are: errors and omissions in recording, 
waste, shrinkage, changes in moisture content, inaccurate weighing, measur- 
ing and counting, ete. Differences should be run down, if possible, and 
corrected or adjusted. Adjustments may be satisfactorily made in the 
regular columns of stock record, but sometimes are entered in two special 
eolumns, ‘‘over-credit’? and ‘‘under-credit,” respectively. If adjustments 
are numerous a special record, inventory adjustment sheet, may be provided. 
Adjustments are debited or credited, as case may be, to an Inventory Adjust- 
ment account, or ‘“‘Over, Short, and Damaged”’ account, and credited, or 
debited, correspondingly to the proper material inventory controlling ac- 
counts. 

After details are adjusted on the stock records, the material controlling 
accounts ‘‘tie in’? with subsidiary records—the stock records. 


SCRAP AND DEFECTIVE WORK.—An important problem in cost 
accounting for materials is the treatment of scrap and defective work. 

Sources of scrap may be classified as follows: defective or unsuitable 
material purchased outside, avoidable scrap, and unavoidable scrap. 

If the first class of material can be saved, cost of correcting it should be 
charged back to vendor provided there is a prearranged agreement to this 
effect. If rejected and returned to vendor, it is billed to him. Arty costs 
incurred in working on the material beforé defects are discovered, however, 
cannot be charged to vendor. 

Avoidable scrap is the most important of the three classes enumerated. 
Some subclasses of the major class are: material spoiled because of operator’s 
fault, operating conditions, or errors in drawings, material obsolete because 
of changes in design, etc. 

Unavoidable scrap consists of borings, clippings, turnings, sweepings; 
product that has been used for experimental purposes; and obsolete and 
worn-out equipment. 

The ideal method of scrap accounting is to establish a salvage department 
with a set of operating accounts. This department is charged with expenses 
which it incurs and also a pro rata share of general expense. If it is not 
considered feasible to open a complete set of operating accounts for the 
salvage department, because of the clerical work involved, then a scrap account 
should be opened, which would be charged with material, labor, and expenses 
in connection with scrap, and credited with salvage value of scrap transferred 
to stock or other departments, or the value of scrap sold. Any balance in 
the account at end of year which does not represent scrap on hand should be 
closed into Profit and Loss account. 

It is impracticable and in some cases impossible to credit one kind of scrap 
directly to production orders, namely, that which results from necessary - 
reworking of material. In this case scrap should be credited to raw material 
costs, not to general overhead. Crediting scrap to orders is the ideal method 
when possible or practicable. 

When actual amount of scrap which results from each order or item cannot 
be determined, standard unit material costs to be used in costing requisitions 
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and in charging orders, and standard scrap, salvage, or waste percentages, 
may be established and credited to orders. 

This method has been found suitable in continuous production plants. 
The argument that it involves too much detail is met by the fact that after 
standards are set they need not be changed until conditions change. 

Another method of handling scrap is as follows: Cost of scrap is credited 
to work in process and charged to whatever account is designated to receive 
the cost of the spoiled work pending decision as to either reclamation or final 
scrapping. If scrapped, a Scrap account is charged and the account which 
was originally charged with the cost of scrap is credited. When scrap is 
disposed of, the Scrap account is credited. Any balance in the account is 
of course cleared into the Profit and Loss account. 

The original records for scrap, whatever accounting method is used, are 
the scrap tickets. 


STORAGE CHARGES.— Distributing storage charges over material stored 
upon the basis of respective weights or values of the material, in some cases, 
is complex and involves too much detail, but in others is practical. These 
charges may be satisfactorily handled in the latter cases by including them 
in general overhead, except where a storeroom serves one department, in 
which case the storeroom expense should be included in the burden of such 
a department. . 


STOCK LIMITS.—The upper limit of stock is known as the maximum, 
and the lower limit, the minimum. When material or finished product 
reaches or falls below the minimum, a purchase order or a production order, 
as the case may be, is issued for amount decided upon as the quantity to 
order. *‘ 


The chief factors considered in ’ establishing stock limits for material and 
finished product are: 


Material Finished Product 
1. Purchasing period, or time elaps- 1. Production period, or time it takes 
ing between sending of pur- from issuance of production order 
chase order and receipt of to the shop until goods are fabri- 
goods. cated and ready to be sent to fin- 


ished stockrooms, warehouse or 
shipping room. 

2. Probable material requisitions. 2. Probable sales. 

3. Margin of safety. 3. Margin of safety, varying usually 
10% to 25% of probable sales for 
production period. 

4. Economical quantity to purchase, 4. Economical run, or the largest-num- 

considering terms, prices, de- ber of units of product most profit- 
liveries, etc. ably put through. 


Overhead or Burden 


BURDEN RATES.—Progressive cost accountants favor calculating and 
applying overhead or burden by the use of predetermined or standard depart- 
mental burden rates. An outline of this procedure follows: 


1. Determining normal capacity for direct or producing departments 
and business as a whole. 
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2. Determining normal expenses and burdens for normal capacity. 

3. Predetermining standard departmental burden rates. 

4. Selecting equitable bases for distribution of overhead to expense 
and burden accounts. 

5, Current charging, through monthly journal entries, of actual 
burden incurred to expense and burden accounts. 

6. Current closing, through monthly journal entries, of primary ex- 
pense accounts into secondary expense accounts, which in turn are closed 
into departmental burden accounts, one departmental burden account 
being kept for each productive department. 

7. Preparing monthly expense and burden statements. 

8. Applying standard departmental burden rates which charge Work 
in Process Burden accounts and credit Burden Credit accounts. The 
detailed charges for applied burden are entered on individual part cost 
sheets or assembly cost sheets as the case may be. 

9. Transferring the burden balance of each productive department— 
which is the overabsorbed or underabsorbed burden—to Profit and Loss 
account. 

10. Recording net result of this summary account in current Profit and 
Loss account as a deduction from or addition to gross profit—as the case 
may be—before net manufacturing profit is ascertained. 

11. Preparing statements which show monthly comparisons of burden. 

12. Revising departmental burden rates when standard burden rates 
are no longer applicable to current conditions. 


Normal capacity, of course, varies for different departments and different 
industries but, generally speaking, is regarded as 80-85% of practical 
capacity. In some cases it is greater or less than this figure. It cannot be 
expected that a plant will always operate at practical capacity, but 80-85% 
of practical capacity would be considered a good rate of operation. 

Some cost men differentiate between theoretical capacity, practical capacity, 
and normal production. 

In non-technical language theoretical capacity may be stated as the number 
of units a machine can produce im a given time under ideal conditions, or, in 
the case of hand labor, the number of units that can be turned out by the 
best workers. | 

Practical capacity, on the other hand, is commonly regarded as°85% of 
theoretical capacity. This means that an arbitrary allowance of 15% is 
made for single purpose equipment, spare machines for use in emergencies, 
and, in the case of hand labor, for losses due to absenteeism, labor turnover, 
etc. 

Normal production is some percentage of practical capacity. It is very 
important that normal production be correctly established. It should be 
the purpose so to set burden rates that 100% of normal burden would be 
exactly absorbed in current costs when operating at 100% of normal. It 
is obvious, therefore, that the determination of normal production establishes 
the cost level for the product and may have a vital effect on the successful 
conduct of the industry. The determination of normal production is so 
important that it should not be established by the accountant alone but as 
the result of consultation with the management.* 

Most cost accountants think of theoretical capacity as the 100% working 


2See Official Publication, Vol. III, No. 19, of the National Association of Cost Accoun- 
tants, entitled ‘Normal Burden Rates,” by Charles Van Zandt. 
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time of a machine in hours, without regard to the units it may turn out in this 
time. The burden costs of the individual units will be materially affected by 
a greater or lesser number of hours charged against the orders. 

Most cost accountants, however, regard as normal capacity the figure of 
80-85% of practical capacity as stated above, and do not calculate and show 
theoretical capacity on departmental burden statements. 

In determining the normal capacity of the business as a whole, the capacity 
of the limiting department, or the ‘‘neck of the bottle,” should be taken, 
although in some special cases each department should be considered sep- 
arately in determining total normal capacity of the business as a whole. 

A pertinent question is, Why use normal or standard rates? The futility 
of loading all the burden in a given period on subnormal production has been 
recognized for some time. If actual burden were always charged to current 
production, either one of two things might happen. If production were 
plus normal, the actual burden would be relatively low, provided the concern 
had not reached the point of diminishing returns, because there would be 
certain burden items that would be fixed and would not vary directly with 
changes in the volume of production. Therefore, the unit costs would be 
relatively low because there would be a relatively large number of units of 
product over which to distribute burden. Selling prices based on these low 
costs, when production was plus or above normal, would not enable the 
concern to build up substantial enough reserves for a rainy day. Conversely, 
if production was very low, unit costs would be very high. Selling prices 
based upon relatively high costs would not bring in business and the manu- 
facturer would simply accentuate his idle condition. Therefore, selling prices, 
ordinarily, should be based upon standard costs, provided the manufacturer 
is not simply using the competitive market prices in establishing selling prices. 

Normal or standard burden costs, however, and other normal or standard 
sosts should not be followed too slavishly in establishing selling prices. Until 
a firm has had sufficient experience to set normal burden rates intelligently, it 
should use tentative rates. 

As stated, burden should be handled on a normal basis except under the 
process type of cost system, where the total actual cost, including burden, is 
divided by the number of units made to get the actual unit cost. However, 
normal burden can be used in a process system, although usually it is not 
where one product is manufactured. It is easy to picture mentally the normal 
burden in comparison with the actual burden. 

Before some burden items are collected in departmental burden statements 
for productive or direct departments, they pass through intermediate primary 
and secondary expense accounts, such as steam, compressed air, electric power, 
etc. To be sure, some items like indirect material, repairs, etc., may be 
charged directly into these departmental burden statements. All burden 
ultimately must come to rest in some departmental burden statement. 

Before expense and burden can be handled properly, a code of standing 
orders must be adopted for each indirect or service department and for each 
direct or producing department. Firms frequently prepare a booklet con- 
taining the standing orders code. The same code number should be used for 
the same kind of expenditure in every department so that a consolidated 
burden statement of all departments may be prepared. While some depart- 
ments may incur certain expenses that others do not, these cases do not 
make it impossible to prepare a consolidated statement because after certain 
standing orders there will be no amounts recorded—the spaces being left blank. 

A cost accountant is unwise who attempts to lay out a code of standing 
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orders without first having familiarized himself with the physical conditions 
in the shop. 

DISTRIBUTION BASES.—The bases of distribution of the chief burden 
items will now be considered. 

Rent.—When a company rents a plant, it should obtain from owners a 
detailed valuation of the various buildings occupied. This information is 
of value in prorating the rental charge. In many cases the proration is 
made to departments on basis of square feet of areas occupied, consid- 
ering that certain areas are more valuable than others. Some concerns 
use cubic feet as a basis, but this factor is not the only one to consider—for 
instance, a foundry with a high roof does not cost as much as a three-story 
building of the equal height. The square-foot basis, generally speaking, is 
satisfactory in distributing rent to departments. 

Fire Insurance.—If a company belongs to a factory mutual company, its 
insurance rates are apt to be low, and consequently the insurance may be 
charged to general manufacturing expense. But if it is not a member of 
such a mutual company, and insurance rates are high, then cost of premiums 
may be distributed to departments on the basis of valuations made for 
insurance purposes. 

Insurance is usually taken out separately on buildings, equipment, and 
inventories, and, if possible, should be distributed to these divisions of assets. 
If it cannot be traced to them, then it should be distributed on the basis of 
the percentage that each class of assets bears to total of all assets. 

Liability and Compensation Insurance.—Liability and compensation pre- 
miums and rates are based upon amount of pay-roll paid out and hazards of 
the various operations. Premiums are estimates and are paid in advance, 
being adjusted quarterly to the actual pay-rolls. Where occupations are very 
similar, as in a small plant, the insurance charge per department may be 
made on a per man basis according to number of men in the department. 

Taxes.— Where a company owns its plants, distribution of taxes on build- 
ings is made in much the same manner as rent, when the taxes are large. If 
small, they may be treated as a general manufacturing expense, which is apt 
to be the case when plants are outside the high tax areas. Taxes on personal 
property should be distributed to departments upon the basis of the respective 
values of the equipment. 

Depreciation.— Unquestionably, depreciation may be handled most satis- 
factorily if a plant equipment ledger or plant asset record is operated. The 
depreciation of buildings and equipment should be treated separately in the 
accounts. 5 

The plant ledger may be kept in either a loose-leaf book or a file of cards. 
Sheets assembled in binders is probably the preferable way to keep this rec- 
ord. In a large plant several different forms, all of uniform style and size, 
may be used. One form may be employed for individual units, such as large 
machines, trucks, etc.; another for buildings; another for small tools; and 
still another for miscellaneous equipment. : 

For individual units of equipment the form has spaces for the following 
information: complete description, make, when bought, age, prospective life, 
numbers, original cost, reduced value, estimated scrap, salvage or residual 
value, capacity, location, operating requirements, rate of depreciation, adjust- 
ments of value, depreciation rate per hour, day or month chargeable to costs. 
The description should include all attached parts. The ledger should be 
subdivided by departments so that the total monthly depreciation charge 
for each department may be ascertained. 
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The first step in the installation of a plant ledger is to make an analysis 
of the general plant account. In many cases it is impossible to make this 
analysis for a long period antedating time of installation of the ledger. 

Sometimes the plant account is carried at a value appraised by the direc- 
tors at time of purchase or reorganization. In other cases plant asset values 
are established by means of an appraisal made by an appraisal company. 

Some companies keep an asset disposal record into which the original 
sheets or cards for the items concerned are transferred at the time of the 
disposal of assets. 

The sum of the items in the plant ledger—a subsidiary record—should of 
course agree with the control account or accounts for plant items in the 
general ledger. 

Depreciation rates used for the different classes of equipment will, of 
course, vary. Depreciation on building values is distributed to the various 
departments upon basis of relative value of the floor area occupied by each 
department. Depreciation on the section of the building devoted to the 
general superintendent’s office, etc., should be charged to ‘‘General Manu- 
facturing Expense.” Mortality tables, or tables of depreciation rates, have 
been adopted by some trade associations which have uniform cost systems. 

Most accountants favor the straight-line method of handling depreciation. 

In order to tie in all costs, depreciation on the cost records should be the 
same as that figured for government taxes. Otherwise adjustments will have 
to be made at the end of the year. 

Steam Expense.—Steam is used to run steam engines in the power plant, 
to heat office buildings, and for manufacturing processes. Consequently, 
some of the steam expense is distributed to the Electric Power account and 
the rest to the General Manufacturing Expense account. The distribution 
should preferably be made from the readings of flow meters showing steam 
consumption. If such meters have not been installed, the chief engineer or 
master mechanic should prepare estimates as accurately as possible as to the 
steam that each department will use. The estimates are then used in making 
the distribution of steam expense. 

Power.—While the use of meters is the most scientific way to measure 
departmental consumption of kilowatt hours, nevertheless, probably a large 
majority of concerns are using horse-power ratings because of the expense 
of installing meters and the small variation in power consumption between 
different departments found to exist in some plants. 

If a company is maintaining a centralized power plant to serve two or 
more of its own manufacturing units, the procedure in freating power cost 
is as follows. Fixed rates for power and steam are determined based upon 
normal production. From the consumption as determined from meter read- 
ings, each plant and department served is charged at these fixed rates. 
This method results in a balance undistributed, which is the net cost of 
unused capacity. This additional charge made against each plant is arrived 
at by finding the difference between the cost of power consumed by the plant 
at normal fixed rates and the amount which represents its proper share of 
the total expense of the power plant for the month. This latter figure is 
based upon both the ratio of normal consumption of each plant to normal 
power plant capacity, and the ratio of actual consumption of each plant to 
total actual production of the power plant. 

Too many concerns make entirely too detailed distribution of power costs. 
particularly where power cost is comparatively small in amount. Here is a 
splendid opportunity for cost simplification. 
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General Manufacturing Expenses.— Whenever possible without too much 
detailed costing, items should be kept out, of the General Manufacturing 
Expense account and entered in segregated expense accounts, such as Pur- 
chasing Department, Pay-Roll Department, Cost Department, General 
Superintendent’s Office, ete. The General Manufacturing Expense account 
is usually the last one to be prorated to direct or producing departments. 

In the past it has been rather common to distribute this expense to depart- 
mental burden accounts on the basis of the respective direct-labor cost of 
each direct department. This basis is erroneous because the expense is 
incurred as much for the benefit of indirect as for direct labor. Therefore, 
total labor (direct and indirect) hours, total labor (direct and indirect) cost, 
or the total number of men, are more accurate bases to use. 

General manufacturing expenses are distributed according to the ratio 
that the total pay-roll of each direct or producing department bears to the 
total pay-rolls of all the direct or producing departments. 

When many departments operate at normal capacity, it may be unfair to 
distribute all of the general manufacturing expenses according to the above 
bases. For that reason this expense may be distributed upon the basis of 
a standard charge per dollar of total pay-roll based upon normal capacity 
throughout the plant. This standard charge is determined by dividing total 
normal general manufacturing expense by total normal pay-roll. This 
charge is then applied to total pay-roll of each department to get the share 
of general manufacturing expense to be borne by that department. Hours 
instead of dollars are sometimes used as a basis for such charging. Unab- 
sorbed balance of general manufacturing expense is closed into unabsorbed 
burden for the whole plant. 

In applying burden, normal burden is divided by the burden basis in a 
normal period to get the predetermined burden rate—burden rates, as stated 
before, being arrived at for each direct or productive department. These 
rates are then applied to the job, product, or operation, etc., depending on 
the type of cost system in use, in a current period, to get detailed burden 
applied or earned, according to burden basis selected. This burden is shown 
in the burden statement for each department, together with the actual 
burden which is segregated opposite the standing orders. The total burden 
applied for all departments is charged to a Work in Process Burden account 
or simply to the Work in Process account. The burden credits are made 
to Burden Applied or Burden Credit accounts. Differences between actual 
and applied burdens are handled in the manner explained on p. 626. 


METHODS OF APPLYING BURDEN.—The advantages and disad- 
vantages of the different methods of applying burden will now be discussed. 

Direct-Labor Cost Method.—This method is simplest and easiest to operate 
because pay-rolls must be prepared and labor costs can be easily secured for 
burden purposes. The method is serviceable where production is uniform and 
continuous, where labor is the chief factor, and where wages are fairly uniform. 

But the advantage of knowing elapsed time for scheduling and planning 
purposes is lost under this method. It is not suitable where production is 
fluctuating and seasonable, where wages paid on the same class of work 
are not uniform—in this case the product of workers earning a bonus being 
penalized—and where bench work and machine work are performed in the 
same department. 

The severest criticism of the method, however, is that it is based on cost 
rather than time, and burden bears more of a relationship to time consumed 
than to labor cost. 
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Direct-Labor Hours Method.—The direct-labor hours method, however, is 
based upon time, which is the chief reason for its accuracy. It is a simple 
method to use where production is uniform. Disadvantages of the method 
are small when compared to the advantages. The method may be inaccurate 
where machine and bench work are performed in the same department, and 
where production fluctuates. : 

Machine-Hour Rate Method.—In modern plants technical processes are 
intricate and complex. Homogeneous operations are limited to small areas. 
Machines and equipment are vastly different, and each machine or group of 
similar machines in one department affords a natural rather than an artificial 
unit for the incidence of burden, provided machinery is the chief factor in 
production, also the quantity of production is large. 

While there is considerable detailed work involved in first arriving at ma- 
chine rates, thereafter the machine rate method is easy to apply. There is 
no question, however, but that the machine rate has been overdone and the 
detailed work in determining the rates in many cases has not been justified. 
If the machine rate records are not carefully kept, ridiculous inaccuracies 
result. Another disadvantage raised against the method is that it is not 
applicable where machine work and bench work are done in the same depart- 
ment. 

Machine Rates.—Differences of opinion still exist as to the extent to which 
machine rates should be used in distribution and application of burden. Some 
cost accountants consider all overhead elements in arriving at a machine rate, 
and in some cases even labor ‘is included where it is difficult if not almost 
impossible to record labor costs against a particular product going through a 
machine because of the fact that operator may be changing jobs so frequently. 
A principle observed in determining machine rates is: The job should be 
charged with the various items of manufacturing cost as it has been benefited 
from their having been incurred. 

Use of machine rates does not mean that a machine rate is calculated for 
each individual machine or operation. Sometimes machines are grouped 
together in a production center where there is uniformity as to the nature 
of the work performed, the amount of investment employed, or the service 
rendered. 

Other cost accountants contend that there are three main items that 
fluctuate primarily with the running time of machines, namely, depreciation, 
power, and maintenance. Consequently, they use a supplementary or super- 
burden rate for these items only, and handle the rest of the burden items 
through a ‘‘ regular’? departmental burden rate. Cost sheets, therefore, have 
columns showing separately the regular burden and the superburden. Op- 
ponents of this practice contend that it makes use of two burden rates when 
one rate would serve the purpose just as well; and that in many cases all 
burden should be considered in setting machine rates. 

The application of machine-hour rates to boy labor where men and boys 
work on the same machines, raises an interesting question. Men are apt 
to do jobs more quickly than boys, and while men get a higher wage, the 
overhead on the jobs is less in the case of the men because of the shorter time 
they take There seems no adequate reason why differentiated burden rates 
for man and boy labor should be employed in this case in costing the product. 
If boys are adequately trained, higher costs of product during the training 
period will be reduced later when the training period has ceased. 

An account called Training Expenses may be set up, against which is 
charged that portion of the cost by which the boy’s labor, plus the machine- 
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DEPARTMENTAL BURDEN STATEMENT 


INGOmb hte Ae catimcscls.c cece tater 
NGAY Faia ca weneaonee ble whe ae 
Standing : Last 
Item Order Code Normal a cen Twelve 
No. e Months 
Indirect Labor 

Foremen and Assistants 1-100 
Inspection 1-101 
Handling Product 1-102 
General Labor 1-103 
Etc. 

ToraL 

Maintenance 

Machinery 1-110 
Buildings 1-111 
Tools 1-112 
Etc. 

TOTAL 

Supplies 

Small Tools 1-120 
Oils and Waste 1-121 
Miscellaneous 1-122 
Etc. 

ToraL 

Proportioned Charges 

Depreciation 1-130 
Taxes 1-131 
Insurance 1-132 
Steam 1-133 
Power ; 1-134 
General Expense 1-135 
Ete. 

TOTAL 


Grand Total (Actual Burden) 


No. Direct-Labor Hours 

Standard Burden Rate 

Burden Applied at Standard 
Rate 

Balance (difference between 
actual and applied) to Profit 
and Loss Account 


Form 3. Departmental Burden Statement 
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hour rate, exceeds the experienced workman’s labor, plus the machine-hour 
rate. This practice, however, may lead to abuses on the part of the shop in 
diverting perfectly proper and legitimate excessive costs. 

STANDING ORDERS.—A code of standing orders or standing order 
numbers should be prepared, showing the proper analysis of burden expendi- 
tures; there being a standing order for each major burden item, such as 
indirect labor, depreciation, taxes, repairs and maintenance, etc. This code 
cannot be drawn up until one is reasonably familiar with operations in the 
plant and activities of the service departments. 


BURDEN STATEMENTS.—A burden statement for each direct or pro- 
ductive department is prepared each month. A sample statement appears 
in Form 3. This form contains a column ‘normal’ which appears rather 
infrequently on burden statements. Usually the normal or standard burden 
is calculated for each department as a whole and not for each standing order 
on the statements. 

A consolidated burden statement of all departments should be prepared 
monthly. 

FACTORY LEDGER ELIMINATED.—One progressive step in cost ac- 
counting within the past few years has been the elimination of the so-called 
factory ledger. This has been accomplished by the increasing use of expense 
and burden statements which really constitute the factory ledger so far as 
burden is concerned, because they show a sufficiently fine analysis. Where this 
is the case, a group account known as the ‘“‘ Factory Burden Cost” can be 
opened in the general ledger, this account showing actual burden cost of all 
departments; and another account, ‘‘ Factory Burden Absorbed or Applied,” 
showing, as the name implies, the total factory burden absorbed by applying 
the predetermined departmental burden rates. 

Space will not permit of a treatment of the other steps listed in the outline 
of burden procedure. However, they are either self-explanatory or pretty 
well understood by cost men. 


Accounting for Labor 


BASIC LABOR RECORDS.—Accounting for labor in the plant, pay-roll 
office, and in connection with burden costs, has the following objectives: 


1. To determine wages due each worker in order that pay-rolls can be 
prepared, and so that no worker will be paid more than he has 
earned. 

2. To determine labor costs by units, production orders, operations, 
etc., and by departments, so that proper direct-labor costs can be 
entered on cost sheets. 

8. To obtain data for calculating burden and for charging departments 
with indirect labor. ’ 

4. To procure information for proper control of labor costs. 

The following is a brief description of the essential forms used in reaching 
these objectives: 

1. Weekly in-and-out card. Each worker has one of these cards 
which he uses in ringing ‘‘in”’ and ‘‘out’’ on the time clock. The dif- 
ference between the ‘‘in”’ and ‘‘out’’ time is supposed to indicate the 
time the worker has been in the plant each day and is checked against 
the total elapsed time as shown on the time cards turned in for each 


Sec. 13] ACCOUNTING FOR LABOR 617 


worker and time tickets for idle time turned in by the timekeeper. Thus 
the idle time of the worker is ascertained. The clock cards also are of 
service to the pay-roll department in locating differences in the pay-roll. 
2. Late and absent and overtime reports. The use of these reports is 
implied in their names. 
3. Time cards. Time cards vary according to the kind of labor 
information desired and the wage system in use, particularly the latter. 

There are two chief kinds of time cards—one for direct or productive work 
and another for indirect or non-productive work. ‘The first indicates the 
labor chargeable to a production order (Form 4); the second, the labor charge- 
able to a standing order (Form 5). A recapitulation card (Form 6)—called 
the bonus and premium report—is used in conjunction with the direct-labor 
card under the premium or bonus system of wage payment. 

Time cards should be prepared by a time or dispatch clerk instead of by 
the workers. If the plant is large, there may be several clerks who perform 
this function, each one being able to keep the time of from 60 to 100 workers. 
Workers dislike ‘‘bookkeeping”’ of any kind. Furthermore, it is more eco- 
nomical to have clerks for time recording. Actual tests have shown the 
latter practice to be decidedly the cheapest. 

In some concerns, upon receipt of bills of material and blue-prints, the 
time-setter prepares a time card for each operation or each job. He shows 
thereon the time allowed for the operation and the machine or group of 
machines on which the operation is to be done. 

All time cards are forwarded to the pay-roll department and there used in 
drawing up pay-rolls. In some cases time cards are first forwarded to the 
production department, and then to the pay-roll department, and later to 
the cost department, the same records serving all purposes. 

Bonus or premium cards are made out in duplicate. The original is given 
to the worker so that he can check up his earnings and calculate his total 
wages for the pay-roll period. The duplicate is sent with the product to the 
inspector of the product, and later it is forwarded to the pay-roll department. 
Bonus is usually figured weekly and not daily. It is good practice to insert 
in the worker’s pay envelope a slip showing how his bonus was figured. 

Daily statements of piece-work earnings may be given to the workers, 
although they usually keep their own count of piece-work. 

Labor accounting is greatly expedited by time-recording devices and tabu- 
lating equipment. 

Some special matters arise in labor accounting. These will be briefly 
described. 


LOANED WORKERS.—The first has to do with loaned workers. The 
following practice in recording loaned labor is somewhat detailed and is not 
used by many plants. 

When no burden charge is involved, in the case of the loaned worker, 
his pay-roll number is not changed. The time or dispatch clerk of the 
department (home) where the worker is customarily employed makes out 
two cards, which indicate, among other things, the department to which 
he is loaned. One card is kept in the home department; the other is turned 
over by the worker to the time or dispatch clerk in the department to which 
the worker is loaned. The clerk sends the time cards of the worker back 
with him when he returns to the home department. Then they are for- 
warded to the pay-roll department. 

Some contend that it is not necessary to use special records, such as loaned 
labor reports, for workers transferred temporarily from one department to 
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another. These cases, they believe, can be handled in the following manner: 
Each worker gets a time card for each job he works on, and for each indirect 
labor task, reporting his time on separate time cards for each department in 
which he works. He has only one time-clock number, and hence it is impos- 
sible for him to receive duplicate pay. 

By sorting time tickets to charges or charge accounts, and being sure that 
the labor charges agree with the pay-roll total by man number, the cases of 
workers loaned by one department to another, where a burden charge is 
involved, and where no burden charge is involved but only the labor cost, are 
satisfactorily taken care of. Furthermore, the detailed procedure for “‘loaned 
workers”’ described above is infrequently needed because most firms do not 
separate the pay-roll into departmental pay-roll accounts. 


SHORT OPERATIONS.—tThe last special matter in accounting for labos 
deals with short operations. When operations are of short duration, it ir 
often impracticable to charge the direct labor involved to production order 
numbers through time cards, because many sizes may be handled together 
in one operation and each size may be, on a separate order. Hence, these 
manufacturing operations are called ‘‘short operations,’ and code numbers 
are provided for them against which the labor involved is charged. Such 
accounting should be minimized as much as possible because it does not allow 
close cost analysis. 

FINAL DISPOSITION OF TIME CARDS.—After time cards have been 
filled out, they are checked. They are then placed in numerical sequence and 
forwarded to the pay-roll department. There the next step is performed, 
namely, rating and extension of time cards. This work should be checked 
by someone who has not done the original work, so as to insure absolute 
accuracy. Now the cards are used in compiling pay-rolls. 


Pay-Rolls 


TIME CARDS.—Time cards are the originating records used in the prep- 
aration of pay-rolls, the objects of which are: 
1. To calculate the wages of each worker. 
2. To assist in labor control, and partially in burden and work in process 
control. 
3. To determine the units of product made by each workman on direct 
operations. 


The third object is not always accomplished by the pay-roll because the 
units of product made are shown on the cost sheets. 

Time cards should reach the pay-roll department arranged according to 
the numerical sequence of the check numbers of workers. 


PAY-ROLL SHEET.—The basic record in pay-roll work is the pay-roll 
sheet, a copy of which appears in Form 7. 

Before the columns of the pay-roll sheets are filled out from time cards, the 
heading of the sheet should be written up, showing the department name, the 
name of the worker, his day rate and check number, and the dates of the 
pay-roll period. This saves time in preparing pay-rolls. 

A brief explanation of the entries in the columns will be made. 

The slip numbers are the numbers of the time cards of workers. The 
‘‘ charge” column shows the order numbers to be charged for the work done by 
employees. These order numbers may be either for direct (productive) work 
on production orders or indirect work on standing orders. 
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Form 7. Pay-Roll Sheet 
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It is not absolutely necessary to have the ‘‘transfer’’ and ‘“‘O. D. S. O.’’ 
- columns on the pay-roll sheet, but they are shown on the form simply to 
indicate that such information appears on pay-rolls sheets in some cases. 

Day-work and piece-work wages are entered in the “amount” and ‘‘piece- 
work”’ subdivisions of the “‘ direct’? column, respectively. The same is true 
of the ‘‘indirect”’ column. 

The “total” column shows the total earnings of each worker for each day. 

At the end of the pay-roll period, all columns of the pay-roll sheet are 
footed vertically and cross-footed to agree with the sum of the total column. 
If the work checks, it indicates that it has been done accurately. 

The next step is to enter at the bottom of the sheet the premium or bonus 
earnings of each worker in case they are not shown on a special sheet. These 
“deductions,’’ such as stock subscriptions and Liberty bond payments in 
behalf of workers, are entered to get each worker’s net pay for his pay envelope. 
Sometimes these deductions are entered in a special column provided for the 
purpose. 

In some plants the sheets have spaces for this information: 


Entered by— Checked by 
Extended by— + a 
Added by— ts We 


Some sheets also have a space ‘‘ Income tax posted’’; and columns for the 
weekly rate and the hourly rate of earnings; and overtime hours and earnings. 

Where a special method of wage payment is in use, workers should be 
informed as to the procedure in compiling pay-rolls. Otherwise they may 
feel that their wages are not being calculated correctly. 


SPLITTING PAY-ROLLS.—One step in pay-roll accounting is known as 
“splitting pay-rolls.’’ Many times when the pay-roll period is one week, 
the end of the month falls in the middle of the week. In such cases it is 
necessary to enter the cards of the last working day of the month and to rule 
footing lines after the entries of this day. Then the entries for the remaining 
days of the week are made. After all the entries are in for the last day of the 
week, another subfooting line is ruled in. The pay-roll sheets down to the 
first subfooting are now added; and then the balance of the days of the week 
down to the second subfooting—each section being added separately. In 
order to arrive at the total for the week, the two subfootings must be added. 

The next pay-roll operation is to arrive at the total of the pay-roll for each 
department, by adding the total time and amount of wages for each block on 
the pay-roll sheet. These totals are determined for each pay-roll period and 
also for each month. 

The pay-roll check is drawn for the total of the wages for the pay-roll period. 
This figure is charged to the Pay-Roll account and of course credited to cash. 
But unless the pay-roll period coincides with the cost period, there is in the 
balance sheet a liability, Accrued Pay-Roll, because pay-roll entries are made 
in advance of the payment of the last pay-roll. 


DISPOSITION OF PAY-ROLL.—At the end of the month the Pay-Roll 
account is credited and the Work in Process account charged for the grand 
total of the direct labor shown on the pay-roll sheets, and the proper depart- 
mental burden accounts are charged for the indirect labor. 

In the cost department, time cards for direct work are charged to production 
oiders; and those for indirect work are filed in back of the standing orders and 
used in preparing the monthly departmental burden statements. 
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Standard Costs 


TERMINOLOGY.—Mucbh confusion arises on subjects of cost because of 
lack of standardized or uniform terminology. An example is the loose use 
of the words standard and standardization. 

There are various phases of what might be called the standardization prob- 
lem, such as standardization of product, machinery and equipment, opera- 
tions, methods, cost, and terminology. Furthermore, even the terms, stand- 
ard costs, average estimated cost, and budget cost, are not always used with 
precision. Standard costs may be defined as costs based upon normal pro- 
duction rather than on average production, due regard being had to both 
current conditions and what is known or anticipated with respect to the 
future. Normal production of an organization varies with the industry but 
is usually regarded as 80-85% of the practical capacity. Not only norma! 
production, but also current and probable future conditions, should be con- 
sidered in determining standard costs. 


Average estimated costs, as the name implies, is the estimated cost for a 


future period based upon past averages. 

Budget cost may be set for varying speeds of production—30-60-80-90%, 
etc., of maximum production. Alternative budgets for these different speeds 
of production are sometimes prepared. But budget cost may correspond to 
standard cost in case it is estimated that a forthcoming period will be a 
normal one. 


SETTING OF STANDARDS.—The preparation and recording of standard 
costs will be briefly described. 


MATERIAL STANDARDS.—Standard material costs are based upon the 
specification sheets, rates of past material consumption (regular and waste), 
contract prices, current market prices, past and prospective prices and costs. 
If a firm has inadequate past records for establishing material standard 
costs, it may put a given product through a test run to determine standard 
material consumption for both quantity and cost. However, a test run is 
often not satisfactory because it does not represent a fair standard per- 
formance. 

Standard prices for materials bought are sometimes carried into the records. 
The procedure briefly is as follows: A sticker or distribution slip is attached 
to an invoice or an invoice stamp is used, the standard purchase price in 
addition to the actual price being inserted on the invoice. The stock record 
clerk, after receiving and entering on the stock records the receiving slip for 
the goods transported from the receiving department to the stores depart- 
ment, forwards it to the purchase department, where the sticker or distribu- 
tion slip is filled out with the standard price of material purchased. If 
quantity on invoice and that received vary, the difference, if large, is adjusted 
with the vendor. If not large enough, it is shown as a loss or gain, as is 
also the difference between the actual price of material and standard price. 

At end of month a summary is prepared showing losses or gains on each 
class of material bought. 

Standard prices of material are adjusted when conditions warrant, in 
many cases only once a year. They are not used in connection with all 
material purchases, as in the case of some expense materials and supplies, 
and material purchased for a special order. In these instances actual cost 
is charged direct. 

LABOR STANDARDS.—In determining labor standards, standard rates 
of pay are established for each department. being based upon the average 
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earnings of workers on a given class of work at the time the standards are 
set. If there is not sufficient experience upon which to base standards, 
time studies may be made. Such studies, however, are practical only in 
continuous process industries—not in a special order or jobbing business, 
where orders vary so widely. An order made one month may not be made 
again for several months. But in this case an estimated cost may be arrived 
at against which actual cost of the order is checked. 

Some firms record both standard time and labor cost, and actual time and 
labor cost, on time cards or tickets. The total standard labor costs for each 
department are also calculated. 

Some firms carry both the standard and actual labor cost into parallel 
columns in the Work in Process accounts by lines of product for comparison 
purposes, and the ratios between the standard and actual labor costs are 
calculated and shown in these accounts. 

But in the case of piece-work, some contend that the rates are the labor 
cost standards, so that there is no necessity of placing the standard time on 
the time cards. In such cases, however, when examining the pay-roll it is 
often discovered that for various reasons day-work allowances to apprentices 
and to experienced workers have been made in setting labor standards. This 
matter may be handled by charging all of these allowances to burden, thus 
leaving in the labor accounts the exact amount of production times the piece 
rates. Others believe that any allowance made should show up as a variation 
from standard labor costs. However, no factory probably will ever run 100% 
on piece-work. 


STANDARD BURDEN.—The calculation and application of predetermined 
departmental burden rates have been explained on page 608. In this section, 
attention will be devoted to three questions: 


(a) Length of time to be considered in arriving at these burden rates as 
well as standard labor and material costs. 

(b) Method of recording unearned or overearned burden, as the case 
may be. 

(c) Frequency and method of writing off the difference between standard 
burden and actual burden. 


(a) There are two points of view with respect to the first problem. One 
is to use the fiscal year in setting predetermined burden rates; the other is 
to use a cycle of years. 

An excellent statement with respect to the latter practice is found in the 
uniform system of the Electrical Manufacturers’ Council issued Oct. 1, 1922. 
The statement follows: 


The fiscal year is largely an arbitrary period and may not represent average conditions. 
Consequently, the attempt to absorb the indirect expenses in the costs of the fiscal period 
in which they are incurred may work injustice or entail loss. It is, therefore, sound account- 
ing and good financial policy to recognize, in determining the cost of production, the prin- 
ciple of the continuity of time. 

To avoid violent cost fluctuations, normal or mean average rates based upon a cycle of 
years should be used in cost estimates and in costing production and shipments. It will 
take study and care to determine such rates and to keep them normal. 

It is recommended, therefore, that: 

(1) Normal or average rates (based on direct labor, direct labor hours, or machine 
rates) be established for separate departments or classes of product and used for cost 
estimates and in costing production and shipments. 

(2) A separate “Reserve for indirect manufacturing expenses” be set up for each 
department or class of product, created primarily from amounts over-liquidated, i.e., 
amounts charged costs of production in excess of actual indirect manufacturing ex- 
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penses, during periods of abnormal production, when the rates used in costing are 
higher than the actual. If the reserves established in this manner are insufficient, 
they may, if the Board of Directors approves, be supplemented by appropriations 
from surplus. 3 

(3) Under-liquidations of indirect manufacturing expenses, during periods of 
subnormal production, in any department or class of product, be charged against its 
reserve. | 

(4) Constant study and comparisons of the production and expense factors be 
made by means of charts and statements, so that the established normal or average 
rates may be periodically corrected or revised as experience or conditions may require. 

(5) Inventories at the close of the fiscal year should be valued, for balance sheet 
purposes, upon the basis of normal rates of overhead. 

Nore: When, a a policy of conservatism, an adjustment of inventory is made to 
the basis of curren. overhead cost, in those years when current rates are lower than 
normal rates, this adjustment should be a temporary entry to be reversed at the 
beginning of the succeeding fiscal period, and this practice should be interpreted as 
the exercise of executive conservatism rather than cost accounting procedure. 


This statement also bears on the third problem raised above. 

(b) In booking the difference between standard and actual burden, two 
accounts may be set up for it, one called ‘‘ Burden Variance’’ and the other, 
“Unearned and Overearned Burden.’’ The former shows the difference 
between the estimated and the actual burden; the latter, the difference 
between the estimated burden and the burden applied at predetermined 
standard rates. Those who favor this method contend that there are two 
distinct factors in the difference between the standard and the actual burden; 
and that they are overlooked if only one account is kept to show the difference. 
However, others contend that keeping these two accounts for the difference 
complicates the bookkeeping, and that the difference can be analyzed well 
enough by simply setting up one account—the Unearned and Overearned 
Burden account. 

Some of the reasons which cause the difference are: variation in labor rates 
and efficiency of labor, idle equipment, etc. 

(c) The usual practice is to write off to Profit and Loss the differences 
between burden applied at standard rates and actual burden, at the end of the 
year instead of each month, because an underabsorption one month may be 
offset by an overabsorption the next month. Still, some cost men contend 
that the most scientific way of handling these differences is through a Reserve 
for Overhead account; the business cycle, rather than the fiscal year, being 
considered in setting up the reserve. 

The Machinery Builders’ Society which issued a uniform system—‘‘ Stand- 
ard Accounting and Cost System’’—in January, 1922, favors the practice 
of writing off the differences monthly or yearly. The following is a quotation 
from this system: ‘‘The unapplied indirect factory expenses created by 
subnormal production should be charged off each month against operations 
or at least at the end of each closing period. Conversely, if due to abnormal 
production, an excess amount of indirect factory expenses has been applied 
to cost, such amount should be credited to cost of operations.” 

The writer favors the yearly practice. It is not good policy to defer 
burden during a period of declining prices, because there may not be sufficient 
profits to wipe off the deferred charge and a concern is simply postponing a 
matter that might as well be faced earlier and disposed of, and should not rob 
future years of the income which properly belongs to such periods. Those 
who favor the ‘‘reserve method”’ as outlined state that it makes provision in 
advance for just such a contingency. 

Statement of Variation.—Some concerns prepare a statement showing the 
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variations between actual burden and normal burden, arranged by depart- 
ments and months. Such a statement contains the following information: 
normal burden basis (direct labor hours, or whatever it is); actual direct 
labor hours; actual burden, in a total figure; burden rate; total burden 
applied at the burden rate; variation (loss or gain) between normal or actual 
burden; and the variation (loss or gain) between normal and actual burden 
to date. 


FINAL DISPOSITION OF STANDARDS.—Standard costs may be posted 
to the cost sheets against which actual costs are checked. 

In preparing the profit and loss statement some cost accountants show 
the standard cost of sales and below this item the various accounts represent- 
ing the variations between actual and standard costs. The difference, 
therefore, between standard cost of sales and these “Variation’’ accounts 
equals actual cost of sales. 


ADVANTAGES OF STANDARD COSTS.—The following is a succinct 
statement of the outstanding advantages of standard costs: 


(a) They are useful in setting selling prices. 

(b) They are used in valuing inventories. For this purpose standard 
costs carefully established are apt to be better in the long run than actual 
costs of a given period. 

(c) They are valuable in controlling and reducing costs, and promoting 
efficiency. Efficiency is a relative term. A manager cannot determine 
the efficiencies of men, machines, departments, etc., unless there are 
standards against which actual performances may be compared. 


SERVICEABILITY OF STANDARD COSTS.—An interesting question is: 
To what extent are standard costs serviceable? Or, to put it in another way, 
Can standard costs be used to advantage in all of the types of cost systems 
discussed on pages 628 to 635? 

In the special order type of cost system, standard costs are not worth much 
because each job is apt to vary so greatly in nature and cost. In this case, 
however, the cost of each order may be estimated and checked with the actual 
cost. It should be emphasized, however, that this estimated cost is not a 
standard cost. 

In all other types of cost systems, however, standard costs are very useful. 
In some cases it is too expensive to record actual costs. Then standard 
costs should be used. In other instances, actual costs cannot be obtained, as 
in a joint product industry where products move along together up to a 
certain point. Actual costs are not so necessary in a continuous process 
industry. In some instances actual costs are not typical—then standard 
costs should be used. 

Another question relating to standards frequently raised is: As a check on 
production, is not the establishment of standard units of time for labor and 
material sufficient, without extending this time into money, admitting the 
desirability of standard costs for inventory purposes? One point of view on 
this matter is that, if these standard unit times are arrived at, it does not 
require much additional work to calculate standard costs. Another point of 
view is that the most important thing is to determine these standard unit 
times and then if care is taken to see that production is going through in 
standard time, the costs will, to a great extent, take care of themselves 
automatically. Hence, no real need exists of carrying standard costs, with 
the exception of burden, into the Work in Process accounts, 
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Types of Cost Systems? 


SYSTEMS CLASSIFIED.—One of the most important phases of cost 
accounting is to select and use the best type or types of cost systems suitable 
to each individual company. Too many cost accountants assume that the 
type of cost system which they have inherited or devised themselves is 
necessarily best fitted to existing conditions, which too frequently is not the 
case. By accepting the status quo, irreparable harm may be done in decreas- 
ing the usefulness of a cost system to the management. Seldom can one type 
be used advantageously in all departments of a given concern. 

The best main classification of cost systems, the writer believes, is: 


1. Special order 4. Operation 
2. Product 5. Process 
3. Class 


The chief features of each of these types will be considered in turn. 


SPECIAL-ORDER TYPE.—The special-order type of cost system gets its 
name from the fact that each customer’s order, when translated into a produc- 
tion (or factory) order, is separately costed apart from all other orders; and 
because each order is more or less special. Each order calls for the manufac- 
ture of a certain number of units. This type of cost system is, without doubt, 
still the most common and hence the best known. But it is too prevalent 
and often is unsuitable, but fortunately is being widely supplanted. 

Direct material and direct labor are charged directly against the order, 
and burden is applied to the order usually according to one of the three 
common methods of handling burden, viz., the direct-labor cost, direct-labor 
hours, or machine-hour rate. When the detailed costs of the order are 
assembled on the cost sheet for the order, the total cost is divided by the 
number of units, tons, yards, etc., to get unit cost of the order. The costs 
of orders are usually compiled too late to be of service in day-by-day control. 

While an order is still in process it may be necessary, because of a rush 
demand by a customer, to make a partial shipment of the units completed 
on the order to the customer, but the entire cost of the order cannot be 
determined until all the order is completed. If this is the situation, however, 
care should be exercised to arrange quantities on orders so that the costs of 
the order can be calculated as soon as possible after its completion. Indi- 
vidual parts may be made in one set of quantities and sub- or minor assem- 
blies are turned over for major or final assembly. But there is usually 
trouble in charging parts costs to assembly costs, even though care is taken to 
limit quantities on any orders. Assembly work usually begins before all the 
parts necessary for assembly are done. 

Nevertheless, this condition may be handled in the following manner, which, 
however, is not entirely satisfactory: 

The last previous cost or the standard cost of parts may be used in costing 
assemblies. However, in this case standard costs should be employed only 
in case there has been sufficient past experience upon which to base them. 
But this standard cost is not the usual ideal standard cost based upon normal 
production but rather one based upon the figures for the previous two or 
three months. 

Delivery sheets or forwarding slips or sheets show completion of parts as 
they are forwarded into a parts stockroom. Parts are entered on stock rec- 


_ %Some of the material under this heading was suggested by writings of Mr, A, F. Stock 
in Bulletin of Lybrand, Ross Bros. & Montgomery, N. Y. 
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ords as completed at the last previous cost or standard cost mentioned above. 
Under this method, parts are then requisitioned for assembly at the previous 
or standard cost figures. This procedure does not mean that the actual costs 
of the order are not assembled later. The actual costs become the basis for 
the ‘‘next previous” cost. When actual cost is entered on stock records, 
next average price can be adjusted to take care of difference between actual, 
and estimated or last previous cost. 

The point was made above that under a special order system, partial 
shipments are often made. These must be accounted for on the profit and 
loss statement. The estimated cost of these shipments cannot be credited 
fairly to the actual cost in the Work in Process accounts or to Finished 
Stock accounts. Consequently, an offsetting account, ‘‘Estimated Cost,” 
is opened. This account is credited and cost of sales is debited with the esti- 
mated costs of the partial shipments, which, as the name implies, is an esti- 
mated cost based on previous cost or standard cost. 

The cost sheet for the order has a space for noting whichever one of these 
costs is used. 

Later, the Work in Process account is credited with total actual cost of 
the order, the estimated cost account being charged with a sufficient amount. 
to wipe it out and the balance is debited or credited, as the case may be, 
to cost of sales. 

The special-order system should be used only in industries where material,. 
labor, etc., vary considerably. It is used chiefly in jobbing shops. Because 
orders are costed late and because each order may be different than every 
other, the shop management can make no intelligent use of order costs. 
But the shop management may get some value out of costs of orders if they 
are shown on a sheet analyzed by classes of products, by major operations, 
and given per unit, ton, piece, etc. 

In determining the cost of an order it is not sufficient to get the material 
and labor costs in total. Material costs of parts and labor costs by operations 
should be shown on the individual parts cost sheets; and of course the total 
costs of parts are carried over to the assembly cost sheet. 

Samples of cost sheets appear in Forms 8, 9. 


PRODUCT TYPE.—The product type of cost system is applicable where 
a company is making a standard catalog line of goods, manufacturing the 
same product over and over again. In this case order numbers are dis- 
regarded and costs are charged against product or part numbers, for the 
reason that it is impractical to try to separate lots of orders going through a 
plant of the character just mentioned. Furthermore, quantities vary con- 
siderably as between operations. Work is scheduled by referring to a definite 
quantity of a part number to be made on certain operations. Then, too, there 
is no physical check-up between one operation and another with respect to the 
quantity finished on any particular order number. ‘The costing is simplified 
if there is little or no defective work or spoilage. Time cards are filed against, 
the product or part number by major operations; quantities made, of course, 
being noted. 

Labor and burden are divided by total quantity made on an operation for 
the period, in order to determine an operation unit cost. Because quantities 
vary as between operations, in order to get the total cost of a part for a period, 
the individual operation unit costs must be added. Where there is no 
spoilage, the final quantity completed can be multiplied by the total of the 
individual operation unit costs and the Work in Process account credited 
accordingly. 
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Where a large amount of spoilage occurs, the cost methods used under the 
product type are somewhat complicated. The procedures to be described 
are used only when quantities made are large. A separate cost sheet is 
prepared for each product or part number; also for minor assemblies; and 
for major assemblies. Labor and burden are charged by operations, and the 
total of these two major costs divided by the quantity made shows total labor 
and burden cost of each unit of product completed. The cost thus far 
includes that of both bad and good pieces. Opposite each operation cost is 
shown the quantity defective at each operation. Multiplying this figure by 
the total cumulative unit cost up to this point gives total labor and burden 
loss of defective pieces. The figures in the columns on the cost sheet are 
added. If all pieces were good, the work in process could be properly cleared, 
but because of defective work, a certain figure must be added to this total cost 
to provide for a loss which otherwise would never be credited to work in 
process. 

Divide the total loss of defective pieces, which includes labor and burden, 
by the final quantity of good pieces made at the end of the last operation 
which gives loss per good unit. Adding this loss to the previous cumulative 
cost of each unit, gives total labor and burden cost per unit. Then adding 
material cost per unit good, gives total factory cost. 

Some of the advantages of these methods are: Actual costs of each operation 
for quantities completed are secured regardless of order numbers or lot 
numbers. This is quite serviceable to factory managers, rate-setters, time- 
study men, etc. The inspection department, of course, reports defectives 
on each operation. 

It is not necessary to wait for costing of orders before any credit can be 
made to work in process, but actual costs for the previous period can be 
posted to stock records and used as against whatever parts were made 
during the month. 

In many companies, the same results as described might be secured through 
proper production planning and control and issuance of shop orders for large 
lots, representing several hundred actual or anticipated customers’ orders. 
But production orders are frequently not handled in this manner, and hence 
use of product costs is simpler and safer. 

If spoilage is negligible, simply divide costs by production to get the unit 
costs. If no inspection department exists, and no standard waste percentages 
have been set, an easy way to get spoilage out of Work in Process accounts 
is to have each department physically segregate its scrap and turn in periodical 
reports showing parts scrapped and their stage of completion. The cost can 
be credited to Work in Process and charged to the Scrap account, which 
becomes a part of general factory expense. Sales of scrap are credited to 
Scrap account and the balance is a loss which goes into Profit and Loss account 


CLASS TYPE.—The class cost system possesses utility where products are 
made in small job lots in great variety. Undér this system articles are 
grouped into classes and costs are calculated for each class on some suitable 
unit basis, such as pounds, cubic feet, ete. In some instances, costs may be 
analyzed further for the articles in the class, while in other cases such analysis 
is not only impracticable but impossible. 

This type of system has been found serviceable in small jobbing foundries 
manufacturing a large number of orders monthly. In such a plant some 
patterns are used very infrequently. In one case 90% of the orders were for 
five castings or less per pattern. Formerly, this concern had a special-order 
system, The detailed work in costing each order separately was great, 
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Furthermore, the sales department was constantly confronted with this 
question whenever a customer came in with a new pattern: ‘‘ Which one of 
our past orders is similar to the new one?’ Usually, no such order was 
found. Consequently, cost of each new order had to be estimated and it was 
often more or less worthless because of the frequency of requests for estimates. 
In a jobbing foundry where few castings are made on an order, it is almost 
impossible to ever get two costs alike. The concern in question needed a 
system which would show average cost per pound of certain classes of castings. 
Such a system was installed. The product was divided into some 16 main 
classes by weight and into 3 subclasses; no cores, simple cores, and difficult 
cores—making some 48 classes in all. The installation of a class cost system 
would not have been necessary if the company had made hundreds of castings 
from the same order, and if the jobs had lasted for some time. Castings of 
over 2,000 pounds, however, were still costed on a special-order basis. 

After the new system was put in, when a new order was received, it was 
determined into which class it belonged; then past costs of that class were 
very useful in estimating the cost of the new order and in establishing a 
selling price. Furthermore, the class costs enabled the management to 
decide on the profitable classes to make and sell. 

Class costs may be satisfactorily used also in the plating department; the 
cost basis being either units produced, square inches plated, or pounds plated. 

One feature which sometimes can be used in conjunction with the class 
cost system is the factor-unit basis. This basis is established for the different 
sizes of product, and product is classified according to the complexity or 
difficulty in handling each class. For example, it is said that this product is 
twice as difficult to make as this one and go on. 

Under the class cost system, time tickets may be turned in for both order 
numbers and class numbers. If class costs show any large variations, order 
costs can be compiled and analyzed to discover causes of variations within 
a given class. 


OPERATION TYPE.—Under this type, direct labor, or labor and burden 
are combined and divided by a common unit of production for one particular 
operation, or a group of operations. 

This type is common but could be used more frequently. It should not be 
confused, however, with keeping of operation costs in connection with special- 
order cost, where operation costs are simply a further analysis of order costs. 

In the operation system there are no order or shop numbers so far as costs 
are concerned. All labor is charged directly to an operation because the 
product is usually mixed up as to orders. 

The operation cost, for example, may be used in a rubber tire factory. Of 

course, in making or building tires, each size is costed by itself, but other 
operations are costed on an operation basis; e.g., the mixing of various com- 
pounds is done on the cost basis of the number of pounds mixed; the fabrics 
and rubber going through the calender are divided by the number of linear 
yards calendered; the curing cost per tire cured is determined; etc. There 
may be two groups of operation costs: (1) for cord tires, and (2) for fabric 
ires. Other operations, such as trimming the tread and bead rinds, are 
costed on a unit tire basis. It is necessary in an operation system to have 
good production records, so production at end of each operation may be 
known. The costs per unit of operations in manufacturing a tire are shown 
separately «nd added up to get total cost. 

Material costs are obtained from specifications. A practical assumption 
made is that all tires finished in one month were made at that month’s 
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operation costs. This is not always ive because of the lap-over of a few days 
between months, but the law of averages should work out. The quantity of 
each size made multiplied by total cost per tire gives the figure for crediting 
work in process and charging finished stock. The tire cost, which is built up 
as a summary of operation unit costs, is sometimes called synthetic cost. 

After an operation cost system has been operated for a while, standard costs 
may be established and credited to work in process. Standards need be 
changed only periodically, perhaps every 3 months. 

Defective work becomes part of burden and is credited to work in process. 
If this is impossible, standard waste percentages for each operation may be 
used. 

The operation system, therefore, is used where specific orders lose their 
identity and where it is practical to keep costs for certain operations by 
common units. 

A production and cost record serviceable in connection with an operation 
cost system appears in Form 10. 


PROCESS TYPE.—The process system is used where all three elements of 
cost can be divided by some common unit of measurement, pound, foot, piece, 
etc. Under the process type of cost system we do not simply get a process 
cost per pound or gallon, etc., but we have an analysis of cost by major opera- 
tions, material cost per basic unit, etc. Under this type one should watch 
changes in work in process, and consider the beginning and ending inventory 
in getting current month’s cost. 

Chemical plants often use the process type of system to advantage. In 
some chemical plants, all departments are costed on process basis, which 
does not usually hold in other lines of business. 

Foundries use the process cost up to the pouring of metal in molds. The 
galvanizing department may use the process type. 

Plating departments rarely are on a process basis, but where all products 
are nearly enough alike so that they consume about the same amount of 
material, labor, and burden per certain unit, such as square inches, the 
process system can be used advantageously. 

Other industries using the process system are: Coal mining, ice, stone 
quarries, and paper concerns which make one type of product, such as heavy 
wrapping paper, and others. 


Advantages of Cost Accounting 


BASIS OF MANAGEMENT.—Probably the greatest advantage of a cost 
system is that it makes for more effective control and co-ordination of a 
business than any other mechanism of management. Cost accounting is not 
an end-in itself. It is a diagnosis of business ills, not a cure for them. The 
management should supply the cure after proper diagnosis. 

By setting up standards of performance and standard and budget costs 
for men, machines, and materials, and comparing actual performances and 
costs with these standards, a definite conception of the efficiency of the fac- 
tors in production, distribution, and administration is secured. Remedial 
measures can then be instituted to eliminate or reduce waste and to control 
and co-ordinate the business more effectively. Control and co-ordination are 
words used more and more by cost men and managers. They are as vital 
in management as the words ‘‘debit’’ and ‘‘credit’”’ in accounting. 

Equipped with cost data, managers are in position to formulate business 
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’ 
policies with intelligence and with assurance which comes from the possession _ 
of experience data. With these facts budgets can be prepared; labor troubles 
can be more intelligently discussed with greater probability of an equitable 
settlement for all parties concerned; wastes of various kinds can be eliminated 
or reduced; and business conditions can be forecast better; etc. 

After business policies are formulated on the basis of facts, there is greater | 
probability that the policies will be carried out, because cost systems provide 
information with which to realize the day-by-day control of the business. 


COST MANAGEMENT.—Cost systems foster the increasing use of scien- 
tific method, so called, in business pursuits. Industry is rapidly adopting a 
new type of management—cost management. This is management based | 
upon facts—the facts resulting from use of a cost system. In industry sev- 
eral types of management have emerged: the military, Taylor or functional, 
Emerson or staff, committee, departmental, and divisional. Advocates of 
these types have not laid as much stress on the absolute necessity of adequate 
industrial facts, as have those who believe that cost management is growing. 

Only by use of cost records can the multiple activities of modern business 
conducted under the factory system—which has supplanted earlier systems 
of industry, such as the family, handicraft, and domestic—be thoroughly 
visualized and proper policies formulated and carried out. Formerly the 
need for cost systems was not so imperative, because owners, who were also 
managers, were intimately in touch with details. This condition is not now 
common. Modern managers, directing the policy and operation of large 
businesses, must rely on records in visualizing the conduct of the business, 
s0 as to exercise intelligent control. 


UNIT COSTS.—These records must be planned to show accurate unit costs, 
which, however, are not 100% accurate, because it is impossible to measure 
-with exactness the incidence of certain burden items. Total costs alone do 
not satisfy managers; neither do average costs in many instances. 

By keeping unit costs, profitable and non-profitable lines are clearly 
recognized. Thus the management can choose the kind of goods to push. 
Unprofitable lines need not always be abandoned. They may be continued: 


1. For sake of their advertising value. 

2. For purpose of completing a line. 

3. For maintaining production in slack seasons because of organization 
and equipment which are expensive, due to fact that part of over- 
head is fixed and continues despite of changes in production volume. 


Overhead formerly charged to a product no longer made must be borne 
by the products still being manufactured. If production of remaining units 
is increased sufficiently, thus taking up the ‘‘slack,”’ higher unit costs do not 
result. The main effort is to increase sales of the paying product. 


DETERMINING SELLING PRICES.—The advantage of cost systems as 
aids in establishing selling’ prices has been overemphasized. It holds true 
when a concern works on a cost-plus contract, when it has a monopoly, 
and when its product is highly specialized, as in case of a number of jobbing 
industries, and so considerably different from products of other concerns. 
But even industries manufacturing standard competitive lines of products 
must have definite bases for determining original selling prices of these prod- 
ucts. Some selling prices are established by ‘‘charging what the traffic will 
bear’’; but usually they are set by competition. Selling prices frequently 
determine costs, Thus in packing concerns and chemical plants, costs of 
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major, joint, and by-products are distributed in many cases over these prod- 
ucts according to respective sales (market) prices of these products. 

Instead of saying that one function of a cost system is to enable a concern 
to establish intelligent selling prices, it is better to say that it aids in estab- 
lishing the lower limit, below which there is no profit on sales, called the 
point of profit or step-loss point. j 

Too frequently, in determining selling prices, volume is disregarded by 
managers who do not consider that there are certain fixed expenses which do 
not fluctuate, whether volume is great or small; consequently, the higher 
the volume of sales is above this line of fixed expenses, the greater the chances 
are for making money. 

The basic theory that might be advanced, then, is that the manufacturer 
should try to obtain, at least, such a volume of business as would pay the 
fixed expense of operating his plant, and also the variable expense which 
rises in proportion to the volume of production. Expressed in other words, 
each concern has what is known as its ‘‘point of profit’”’ or the sales volume 
needed to operate without loss and from which profits commence to accrue. 

It has been conceded by some authorities that a manufacturer should make 
the major part of his profits on the ‘‘effort of manufacture.” The more effort 
one particular product requires over another, the more profit that particular 
article should bring. The whole theory of manufacture is to purchase 
material and then apply labor and the expense of co-ordinating labor and 
material (which is burden), in such a manner as to bring about a profit. 
This theory means effort. The manufacturer who adopts this theory does not 
consider so much the buying and selling of the raw materials as he does the 
effort put on the materials.* 


NORMAL PRODUCTION.—Many firms vary production with changes in 
sales conditions by increasing production as sales increase, and vice versa. 
In periods of depression, equipment and labor may be idle, with the result that 
unit costs increase. In many cases it is better to cut selling prices slightly 
rather than to ‘hold the market,’’ because the plant could then run more 
normally, and turn out product that could absorb “‘fixed”’ overhead, which 
otherwise would be dead loss. Production, therefore, should be as normal 
as possible. It is helped by standardized equipment, which depends on 
close correlation between operating departments, so that all may operate as 
uniformly as possible. Normal production is also helped by standardization 
of labor, which materially decreases labor turnover. Scientific management 
aims to bring about a standardization of labor approximating in degree the 
standardization of equipment accomplished largely through the interchange- 
ability of parts for machines. 


OTHER ADVANTAGES.—Other departments than sales—particularly 
production and financial—are helped by a cost system. With a system of 


\ 


4 See Official Publication, Vol. IV, No. 9, of the National Association of Cost Accountants, 
“Prices, Profits and Production,” by A. F. Stock and M. B, Gordon. This article contains 
a “point of profit’ chart bringing out the application of the ideas explained in the foregoing 
quotations. The same kind of chart appears in an article, ‘‘Finding the ‘Stop Loss 
Price Point,’”’ by H. R. Boston, published in Industrial Management, Nov. 1921. 

A method of “profit addition’”’ somewhat similar to the “effort of manufacture”’ basis 
referred to above is explained in the uniform cost system adopted jointly by the Label 
Manufacturers’ National Association, the Folding Box Manufacturers’ National Asso- 
ciation and the National Association of Employing Lithographers. This method is ‘‘based 
on the difference between the manufacturing effort turnover and the material turnover, 
a certain percentage being added to the manufacturing effort value and a variable per cent 
being added to the material value, depending upon the rate of material turnover,” 
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cost records and also a system of production control, costs may be reduced, 
which is important today, owing to keenness of competition. It can be 
determined with the use of cost records whether it is more economical to make 
or buy certain goods, and which methods of manufacture are more economical. 

If budget costs and standard costs are calculated, a firm can work out an 
intelligent financial plan, knowing what expenditures will have to be made 
and the possible receipts to be expected from various sources. Fixed capital 
and working capital needs can be determined, and steps taken to procure 
necessary funds needed to operate the business successfully, without tying 
up too much capital in inventories. 

Another advantage of a cost system is that it enables monthly financial 
statements to be prepared because perpetual inventories (stock records) for 
raw materials, supplies, work in process, and finished goods are kept. If 
stock records were not maintained, it would be necessary to take a physical 
inventory before the statements could be drawn up. 

With accurate profit and loss statements it is possible to make comparisons 
for different periods of costs and profits on the whole business and the sub- 
divisions thereof, such as operating, selling, and administrative departments, 
and for processes, jobs, and lines of product, ete. Furthermore, with detailed 
cost data a basis is provided for comparison of total cost and the various 
elements of cost with past costs of similar units, with estimated or predeter- 
mined costs of the same unit, and subsequently with cost of similar units. To 
make cost data valuable for comparisons as between different periods, it is 
often necessary to keep the details in terms of units of material and labor as 
well as in monetary terms. By comparing balance sheets as well as profit and 
loss statements, changes in assets, liabilities, and capital can be ascertained. 

Workers benefit directly and indirectly from better cost methods. Costs 
are reduced and wages either remain the same or are increased. By keeping 
performance records of workers, promotions in rank, wages, and salaries may 
be made on a fairer basis than if such records do not exist. If costs are re- 
duced, selling prices can be reduced, which means that workers can buy more 
with their dollars. Employers are benefited through cost reduction. They are 
able to visualize the conduct of a business through cost records. They must 
have these because they cannot keep in touch personally with conditions as 
formerly when contact between employer and workers was more intimate. 

The public pays for excessive costs which result from unnecessary waste in 
operations and from labor troubles. Many of these industrial ills. are ameli- 
orated, if not eliminated, if costs are better recorded and made public.® 


Cost Reports and Managerial Uses of Costs 


EXPENSE AND BURDEN STATEMENTS.—The final steps in cost 
accounting are the preparation of cost reports and financial statements, such 
as expense and burden statements, cost sheets, cost of sales analysis, monthly 
report of sales, inventory statements, balance sheets, and profit and loss state- 
ments. The two financial statements will not be discussed in this section. 


One of the most important sets of cost reports are expense and burden 
statements, in which indirect costs are entered. 


See publication of the National Association 7 i i 
up t it of Cost Accountants, “Radio Educational 
rarer for material on “What Cost Accounting Means to Industry,” ‘“ Advantages 
ost Accounting to Workers, Employers and the Public,” prepared by J. P. Jordan. 
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Indirect costs are of two classes: 


1. Expenses, which after collection are distributed to other expense 
accounts or to burden accounts. Some examples of these expenses, 
for which statements are drawn up, are steam, compressed air, power, 
trucking, and cost department expense. 

2. Burdens, which are the final collection of all indirect costs of each 
direct or productive department. Burden statements show the detailed 
burden and, of course, burden appears on cost sheets likewise. 


Before expense and burden statements can be prepared, a code of standing 
orders must be prepared which can be done intelligently only after the concern 
has been departmentalized. These are often gotten up in booklet form. 

A controlling account for each expense and burden account must be opened 
in the general ledger. Debits to these controls are made from journal 
entries. All expense accounts are cleared monthly into the burden (debit) 
accounts. The burden control accounts should never be credited during the 
year except for correction, the credits for burden applied at predetermined 
or standard rates being made to a parallel “Burden Credit”’ account. These 
parallel accounts are opened in order to allow the burden accounts, both 
debit and credit, to accumulate, thereby giving a control for burden state- 
ment purposes which otherwise would be impossible. (See also discussion 
of burden or overhead in this section.) 

In general, all expense and burden statements include three main features: 


1. A section showing details of all charges to the account. 
2. A section showing disposition of the cost: 
(a) In the case of expense accounts, this is a complete distribution 
to other expense accounts and to burden accounts. 
(b) In the case of burdens, this is the amount applied to costs at 
standard rates. é 
3. A section showing comparative unit and average costs. 


A sample form of expense statement appears in Form 11. A sample form 
of burden statement may be found on page 615. 


FOREMEN AND COST DATA.—Practically every progressive manager 
and cost man believes that department heads and foremen should be furnished 
with certain cost data, but considerable difference of opinion exists as to how 
much cost data they should get. A great amount of educational work in 
cost methods among foremen remains to be done, however, before they will 
extract the most out of cost figures submitted to them. 

When foremen receive cost figures, they are likely to regard themselves 
as managers in the true sense of the word, and consequently will manage 
better than if no cost data were furnished them. 

The point has been advanced that the tendency to take away some of the 
duties which foremen formerly had under the military type of management 
has possibly been carried to an extreme; and that foremen ought to have 
much to say about the planning of work and the control of production in their 
departments. Prior to the days of F. W. Taylor, the pioneer in scientific 
management, the foreman had too many duties and was ‘‘Jack of all trades 
and master of none.” Taylor, his followers, and other industrial engineers 
have advocated a rather distinct separation of planning and performance, 
and the carrying out of this separation has resulted in the foreman being 
relieved of many of his former duties. Today, some feel that this develop- 
ment has been carried too far. 

It may, nevertheless, be reiterated that foremen should get certain cost 
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Holden Manufacturing Company 
Trucking Expense, June, 19— 
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Jan. 1 to Month Month of 
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Truckxine ExpEnssE: 
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$ 932.07 | $ 144.22 | $ 145.16 
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Si eects rng, Mee eee rater enn -38 5.78 


$1,520.38 


Form 11. Expense Statement 


data. But it must be properly assembled and of such a nature that they can 
readily interpret and use it. Order cost sheets are of little or no value 
to foremen because they get them too late to control costs. Furthermore, 
even if foremen get them promptly, they are usually too many to analyze. 

Then again, the man in the shop likes to refer to production in total or to 
measure it with some sort of standard and not by different order numbers, 
even though there may be specific orders for different customers. 

But order costs are of value to foremen if they are grouped by classes of 
product, by major operations, and by units of product, such as foot, piece, ete. 

Most concerns do not give foremen direct costs, but many supply them with 
burden statements. There seems, however, to be no adequate reason why 
foremen should not get direct costs, since they are in a position to reduce not 
only these costs but also indirect costs. 

Most of the trouble with special order cost systems occurs in getting fore- 
men to use direst costs because there is no common unit which applies to all 
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orders. This is particularly true in all jobbing industries which often have 
poor standards, if indeed they have any standards at all. But even in these 
industries the cost of the order and the production per hour expected are 
estimated. Any deviations from these estimates can be observed while work 
isin process. These estimates are not standards but serve as quasi-standards. 

In other industries where good standards exist, the foremen should watch 
the actual performances and compare them with standards, daily if possible, 
and if not so often, then weekly or monthly. 

Some concerns take the attitude that if foremen get cost figures, the figures 
will leak out to someone outside the plant. Even if they do, they are not 
of much use to other firms, many conditions in which differ from those in the 
plant where the figures were compiled. 


DEPARTMENTAL BURDEN STATEMENTS.—HEach head of a direct 
or productive department should get each month a copy of the burden state- 
ment for his department. (See p. 615 for a copy of such a statement.) 

The burden statements which foremen get should show the itemized 
burden, the total burden, including all apportioned or proportioned charges, 
such as light, heat, and power, trucking, depreciation, general expense, etc. 
Some cost accountants show the total burden which foremen can control, 
as a separate figure from the apportioned expenses, which some say are 
uncontrollable. Others take the position that practically all burden can be 
controlled to a certain extent. Foremen should be told why and on what 
basis the apportioned expenses are charged to their departments. 

Each foreman should also get a statement showing him the comparison 
of his monthly burdens for 6 months. Such a statement has the following 
columnar arrangement: standing order numbers; name of account; average 
burden for previous 6 months; the amount of the current burden for the 
month for each standing order; the per cent which this burden bears to the 
burden basis, whether direct-labor hours, machine hours, or direct-labor 
cost; and the average per cent from the beginning of the 6 months’ period 
for each item. Percentages which are higher than the figure for the same 
item for the previous month are entered in red; the other percentages in black. 
It is the percentages on this report which are significant since the burden may 
increase and still indicate a satisfactory condition because of the increased 
volume of business done. Many economies may be effected by a close study 
of monthly burden statements and comparative burden statements. 


WATCHING DIRECT COST.—The number of direct-labor hours, the 
number of indirect-labor hours, the amount of burden, the ratio of burden 
to the burden basis, whether direct-labor hours, direct-labor cost, or machine 
hours, are statistical data always of interest to the management. 

Keeping track of the direct cost is different from keeping track of the 
indirect cost. To determine how the direct cost is best watched, depends 
very largely on whether or not the manufacturing plant is running under a 
method of production control. 

When a method of production control is followed and the various direct, 
operations are carefully scheduled at standard rates, the natural way of 
controlling the direct operations is to keep in constant touch with perfor- 
mances as shown by the control methods. Each operation on each piece, 
whatever the line of industry, should be subject to some approved standard 
of speed—a certain number of pieces per hour or per day, as may be best. 

With this method it is necessary—and fair enough—to wait until an order 
is completed before knowing exactly how that order is running in comparison 
to the speed estimated for it, on the basis of past experience. The superin- 
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tendents and foremen should, however, be given the advantage of seeing the 
actual cost sheets on each completed order, so that they may note exactly 
how successful their department has been in producing the work assigned. 
Even without being able to watch the progress of the work as it goes on, there 
is a psychological effect produced by looking at the completed cost sheet, 
whereon the final result is shown as a result of the actual circumstances 
which prevailed during the run. 

In any business doing a large amount of rapid work, the detailed cost of 
each run should be entered on a comparative cost sheet. This comparison 
will show, side by side, the unit time and cost for each operation, and for 
each period where this particular unit has been in use. Fluctuations in 
direct cost are the net result of different workers who may run the same 
machine or perform the same operation. A very careful study should be 
made of the resulting cost as shown on the comparative sheet. Many 
times this comparison will bring out possibilities of eliminating the more 
serious fluctuations—and perhaps reducing time and cost—through careful 
4sxamination and revision of operating methods. 


LABOR COST INFORMATION.—Not only should foremen get burden 
statements, but statistics showing the amount of the direct-labor pay-roll 
and the amount of the indirect-labor pay-roll should likewise be placed in 
their hands. 

Comparative labor costs on special orders are not of much value unless 
grouped by classes of product. When so grouped, the management can 
ascertain whether they are out of line with past and expected performances. 

Other labor cost information of great value to the management is: monthly 
reports of direct- and indirect-labor costs by departments; the cost of indirect 
labor in each office department; relationship of indirect labor to total burden; 
the average rate per hour for indirect labor; the average rate per hour for direct 
labor; and the percentage of the total burden to the drect-labor cost. 

Labor cost information is not only serviceable in normal times but also in 
periods of business depression. In the latter case, owing to the usual practice 
to discharge some of the direct workers, the ratio of the indirect labor to the 
direct labor rises. By having labor cost data, an intelligent reduction in the 
number of indirect as well as direct workers can be effected by comparing 
workers’ actual performances with standard performances, and by studying 
over a considerable period the records of their production and their conduct 
generally. Workers’ excuses to do work within the allowed or standard time 
are noted on their records and their future performances are studied in the 
light of their excuses. These excuses may reveal conditions, such as machines 
or fixtures out of order, which otherwise would never be discovered. Workers 
not reaching the standards consistently are given three warnings in some 
plants before they are discharged. Workers whose records indicate high 
efficiency are shifted to other jobs and tried out in many ways with a view of 
promoting them to foremanships. Performance records of workers are also 
studied to decide whether a man’s request for an increase in wages is 
justified. 

; If labor statistics are properly used, the practice of penalizing jobs by charg- 
ing as indirect labor, excessive direct time consumed on jobs will be checked. 

In the case of the lost time of workers, the foreman must explain to the 
proper official the necessity of reporting lost time. Such procedure prevents 
the compilation of erroneous cost information and exaggerated labor costs 
against any particular job. It is also of material assistance in checking the 
effectiveness of schedules as prepared by the scheduling department. 
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MATERIAL COSTS.—Foremen should also get direct-material costs. 
While they cannot control material prices, they do have a large part in con- 
trolling the use of material. Excessive uses of material are detected by com- 
paring consumption with material specifications or bills of material which 
show standards. 

Among the most frequent reasons for diverging from the standard cost 
of material are: 


1. Inability to secure the standard material. 

2. Increase in cost of the standard material. 

3. Large spoilage of material. 

4. Waste on account of using wrong size of material. 


Tt often occurs in making some product that too expensive material of a 
given size is used. This may be the fault of the operating department which 
has chosen the wrong material, or it may be the fault of general business 
conditions, which make it impossible to obtain the right kind of material. 
In either event, the foreman should know exactly what has happened, so 
that in the future he can choose more wisely, if the fault is his own, or can 
gee that the purchasing department supplies him with the proper kind of 
material. 

As for all the other faults—spoiling, ete.—it is entirely the duty of the 
foreman to eliminate to the greatest possible extent such causes as tend to 
increase the cost of the product in his department. It should be evident, 
however, that no foreman can properly or intelligently act in the best manner 
unless he is thoroughly posted in respect to what is taking place. For this 
reason, superintendents and foremen should be given constant access to the 
cost records in order that they may be fully posted concerning all that happens. 


COST SHEETS.—The summarizing records for the total cost of the product 
made are the cost sheets. (See pp. 630, 631 for sample cost sheets.) Direct 
material, direct labor, and burden are entered on these sheets; sometimes, 
also, the selling and administrative expenses, which, when added to the 
factory cost, give total cost; and sometimes the profit on the product, thus 
arriving at the selling price of the product. Total cost divided by units of 
product made gives the unit cost, which is more significant to the manage- 
ment than total costs. 

The value of cost sheets to the management, however, has been greatly 
overexaggerated. As stated before in this section, order costs are of little 
value because they are received too late to control costs, but are of some value 
if grouped by classes of product, by major operations, and by units of product. 


COST OF SALES ANALYSIS.—Another valuable report for executives is 
the ‘‘cost of sales analysis’? prepared monthly. This shows the monthly 
gost of goods shipped and billed. In order that this analysis may be pre- 
pared, a duplicate of every invoice is forwarded to the cost department. The 
analysis should be kept according to classes of product. It is possible, 
then, to determine the average percentage of profit by classes of goods, 
which is of great value to executives. Standard costs are often shown in this 
report and compared with the actual. 

A real difficulty arises in preparing this record where partial shipments 
have been made on orders. 

This situation may be handled in three ways: 

First.—Separate costs can be worked out for each operation as far as it has been per- 
formed and so an actual cost on the partial shipment can be built up. This is accurate 
but impracticable because of the detail involved. 
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Second.—The billing price can be taken as the cost. This means that no profit will be 
shown in the Profit and Loss account until final shipment is made, when the entire profit 
on the job will develop. This is the conservative method, but many companies do not wish 
to postpone the profit showing so long. 

Third.—The estimated cost can be taken as the actual cost, possibly adding 3% or 5% 
as a factor of safety. This would mean, then, that the estimated profit, less any percentage 
as a factor of safety, would be shown on the partial shipment. 

When the job is actually completed an adjustment will be made on subsequent bills to 
cover any difference between the actual and estimated costs on the partial shipments. 
If the estimated procedure is on an accurate basis, this method works out very satisfactorily. 

See also discussion of types of cost systems (p. 628) for further material 
on the costing of partial shipments. 


COST OF GOODS RETURNED.—Some concerns also prepare monthly 
a statement of the cost of goods returned. 


MONTHLY REPORT OF SALES.—If the cost of sales analysis shows 
only costs and not sales prices, a monthly report of sales should be prepared. 
A serviceable form of this report follows: Item, this month; estimated this 
month; per cent increase or decrease, last month; per cent increase or decrease, 
to date this year; estimated to date this year; per cent increase or decrease, 
to date last year; per cent increase or decrease. 

It will be noted that this form provides for estimated or budget figures 
as well as actual. The management by studying this record can effect a 
better control of sales than if without the record. 


INVENTORY STATEMENT.—Foremen should also be kept informed as 
to the status of inventories as reflected on the balance sheet. An inventory 
statement may be prepared monthly which shows the control accounts for 
the inventory: raw materials, supplies, work in process, and finished goods; 
figures for the current month, the last month, the year to date, and the cor- 
responding month last year being entered on the statement. These inven- 
tories’ are scrutinized by the management to see if the values stated are too 
high or too low. If the manager wants more information, he can refer to the 
stock cards which contain the details which appear in total in the inventory 
control accounts. 

A form of inventory statement which can be used where a concern has a 
system of budgetary control is as follows: Item, inventory, estimated inven- 
tory, per cent increase or decrease, shipments, estimated shipments, per cent 
increase or decrease, turnover this quarter, turnover same quarter last year. 


ADDITIONS TO PLANT CONTROL ACCOUNTS.—Another monthly 
statement of value to the management is one which shows the additions to 
the plant control accounts according to the classification of equipment and 
the department to which the additions are made. These represent the 
fixed assets. The supporting details are recorded on the plant ledger ex- 
plained on p. 611. By a close watch over proposed expenditures for plant 
and equipment, large sums of money are saved,,because it may be discovered 
that some of the proposed additions to plant and equipment are not vitally 
necessary to successful manufacturing. 


6 See uniform system of the Folding Box Manufacturers’ National Association. 
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AUDITS AND WORKING PAPERS 


GENERAL.—The purpose of this section is to give an outline of proce- 
dure to be followed in the audit of the average business concern. Every busi- 
ness has some special points, every organization and every system their 
peculiarities. The auditor must have sufficient training and judgment to 
determine what should or should not be done in each audit. Principles involved 
in the application of accounting theory to problems presented in an audit 
are discussed in treatises on auditing. 

DEFINITIONS.—An audit is an examination of the financial transactions 
of a business based to a large extent on the books, made, as a rule, to secure 
information necessary in the preparation of statements of financial position 
of the concern and of results of operations. 

The classes of audits are: 


Balance sheet audits 
Detailed audits 
Cash audits 
Continuous audits 
Completed audits 

A balance sheet audit is the verification of assets and liabilities and such 
an analysis of the income account as enables the auditor to certify that it 
has been properly stated. 

A detailed audit differs from a balance sheet audit in that the transactions 
during a fiscal year must all be verified. The verification consists largely 
of review and tests; none the less, tho tests should be made so that the gen- 
eral accuracy of transactions of the entire period under review will be de- 
termined.} 

The cash audit covers a verification of the cash balance on hand at end 
of period and of cash receipts and disbursements for period in question. 

Continuous audit is the designation given to examinations made monthly 
or at other regular intervals with the thought that through such examina- 
tions transactions of an entire period will be examined ultimately. 

The expression completed audit is applied to an examination where a 
report is submitted after making an audit covering an entire period. 


Preparation for the Audit 


PRELIMINARY CONSIDERATIONS.—The audit of a concern begins 
when the auditor receives his first notification that an examination of the 
accounts will be made. Before commencing work familiarize yourself with 


1See R. H. Montgomery, Auditing, Theory and Practice, Vol. I, p. 491. 
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the peculiar features of client’s business; also make arrangements for the 
preparation by client’s employees of certain data for use in the audit. 


DATA RELATIVE TO INDUSTRY.—The auditor’s report cannot be pre~ 
pared intelligently unless he has some knowledge of the business in question 
and of current business conditions affecting the industry. As he cannot ke 
expected to be conversant with data of this nature for all industries, he must 
in some cases collect information. Whenever possible this should be done 
before commencing the audit. 

Data to be collected may be classified as follows: 


1. Special conditions in the industry relative to prices, markets, 
labor rates, and foreign conditions. This information may usually be 
found in the trade papers covering the industry in question, or in com- 
mercial publications covering industries in general. 

2. Special features in connection with finances, management, or 
accounts of the business in question.” 

3. Uniform statements of operations or systems of cost accounting, 
published as a rule by an association representing a group of concerns 
in the industry, and in some cases by departments of the federal gov- 
ernment or research associations. 


STATEMENTS TO BE PREPARED BY CLIENT’S EMPLOYEES.— 
Considerable time can be saved by arranging in advance for client’s employ- 
ees to prepare certain statements, schedules, copies of documents, ete. Cli- 
ent’s employees are as a rule very busy during the audit, which generally 
begins shortly after close of period under review. If request is made for 
certain statements during the audit or a few days before its completion, it 
is likely that the data cannot be compiled in time or that it will be furnished 
at the last moment and will delay completion of the audit. It is therefore 
advisable, where arrangements are made in advance, to request at that time 
that employees prepare certain statements, schedules, etc., for the audit. 

The following list comprises some of the statements, schedules, etc., 
which employees of the client may be asked to prepare to facilitate the work 
and to permit the auditor to spend time on more important work. 


List of bank balances (if there are many bank accounts). 

List of cash funds. 

List of cash items in transit. 

List of notes receivable on hand (where not too numerous). 

List of notes receivable out of office. 

List of notes receivable discounted. 

List of investments, including mortgages receivable. 

List of special deposits made. 

List of employees’ accounts receivable (where not too numerous). 

List of additions to plant during the period (if the items are very nu- 
merous, then a list of all items over a certain amount). 

Statements of additions to and deductions from depreciation reserves 
during the period. 

Schedules of prepaid insurance, interest, taxes, and other prepaid 
expenses. 

Schedules of deferred charges such as bond discount, organization 
expenses, etc. 

List of notes payable. 


2 Montgomery’s Auditing, Vol. II, and Kester’s Accounting, Theory and Practice, Vol- 
III, give information of this nature for certain industries. 
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List of mortgages payable. 

Schedule of accrued interest, taxes, wages, or other accruals. 
List of special deposits held. 

Schedule of purchase commitments. 

Schedule of sales contracts. 

Schedule of insurance carried. 


While this number of statements is formidable, not all will be found neces- 
sary in any one audit and the itemsin each statement for one audit will not 
be numerous. Many of these statements may be simply copies of parts of 
certain records which can be prepared by typists with little assistance from 
the bookkeeper. 

INFORMATION RELATIVE TO CLIENT’S ORGANIZATION.—With- 
out violating any rules of professional ethics, obtain as much information 
as possible relative to client’s organization before commencing the audit. 
Obtain names of principal officers and of directors who are especially active, 
as well as any special ideas relative to operation of the business which these 
individuals possess. 

Upon arrival at client’s office examine a copy of the organization chart 
and make notations of those departments or individuals with whom you 
will have close contact. Insome cases there may be friction between certain 
executives of apparently equal rank. If you become cognizant of this in 
the early stages of the audit, you will be less likely to do anything which 
may antagonize such persons. 

Endeavor during first days of the audit to ascertain the relationship be- 
tween executives or employees and officers and directors of the concern 
under audit, with a view to determining extent of the authority vested in 
each. 


DATA RELATIVE TO SYSTEM OF INTERNAL CHECK.—Before com- 
mencing any part of the work, familiarize yourself with the system of in- 
ternal check. This expression is well explained in the following quotation: 

Such a system consists in the accounting records, methods, and details generally of an 
establishment being so laid out that no part of the account or procedure is under the ab- 
solute and independent control of any one person; that, on the contrary, the work of one 
employee is complementary to that of another; and that a continuous audit is made of 
the details of the business. 


Determine the extent to which any record will be examined only after 
making inquiries as to adequacy of the internal check. Make the examination 
in such manner that it will bring out any shortcomings in the system of inter- 
nal check. For instance, as to cash receipts, ascertain: 


Nature of receipts. 

Who receives cash. 

In what form it is received. 

First record made of cash. 

Who next handles cash. 

Entries made to record its deposit. 

Whether the day’s receipts are deposited intact. 


As to disbursements by check the auditor should make inquiries concerning: 
1. Authorization to disburse. 


2. Preparation of checks. 
3. Signing of checks. 


BS Soctate a 


3 Montgomery’s Auditing, Theory and Practice, Vol, I, p. 62, 
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4. Mailing of checks. 
5. Recording of disbursements. 
‘6. Number of persons handling disbursements. 


And as to disbursements in currency: 


1. Whether on imprest system. 

2. Number of persons handling. 

3. Method of replenishing funds. 

4. Authorization for replenishment and extent of examination of vouchers 
at that time. 


Trace each movement of merchandise and supplies from time when they 
are ordered until their receipt, storage, and subsequent shipment or consump- 
tion. Investigate the records prepared in connection with payment for 
merchandise or supplies. ’ 

Ascertain whether work is so divided that the same person does not prepare 
pay-rolls and also prepare pay envelopes and make the payments, and whether 
there is an independent check by someone who has no other connection with 
the work. 

Give same consideration to other parts of the work, such as accounts 
receivable, handling of income from investments, recording of additions to 
plant, depreciation, etc. 

Bear in mind that fitness of employees for the respective positions and their 
general attitude towards their work have an important bearing on the efficacy 
of any system of internal check. Personal relationships between employees 
also have an important bearing on value of such a system. Note any relation- 
ship which may cause employees to be lax or partial and make allowance 
for such tendencies. 


Planning the Audit 


ADVANCE CONSIDERATIONS.—While the fact that a report will be 
prepared is not the principal reason for making an audit, in many cases the 
result of the audit in great measure depends on the impression the report 
makes on the client. Start preparation of your report as soon as you com-~ 
mence the audit. 

When the client or an executive of the concern is interviewed before 
beginning the work, certain impressions may be obtained of the type of report 
which will make the desired appeal or of data which should be included or 
excluded from the report. It is helpful, when the report is being written, 
if notes of this nature and others have been collected in the course of the 
audit so that reference can be made to them. 

Much time is wasted in some audits by preparing schedules or other data 
which appear interesting but have no value for report purposes. It may be 
advisable simply to note that consideration should be given to the inclusion 
of such data in the report and to defer actual’ preparation of material until 
audit is completed. 

If report of previous audit is available examine it as early as possible. 
Make memoranda of items to be considered and of special statements or 
references which may be of assistance. Consider general arrangement of the 
report and subject matter reference to material which may be included in 
or omitted from the report to be prepared. The fact that comment has been 
made on certain facts in the last report may tend to minimize the value of 
similar comments in the next report. In addition, aim to prepare your report, 
go far as possible, in a form different from that of the preceding. 
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AUDIT PROGRAM.—An audit program is an outline of work which 
is to be done. It has its greatest value in continuous and in periodical 
audits, especially where much work can be entrusted to assistants. . 

Audit programs are usually prepared by the principal after inspecting the 
records to be examined. They should be prepared preferably as a whole 
rather than in sections, as it is then possible to determine whether the program 
is well balanced. 

Sometimes the time allowed for the audit is limited and the auditor may 
use his discretion as to extent of work to be done. in such cases a flexible 
program should be prepared and notations be made which will permit in- 
creasing or decreasing of the work covered by certain sections of the program 
according to amount of time available. 

Prepare the program in sufficient detail. Thus if there are three bank 
accounts, it should be arranged so that work for each account will be shown. 
It will then be possible to note on the program work completed on each 
account, so that status of the entire audit may be readily ascertained from 
the audit program. 

Directions given in program should be clear and specific. There is always 
the possibility that some other person than he who prepares the outline may 
have to complete it and therefore interpret the directions. Thus the words 
“Check the pay-rolls’’ are susceptible of many interpretations. On the 
other hand, ‘“‘fxamine authorizations for additions to pay-rolls and for 
increases in rates,’’ ‘‘ Verify extensions and footings of pay-rolls for Decem- 
ber,”’ ‘‘Compare pay-roll totals with cash disbursements,”’ are specific expres- 
sions which do not confuse and save time by requiring work to be done in 
proper order. 

As each piece of work is completed make a notation on the program; also 
where you leave off at close of day or when called away to other work. If 
this procedure is followed, work may be taken up at that point by another 
auditor without difficulty. 

The audit program, with all amendments and notations made during 
the audit, should be a record of actual work done. Questions often arise as 
to extent of work done, or it may be necessary to state in the report the 
extent of some of the work. As a rule it is not possible to answer these 
questions by referring to the working papers. The information in a complete 
audit program is often very helpful after the next audit is made. Legal 
controversies may develop and the auditor be required to testify as to extent 
of work done. 

Some auditors of considerable experience do not prepare audit programs. 
Unless a record is made,in working papers in such cases, there is no record 
of scope of work done in connection with each item covered. There is also 
the possibility that important items in mind early in the examination will be 
ultimately overlooked. 

If the program of a previous examination is available, do not use it with- 
out first considering whether it is adequate to meet present needs of the 
business as well as the views of the auditor. There may have been changes 
in the system of internal check or developments in the business which call 
for revision. of parts of the program. 


SAMPLE AUDIT PROGRAM.—The program for a balance sheet audit 
given below should not be applied in toto to any audit. It is presented to 
indicate what should be included in some outlines. A medium-sized mer- 
cantile business, however, might have transactions and accounts similar to 
those considered in the present case. 
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Reference to the pamphlet issued by the Federal Reserve Board, entitled 
“Uniform Accounting: a Tentative Proposal submitted by the Federal 
-Reserve Board, etc.,’’ which contains ‘general instructions for a balance- 
sheet audit of a manufacturing or a merchandising concern,’’ will be helpful 
in the preparation of audit programs. 

In this connection consider the following from “Auditing, Theory and 
Practice,’ by R. H. Montgomery: “Nothing can be more harmful to stu- 
dents than the exclusive use of condensed rules of procedure; practitioners 
who rely on programs prepared by others are chargeable with negligence 
if they permit fixed rules to take the place of independent procedure.” 


AUDIT PROGRAM 


A. B. C. Mercantile Co. 
1. Cash on Hand: 
Count cash on hand. 
Note any unusual items in fund. 
Prove totals with records. ; 
Confer with treasurer regarding differences or unusual items in the 
fund. 
2. Bank Balances: 
Compare deposits on statement with cash book for last month: First 
National, Atlantic Trust. 
Compare paid checks with cash book for last month—list checks drawn 


to order of cash, bearer, employees, etc.: First National, Atlantic 
Trust. 


Reconcile bank balance: First National, Atlantic Trust. 

Compare total bank balances with cash book. 

Confirm bank balances by correspondence: First National, Atlantic 
Trust. : 

Examine entries covering old checks outstanding and deposits not 
recorded by banks. 

Compare details of the deposits for the last week with cash book 
entries. 

Enon those paid checks which were outstanding at date of last 
audit. 

Verify footings of cash disbursements for last month. 

Compete total deposits on statement with total cash receipts for last 
month. 

Scrutinize cash entries for balance of period and for month following 
period. 

3. Notes Receivable: 

Compare notes on hand with record of notes. 

Confirm notes out of office by correspondence. 

Prove total of open items in record with ledger. 

Make list of notes with rates of interest and due dates, or if too numer- 
ous, list overdue and special items. 

Verify calculations for accrued interest. , 

Ascertain whether any notes discounted have maturity dates subse- 
quent to close of period; if so, confirm such items by correspond- 
ence. 


Confirm special notes or notes for large amounts by correspondence 
with makers. 


Trace into books entries for items collected since close of period under 
review. 


4. Accounts Receivable: 


Compare balances in ledgers with trial balances, testing accuracy of 
a few balances. 


Verify footings of trial balances. 
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Note any overdue or unusual items still unpaid, by placing a distinctive 
mark on trial balance, next to such items. 

Ascertain whether balances represent specific items. 

Confer with treasurer and credit man regarding overdue and unusual 
items. 

Verify sufficiency of reserve for doubtful accounts, including provision 
for doubtful notes receivable. 

Prepare separate totals for credit balances, items representing deposits 
made, balances due by officers, employees, affiliated companies, etc. 

Check postings for 1 month, or if many accounts, 1 month’s postings 
for a few letters of the alphabet. 

Ascertain whether a reserve should be provided for discounts, freights, 
refunds, ete. 

Ascertain whether any accounts have been hypothecated. 

Examine entries covering bad debts written off. 

Consider advisability of confirming accounts by correspondence. 


5. Inventories: 

Test extensions by scrutinizing columns for quantities, prices, and 
amount. 

Verify footings of every tenth sheet, or any sheet totaling over $...... 

Verify transfer of amounts to summary and footings of summary. 

Compare prices with those on purchased invoices. 

Ascertain from outside sources the present market prices. 

Make inquiries relative to obsolete stock, and items for which large 
quantities are carried. 

Compare inventory in sections with previous inventory. 

Ascertain whether any portion of stock is hypothecated. If a first 
audit, scrutinize inventory at beginning of period to determine 
general accuracy and whether it was prepared on same basis as 
current inventory. If perpetual inventory records are kept, make 
tests by comparing portions of physical inventory with correspond- 
ing entries in perpetual inventory records. 

Where possible, make tests of quantities on hand by actual count. 

Test the inventory totals by the ‘gross profit’’ method. 

6. Investments: 

Prepare or have prepared list of investments. 

Examine securities, and collateral documents. 

Verify income credits. 

Compare cost price with present market price. 

Compare list with records. 

Confirm by correspondence investments not examined. ° 

7. Prepaid Insurance, Interest, etc.: 

Examine insurance policies, special contracts, etc., in connection with 
prepaid items. 

Test calculations made, or make calculations for prepaid insurance, 
interest, etc. 

Compare totals with ledger accounts. 

8. Furniture and Fixtures: 

Examine entries for additions and reductions during period. 

Determine whether adequate provision has been made for deprecia- 
tion. 

9. Notes Payable: 

Confirm amount outstanding by correspondence, including collateral 
if any. 

Compare total with general ledger account. 

Examine paid notes returned during last 3 months. 

Verify amount of accrued or prepaid interest. 


10. Accounts Payable: . : , 
Compare ledger balances with trial balance, noting overdue items. 


Compare total with controlling account, 
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ll. 


12. 


13. 


14. 


15. 


16. 


17. 


18. 


Compare creditors’ statements with ledger balances, investigating 
differences. ; , 
Examine purchasing records, receiving records, unentered invoices, 
and entries subsequent to close of period for additional liabilities. 
Prepare separate totals for items representing debit balances, deposits 

received, amounts due to officers, employees, and affiliated compa- 

nies, etc. , 
Investigate purchase commitments, sales orders for future delivery, 

etc., to ascertain whether there is possibility of loss on such contracts. 


Accrued Liabilities: f 
Test calculations or make calculations for accrued wages, rent, Insur- 
ance, interest, taxes, etc. Compare totals with ledger balances. 
Capital : ‘ 
Examine capital stock records or confirm amount outstanding by 
correspondence with registrar. 
Compare total with general ledger balance. 


Surplus: 

Examine changes during period. 

Note any large or unusual items. 

Obtain authority for changes requiring it. 

Prepare summary of surplus changes for report. 

Voucher Register: 

Compare vouchers with entries in voucher register for portion of the 
period, noting nature of charge, special terms, approval, distribu- 
tion, etc. 

Serutinize voucher register for balance of period, investigating any 
items not: in order. © 

Verify cross-footings at close of month for a few months. 

Ascertain whether method of preparing vouchers is such that client’s 
interests are safeguarded. 

Investigate whether all deductions are made before approving vouchers 
for payment—such as freight on f. o. b. destination shipments, 
allowances for containers, allowances on special contracts, etc. 


Pay-Rolls (For large audits a short period should be examined): 
Verify additions and increases by comparing with original records. 
Verify totals of pay-rolls. 
Compare amounts of pay-rolls with cash drawn for pay-rolls. 
Ascertain how unclaimed wages are handled. - 
Investigate method of preparing pay-rolls and making payments to 
determine whether there is a good system of internal check. 


Journal: 
Examine entries for 1 or 2 months in detail. 
Scrutinize entries for balance of period and investigate any unusual items. 


General Ledger: 
Verify trial balance or take off trial balance. 
Check postings for 1 month. : 
Scrutinize ledger accounts, investigating unusual items. 
Sales: z 
Test prices on a few invoices in last month of period and first month 
of next period to determine whether prices are being maintained. 
Make tests to determine whether all items included in sales imme- 
diately preceding close of period were shipped. 
Serutinize return sales items for 1st month of next period to ascertain 
whether total is unusually high. 
Investigate method of making allowances, scrutinize allowances for 1 
month, and investigate large items during balance of period. 
Investigate method of entering eash sales and handling proceeds. 
Verify, or, if many items, test footings of sales record for 1 month. 
Verify transfer of monthly sales totals to general ledger. 
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If possible, prove production figures by using quantities for inventory 
at beginning of period for production during period for net sales and 
for inventory at end of period. 

19. Minutes: 

Examine minutes, making notes of any items which require attention, 
such as dividends declared, salaries authorized, contracts consum- 
mated, etc. 

20. General: 

Test sufficiency of fire insurance carried. 

See whether all officers and employees are bonded who should be. 

If other insurance, such as use and occupancy, burglary, automobile, 
etc., is not carried, determine whether such insurance is needed in 


this case. 
Investigate method of receiving and delivering merchandise and records 


prepared therefor. 


This program is rather full and detailed, because intended to outline practi- 
cally all work which may be done in balance sheet audits of small or medium- 
sized concerns. 


Audit in Progress 


SELECTING WORK TO RECEIVE FIRST CONSIDERATION.—There 
is no invariable rule as to order in which auditing work should be taken up. 
Before doing any part of it, in each engagement, survey it as a whole to deter- 
mine whether you cannot to advantage vary from the regular procedure. 
In some cases an examination of leases, special contracts, and even the 
minutes, may give you an insight into special features of the business which 
will be of material assistance in every phase of the work—even in the exam- 
ination of cash. Before starting any work you should, if possible, familiarize 
yourself with the records and method of making entries therein. Trace 
several entries through the records to get the connection between the various 
records. If you can picture in your mind the system of accounts, you can 
more easily ascertain to what extent there exists a good system of internal 
check. This information will make possible the determination not only of 
the work which should receive consideration but the extent of the examination 
to be made. 


AUDITOR’S ATTITUDE TOWARD CLIENT’S EMPLOYEES.—You 
should be a student of human nature, capable of forming in a short time 
accurate impressions of the capabilities and peculiarities of persons encoun- 
tered in your work. Conduct your examination with due regard to its 
effect upon progress of the regular work of client’s staff. Make every effort 
to interfere as little as possible with the routine work of client’s office while 
at same time conducting the audit in an efficient manner. 

It is difficult to make a good audit without the co-operation of client’s 
employees. Much of the work done consists of tests which do not cover the 
entire period. Therefore, it will probably be found that in many instances 
discussion with a friendly employee will develop points which may not be 
disclosed by tests made. 

Your attitude towards client’s employees should be one of helpfulness. 
They should look forward to your visits as occasions for discussion and 
improvement. If the employee is made to feel that he is in a position to 
mnpart to you information about his system or his line of business and that 
you are ever ready to learn, a bond of common interest will be created, 
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which will not only make the engagement more pleasant but create a desire 
on the employees’ part for periodical examination of the records. 

Use tact in bringing errors and differences to the attention of employees. 
If you request an employee to explain an entry known to be incorrect instead 
of referring to it as an error, sensitive employees will not be antagonized. 

Discussions of accounting systems not operating efficiently should take 
the form of requests for information relative to operation of the systems. 
In many cases the first impression that the system is not operating efficiently 
is not well founded; had the first impression been made known friction might 
have resulted. 

Be dignified but not formal, avoiding familiarity and conduct yourself so 
that you will receive from the employees the respect to which you are entitled. 


EXAMINATION OF VOUCHERS.—The word voucher here denotes a 
purchase or expense invoice which has been examined and approved either 
for entry in a purchase book or for payment. 

It is advisable to defer examination of vouchers until you have had op- 
portunity to gain some knowledge of the organization and office methods 
and of the peculiarities of the business under examination. If you can secure 
a knowledge of the business equal to that of the highest accounting officer or 
clerk who approves the vouchers, conditions will be ideal. 

When detailed audits are being made, examine practically all vouchers. 
For other audits examination of those for one or several months may suffice. 
Make the decision relative to the months to be examined after inspection of 
records as a whole and consideration of conditions in the particular audit. 
As a rule vouchers for last month of period will be examined in any case, 
except in audits of large concerns having effective internal audits. In such 
cases vouchers for part of a month only may be examined. 

After you have examined vouchers for one or more months, scrutinize 
entries for months not examined. All entries for unusually large amounts or 
those which do not appear to be in order should be vouched. 

Purposes for which vouchers are examined may be of two kinds: minor 
and major. 

The minor purpose is to determine that the charge has been made on 
proper authority and that entry has been correctly made. Following steps 
should be taken in verification of vouchers for the minor purpose. 

Obtain a list of names of those authorized to approve vouchers as to pur- 
chasing, receiving, prices, extensions and footings, distribution and payment. 
If possible, secure actual signatures or initials. Note any approvals missing 
or not in order. Distribution of voucher should be verified. Then compare 
voucher with voucher register or purchase book as to name of creditor, 
amount, and distribution of charge. 

The minor purpose also includes verification of footings of various columns 
of the purchase journal and cross-footings at end of month. 

In some audits, notably those of associations or of persons acting in a 
fiduciary capacity, vouchers should be submitted to auditors for every entry. 
Auditors should, in such cases, place a distinguishing mark next to those 
entries for which the vouchers have been produced. If at completion of 
audit some vouchers have not been produced, missing ones should be reported 
unless the paid check together with other documents on hand can be accepted 
as good evidence that the expenditure has been authorized and payment made. 
However, this may not be acceptable in some fiduciary audits where a receipt 
must be submitted for every payment. 

In commercial audits nature of the purchase or expense is considered and 
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it is the exception rather than the rule for the auditor to insist on a receipt 
for the payment. : 

However, when many vouchers are missing or incomplete, the auditor 
should have in mind the effect which such items have on the system of 
internal check. If he suspects that many more such items exist and that this 
condition has a bad effect and may cause irregularities, he should make 
further tests. If the tests bear out his suspicions, he should report his con- 
clusions. f 

The major purpose of the examination of vouchers is to determine, as far 
as can be ascertained from the vouchers, whether client’s business is being 
operated efficiently and economically and every advantage is being taken of 
opportunities to increase profits and decrease expenses. The auditor should 
be qualified to judge whether advantage is being taken of eyery concession 
to which the client is entitled. 

Examine vouchers or invoices critically to ascertain what creditors offer 
as to discounts, allowances, refunds, etc. Thus invoices may cover shipments 
made f. o. b. destination and no deductions appear for freight which may 
have been paid by the client and charged to an expense account upon re- 
ceipt of goods. Invoice may indicate that special allowances are madees 
if certain quantities are purchased during specified periods. Investigation 
may show that the quantity has been purchased but the allowance has not 
been claimed. Refunds may be allowed for containers returned, but it may 
be found that refunds have not been claimed and containers are going to 
waste. Cash discounts at nominal rates only may be taken advantage of, 
while other payments where discounts at substantial rates could be earned 
are made gross. Numerous purchases may be made in small quantities at a 
disadvantage both as to price and delivery, when contracts could be closed 
for larger quantities on better terms. Note other items of like nature and 
make suggestions for improvements or memoranda for further investigation. 


POSTINGS AND FOOTINGS.—Verification of postings and footings is 
of minor interest in balance sheet audits, especially where there is an inter- 
nal audit and the postings and footings are verified and tested periodically. 

Postings.— Where one clerk takes care of all records, receiving and dis- 
bursing the cash, it is advisable to check all postings to general ledger and 
to make tests of a portion of the postings in other ledgers. If a detailed 
audit of the accounts of a medium-sized concern is being made, same pro- 
cedure should be followed. In balance sheet audits postings of the general 
ledger may be checked for 1 or 2 months and short tests made of those in the 
subsidiary ledgers. In balance sheet audits of very large concerns no check 
need be made of postings. 

If possible, make verification of postings by checking from ledger to books 
of original entry. After completing the check of all entries in the ledger, 
scrutinize books of original entry to make certain that all entries have been 
checked. 

Footings.—It is impractical to set down definite rules as to extent to which 
footings should be verified. Wherever possible prove totals of any record 
which has been checked in detail against another record by comparison 
with totals in the other record. Where there is no system of internal check 
and a detailed audit is made, verify all totals of cash book and general 
ledger, at least, and check those of the other records. Where there is a good 
system of internal check and a balance sheet audit is made, tests of footings 
of general ledger and cash book should be sufficient. 

Place a distinctive mark under or next to each total which has been verified. 
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VERIFICATION OF TRIAL BALANCES.—Verify the general ledger trial 
balance by comparison of the balance of each ledger account with the 
amount appearing in trial balance. Instead of verifying the client’s trial 
balance, many auditors take off their own general ledger trial balance. 
When client’s trial balance is verified the totals should be proved. Unless 
there is a large number of accounts, verify the trial balances or lists of ac- 
counts of subsidiary ledgers. Where number of accounts is large, say 5,000 
or more, test by verifying the balances of several sections, and investigate 
method of controlling and balancing. 


ANALYSES OF LEDGER ACCOUNTS.—Make analysis of those ledger 
accounts which are confused, or where it is necessary to have more detailed 
information for the report. A transcript of an account is not an analysis. 
It is generally understood by an analysis that items of a like nature are grouped 
together, i.e., according to the nature of the transaction (not all journal 
entries, for instance), and that a summary is prepared giving totals of such 
items and also that a list of the miscellaneous items is included. 

Some audits are partly made by analysis, that is, by taking each ledger 
account and grouping items of a like nature and then comparing the groups 

ewith entries in subsidiary reports. 

TESTS AND SCRUTINY.—Where entries are not verified in detail, the 
audit is made by ‘‘tests’’ and “scrutiny.’’ Montgomery gives the following 
definition of tests: ‘‘To try by subjecting to some experiment, or by ex- 
amination and comparison; to subject to conditions that disclose the true 
character of. An examination made for the purpose of proving or disprov- 
ing some matter in doubt.” 

Since in many audits it is neither practicable nor advisable to examine 
entries in detail, the auditor must make some audits through examination 
of a part of the entries and a scrutiny or inspection of the balance of the 
entries for the period under review. Any entries in the period so inspected 


which do not appear to be in order should be subjected to thorough exam- 
ination. 


Working Papers 


GENERAL CHARACTER.— Working papers should be a permanent rec- 
ord of the items noted and work completed in course of an audit. Prepare 
them in such manner that if prope:ly indexed any auditor can readily locate 
data relative to any part of the audit. Working papers are sometimes used 
as an aid in giving testimony years after completion of the audit. The 
prime requisites of good working papers are: 

1. Heading should clearly state the subject matter. 

9. Items noted under each subject should be identified as to their date 
and source of information. 

3. Point at issue or reason for the notation should be set forth spe- 
cifically. 

4. Conclusions arrived at or directions for disposition of the notation 
are necessary parts of the papers. 

CLASSIFICATION.—Working papers generally come under one of the 
‘ollowing headings: 

1. Notations relative to errors or special items. 
2. Schedules and statements, such as lists of prepaid or accrued items, 
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reconciliations of bank balances, copies of financial or other state- 
ments, etc. 

3. Correspondence, and extracts from, or copies of records or docu- 
ments. 


NOTATIONS.—It is impossible to overestimate the importance of pre- 
paring clear, concise comments which cannot be misunderstood when ex- 
amined by someone else or even by the writer himself a few days or.a few 
months later. 

Considerable time is lost on many aa dits because it is not possible, bey 
necessary, to locate in records of client the item which is the subject of com- 
ment. In other instances the item in question can be located readily in the 
records but it is not possible to tell why it was listed. Some such comment 
as “‘General Expense—Jan. 26—$385.24—Investigate’’ is made, but an 
inspection of every record in which this item appears does not furnish reason 
for the investigation which the auditor has in mind at the time when the 
notation is made, and the auditor himself at a later date is not able to 
recall it. 

The notations may be divided into the following principal groups: 


. Errors. 

. Memoranda for the report. 

Differences to be investigated. 

Data prepared as a matter of record or for future audits. 
Items listed to secure approval of someone in authority. 
Information listed to prepare adjusting or other entries. 


One basic rule in connection with notations is thus stated by Montgomery: 


There should be an absolute rule, strictly adhered to, forbidding the writing of more 
than one class of errors on the same piece of paper. The reason for this is evident. The 
work covered is assumed to be a test only, and no one can tell how many errors may 
develop if additional verification is required. 

In preparing notes, one side of the paper only should be used, and if possible 
all sheets should be of one size. 

Notations should, wherever possible, be prepared in some definite order. 
If the auditor makes his notations in the following order, or similar arrange- 
ment, he should have no difficulty in preparing notations which will assist 
materially. 


1. Date of entry or transaction. 

2. Title or description of item. 

3. Amount of item (if amount is in question). 
4. Reason it is noted. 

5. Correction to be made, if then known. 


Carry the amount out to the right where it will stand by itself, unless 
there is reason why it should appear in the body of the notation. This 
facilitates locating an item where the amount is known. 

After each notation, leave at least five lines to provide space not only for 
further comments which may he made relative to the same item, but to 
set off each notation. 

Place a distinctive mark on each notation after it has served its purpose, 
so that it will be clear that nothing further need be done as to that item. 

Word each comment so that it will convey the message intended at the 
time. It should be the auditor’s aim to make notations which are specific, 
not rambling, disjointed phrases. 

Make separate notations of data which might be included in the report. 


E2iSP Bi CONO ie 
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It is good practice to have special sheets headed ‘‘ Notes for the Report,’ on 
which these items may be inserted. 


SCHEDULES.—The word schedule in this case designates various lists 
of accounts, revenue or expense items, extracts from accounts or from sub- 
sidiary records, statements covering reconciliations of bank balances, counts 
of cash, groups of figures, and summaries. 

As mentioned elsewhere, there is a tendency on the part of some auditors 
to prepare many unnecessary schedules. Many statements are highly inter- 
esting but not essential to complete the audit or to prepare the report. 
Other statements should be included but the auditors should arrange for 
their preparation by client’s employees rather than spend time making the 
required copies. 

The heading given to a schedule should be so clear that there can be no 
doubt in the minds of anyone who examines it just what is included therein 
and what it was intended to exclude therefrom. After giving such a heading 
to the schedule the auditor should be careful not to include any other extra- 
neous matter unless the heading is properly amended. 

Frequently certain information is sought in the working papers but, due 
to misleading headings, it is impossible to locate the data required without 
examining practically every sheet. 

Arrange data and figures included in a schedule in logical order so that 
whenever possible data listed will practically form a narrative of transactions 
involved. While these figures, without this logical arrangement, may lead 
to the same conclusion, it is likely that the schedule will not in that case be 
readily understood by those examining it. 

Schedules or groups of figures which are part of a schedule are sometimes 
copied from records or statements. In such cases prove the totals or other 
calculations in connection with the figures copied independently, using the 
figures listed. Errors are frequently made in copying figures, to be dis- 
covered only when the records from which they were copied are no longer 
available. Be careful when making such extracts. 


EXTRACTS FROM RECORDS OR DOCUMENTS.— Many documents 
are quite lengthy, in some cases 10 to 20 pages or more. A large portion of 
such documents may comprise introductory remarks, detailed descriptions, 
and special clauses having little or no bearing on points to be covered in the 
audit. The auditor must decide just how much should be taken from each 
document in order that he may have a record of the substance of the docu- 
ment in as few words as possible. 

The heading of the extract should be a full description of the document, 
with date and any other data necessary to distinguish the document in ques- 
tion from similar documents. There may be, for instance, several contracts 
of the same nature, between the same concerns, made at different times. 

If it is found necessary to have copies of whole sections of documents, 
request the client to have such sections typed for your use. In other cases 
it may be advisable to have a copy of the document as a whole furnished, 
or photostatic copies prepared. 


DISPOSITION OF WORKING PAPERS.—The proper filing or sorting 
of working papers during course of the audit facilitates work and minimizes 
the possibility that you may overlook an important item while completing 
the audit. Sort papers so that notations of like nature may be kept together. 
Some auditors, for instance, keep in separate folders papers relating to cash, 
accounts receivable, inventories, etc. As the notations on various sheets 
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have served their purpose, they may be inserted in a separate folder marked 
“Completed”’ or with some other similar designation. However, make cer- 
tain that every notation on sheets so transferred has received attention. 

Mark each notation which has served its purpose so that anyone may follow 
developments and know the conclusions reached. Such expressions as 
“OK,” ‘‘ Adjusted,” ‘“‘ Have investigated,’ are often meaningless and some- 
times are the cause of a second investigation. Additional remarks should 
indicate in as few words as possible what was done and result of the inquiry 
or investigation. Place distinctive marks across notations to indicate that 
nothing further need be done. 

After completion of audit, file working papers in logical order so that any 
auditor can locate readily any papers required. When filing papers, ascertain 
whether all headings on the various sheets are clear. There are many plans 
for indexing working papers, which are sufficiently comprehensive for papers 
of the average audit. The following index is useful for working papers of a 
small audit: 


A — Cash K — Accrued Liabilities 

B — Notes Receivable L — Reserves 

C — Accounts Receivable M - Miscellaneous Liabilities 

D — Inventories N — Capital Stock 

E — Prepaid and Deferred Expenses O — Surplus 

F — Investments P — Profit and Loss Items 

G — Plant and Equipment and Reserves Q —- Miscellaneous Notes 

H — Miscellaneous Assets R — (For additional headings) 
I — Notes Payable Si pve & # 


J — Accounts Payable 


The letters given above should be written on the lower left-hand corner 
of sheet or in some other prominent place, and the series of sheets for each 
of the above captions should. be numbered from 1 up; i.e., three sheets for 
cash call for Al-3 and five sheets for accounts receivable, C1-5, etc. 

Bind the sheets securely or place them in an envelope. On cover or on 
outside of envelope insert name of client, date of audit, type of work covered, 
nature of work done, names of those engaged in the audit, and such other 
data as is necessary. 


WORKING PAPERS ILLUSTRATED.— 
CAPITAL STOCK AND SURPLUS 


Capital Stock 
PRINCIPAL STOCKHOLDERS: 


Din Ger Rial ston om abeerberetep ire cepeemtaens opie. dqeydtS(sueige: Seae 630 shares 
PINTS OAltesay pee ets Bio cuted bee DOE hie BOURC eta ot ORI oecerer es rer 170 4 
Nie Curtis Oe toprarcrenrevers Ree OO CES Cee Pan Bemee tee 350 = 
Wi 11) Gre Sonia ean ee wach cnucistota 3) 2 ORT Me hckant eolloden sects 135 # 
YX ud Be MWAllutehietls Cater fees, SORE EeT OT AME. aay ot OMe Meroe Chores 160 
IMA CA Simpsons. scm pectbailirct Peel apd rach Mead abiysicel nether 370 
Miscellaneous (less than 50 shares each).............--- 685 ¢ 
2000) 


Number of shares represented by each certificate out- 
standing appears on adding machine tape attached. 
All certificates from Nos. 1 to 97 inclusive are out- 
standing. 

Stock ledger balances total...........+s+eeeeeees 2,500 
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Surplus 
Jan. a Balamoe, led SRT CMe TAO OO AIEEE $27,380.45 
SuMMARY OF ENTRIES DURING YEAR: 
Profits Fox 6 months TOmIUNEL SOs sian a eeerere $17,827.30 
GDS. Sea eee oe tiene 38,918.44 
eabeoe of note T. L. Brown charged off 2 
VATS AL OMe stare Seater rsadeterere ager nnd tte 1,380.00 58,125.74 
$85,506.19 
Less: 
Dividend paid, Jan. 81—5%.....- «052... $12,500.00 
BO AN AeI les Oiney co nmon ec 12,500.00 
i on sale of old machinery. . oie 3,842.00 
Miscellaneous small adjustments “applicable 
to profits of prior years, net..........-. 389.60 29,231.60 
1D Yfos ale sya chiens prance md aod ous Un © come a ean ciiay Clore: Cc $56,274.59 


LAND, BUILDINGS, MACHINERY, AND EQUIPMENT 


Land 
No change in account since last audit; purchase price, deed, 
etc., were investigated then...........-..+-+++eeeeeeeee $ 40,000.00 
Buildings 
Maney ole Balam ceria tasty snelrigedens oletehene) systems aousk sleueien aed $ 40,280.00 


Mar. 15—Construction of special concrete outhouse to 
store gasoline, outhouse contracts and vouchers 
EEE NIMUitee ee oN On See Mone. mec en ood emcign re 1,840.00 
Aug. 20—Receiving platform constructed near railroad 
siding. Transfer from repairs account exam- 
ined—charges seem to be in order.......... 930.00 


Wace l— Balance... . ms ciacetetr ete eis ee ick ks treet de th $ 43,050.00 


Machinery and Equipment 
Tani ol-—Balances. svisiects  skevsiats hag dia bins hater ates ara $137,890.00 
Large items verified by inspection in plant and 
examination of vouchers, as follows: 


1 Drill and attachments..... pa radi RS $1,690.00 

1 Specialspressy7 S00 toc cis eee sie eee voi 23840100 

1 Automatic binder #18-A......... Boas 935.00 
Shafting and belting for these machines 

andiunstallationan ene corer te 795.00 

i imesclocks 2- Cra rence eer ee 830.00 
1 Underwood special carriage typewriter 


with tabulatorsie «ieee «tenia 520.00 7,610.00 


It has been ascertained that none of these machines 
were purchased as a replacement but that they were re- 
quired to expand or improve facilities. 
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Other vouchers for May and December were examined 
in detail and all entries appear to represent real additions. 


Additions other than those mentioned totaled........... $ 3,820.00 
Deexol=— Balancer s.. ete ea ern rie ewes coe $149,320.00 
DEPRECIATION RESERVES 
Buildings 
Jan. 1—BalancetP4oe ANE BM et BEL BI | $12,832.40 
$40,280. @. 3% per annum «...4-.6.200 005 eee ee 1,208.40 
Dee: 31 —Balance es .. eh Ores, Shed Ea et $14,040.80 
Machinery and Equipment 
vant 1——Balamceee seve. a ee AOL Rae ia | ahs $36,835.20 
Por the year $137,890) @ 74% w555 525. he Sis ice ees es 10,341.75 


euwsl = — Balance. pes tese yet: ee de cn eee Ee $47,176.95 


EXAMINATION OF MINUTES, CONTRACTS, ETC. 


Minutes 


Jan. 20—Semiannual dividend of 5% declared payable on Jan. 31 to 
stockholders of record Dee. 31. 

Apr. 19—President and Treasurer authorized to close contract with 
Avery Co. as of June 30 to purchase their output on special 
terms. : 

July 16—Semiannual dividend of 5%—payable July 31 to stockholders 
of record June 30. 

Aug. 18—Treasurer authorized to loan J. G. Ralston, President, $2,000 
on his demand note without interest. Salary of R. 8. Thomp- 
son, General Manager, increased from $9,000 to $12,000 per 
annum, effective Sept. 1. 

Examination of contract with Avery Co., dated June 30: 

Provides for purchase of entire output of Avery Co. at cur- 
rent market prices. 

Special discount of 5% if semiannual purchases exceed 
$30,000. 

A deposit of $3,000 to be made which will bear interest at 
6% payable annually, June 30. 

Accounts to be settled promptly for purchases of each month 
on 10th of following month. 

Examination of contract with T. V. Sampson, Sales Manager, 

dated Jan. 1.: 

Drawing account of $375 monthly which is his guaranteed 
minimum. 

Commission of 3% on all sales made directly. 

Commission of 1% on all sales made through traveling sales- 
men. 

Special commissions of 2% on amount by which total annual 
sales exceed $500,000. 

All accounts over 90 days old to be excluded from sales in 
computing these commissions. 
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Examination of Lease of Premises Oceupied for Warehouse Purposes 

Period 5 years from Jan. 1—except as qualified later. 

Rental $1,500 per annunipayable monthly. 

Lessor allows $600 per annum toward payment of taxes and ordinary 
repairs. . 

After first year lease can be canceled by lessor after expiration of first 
year on 90 days’ notice by payment of $1,500 bonus to lessee and ad- 
justing tax payments made. 

RECONCILIATION OF BANK BALANCE 


American Trust Co., Dec. 31, 19— 


(Balance: per statementrnaccie sere cirri tenetr ache tralRantabrer rarer $68,317.92 
Add—Note of Albany Mfg. Co. protested, now returned, 
Including G2 DOmCeSar arn olincs end meri otele etn e ci tsasls 252.55 
Deposit of Dec. 31 not credited by trust company.... 1,892.00 
Collection charges for December not entered in cash 
| ofot) eee ee ern a Ge coins Teor crak ae cc 6.20 
$70,468.67 
Less—lInterest credited by bank not entered in cash 
[oY (0) ney en en eee Sige OO ON dot Se reer $ 93.10 
Checks outstanding: 
6319 $ 50.00 
6682 125.00 
6714 Tiere 310) 
6 139.45 
7 68.25 
8 . 1,000.00 1,455.80 1,548.90 
Balance: periCashy WOOK sn sarees tevelere vue aiouel eet Mencneit Rta ana EARN $68,919.77 
INVENTORIES 
Finished Goods 
Page 7—3,390 lb. #37 @26h¢...........c.2eee00- $ 898.35 
Should be @2634¢ per 100 lb............ 8.98 $889.37 
“ 12—One lot of various sizes of special ends 
formerly used—estimated value....... $ 600.00 
Upon inquiry superintendent admits that 
best offer received for this material is . 200.00 400.00 
© 15—6,840 Ib. # 59-W@82¢siie.. ese ee eee $2,188.80 
An examination of cost records indicates 
that present cost of manufacturing this 
article is 23¢, or a total of...... SA ete ib i320 615.60 
Selling price was reduced lately from 55¢ 
to 39¢. 
< 23—Motalsofspage stateduatemee een tat $ 938.42 
Correctitotall Woryck.ccc oer reer: 838 .42 100.00 
« 29—4,120 lb. #38-T @623¢ extended......... $3,375.00 
Should be 


Soon OOP AToOUdGoOdvedyanuoc 2,575.00 800 .00 
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Page 33—8,520 lb. #38-T inventoried here in addition to 4,120 
lb. carried on page —. Last year’s inventory showed 
5,300 lb. #38-T. Sales since Dec. 31 have been less 
than during corresponding period of last year and 
at reduced price of 60¢ as.compared with former 
price of $1.10. Superintendent admits that demand 
for this article is lessening and in fact that #39-T 
is being sold instead. At our suggestion a reduction 
is made in inventory price from 623¢ to 40¢. 
IIB A0) Il} OB ike WhG ocase AAA p oan boo do UEDA oe $3,109.50 
“ 47—6,340 lb. #43-R. A test is made of the quantities on 
hand. Allowance is made for sales and for quan- 
tities manufactured since Dec. 31, and it is found 
that inventory should call for 4,840 1b.—differ- 


ences HOOK Die OTE. -..mrenienene ocalel ote a) efelronenederisio ty =) = 630.00 

Summary page 27 Carried forward as............. $3,410.00 
Shouldibes oats ne tee eens 5 120 00 270.00 
EG PALL EDU CPLONG Ai eae ain ce ietatoeneie etna crenata wet stat one $6,814.47 


Adjustments have been made to give effect to these deductions. 


Inventory total before examination.............-.++-.+005: $73,240.82 
Tess CONTE CHIOUS Tee cecro ea) «cheb eter encd Mouse sisi lohe: Che sk erste reve 6,814.47 


CORRECOEDELNV-EINMUOR Ys .lstatels a ieiel hake dle toletele)s cleeh seeded $66,426.35 


Count made of quantities on hand for many items indicates 
that quantities are correct. Item noted was the only differ- 
ence and this was caused by an error of an unusual nature in 
stock record. 

With changes noted, inventory appears to be valued at 
cost or market, whichever is lower. 


EXAMINATION OF ACCOUNTS RECEIVABLE AT DECEMBER 31 
(Accounts examined February 3) 
Doubtful Accounts 
Balance Reserve 
Adams & Brown—August purchases............. $ 198.20 $ 100.00 
Dealing here many years—credit man says 
eleynloye bil —K Ene WIG Aocoaeeeiaane naooG 00 ooo 


Carter Mfg. Co.—September...............+--- 210.00 210.00 
New customer—first purchase—does not reply 
to letters—both credit references doubtful— 


say 100%. 
Dale & Dawson—June and July................ 880:00) ecpiareceee 
Credit man insists good—past record good. 
J. R. Evans & Co.—April to August............. 2,640.00 1,050.00 
In hands of attorney—attorney reports doubtful 
—say 40%. 
Aly. Janine Jt. Bankruptn piers. taeiteet chess 390.00 320.00 


Reports not favorable for large dividend 80%. 
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Gates & Brown—August and September......... 350.00 
Credit man says he cannot understand delay— 
will place in attorney’s hands if not paid 
shortly—say 20%. 


AG Joekl anna — oly << o cteie citreus! ss) geters: \c.e sstcioverere 620.00 
Cannot locate—say 75%. 
TvesmViercantile:@O.-—AUOuUst yar sepentieds «-le «is eeeke « 410.00 
Correspondence indicates account will be settled 
shortly. 
Jason & Jason—September..........+0..2--.005 1,320.00 
Creditors’ committee—say 20%. 
Amie Millér--October hp a. lie -uiee siete Pete d oye 120.00 
Former employee—apparently will not pay—say 
100%. 
Nasmith, Jones & Co.—August...........-.-+6- 190.00 


Correspondence indicates full settlement. 


Total estimated reserve on these doubtful accounts...... 


Experience for past 5 years indicates an average loss of 3 of 1% 
on charge sales. 
For accounts during last 90 days, sales $128,000 @ $%........ 


Total estimated reserve required 


Note remarks following names, dates, and amounts were 
inserted after interviewing credit man and examining some 
of his correspondence. 


Mstimated reserveyrequirediiw cease wele «trees $ 3,550.00 
Reserve peribooksus (ames ee Ne See Sate ee Le 2,500.00 
Additional amount to be reserved......... $ 1,050.00 
Summary or Accounts RECEIVABLE: 
Customers’ debit balances: ..-. 2.2. . So .  c $139,380.40 
Hirst Street Cos subsidianya wen auction aarti 6,917.23 
Officers’ and employees’ balances............-- 8,384.19 
Deposit on Avery1©o, contract, saeeesr. cee eee 5,000.00 
$159,681.82 
Messicredity balances see eoraere aire eteteeace sree Selon ed 
Balance accounts receivable.............. $156,465.55 
ADJUSTMENTS 
(a) Entries to be reversed Jan. 1. 
(b) Entries made for our papers only. 
(a) Accounts Receivable—Protested Notes..... $ 252.55 
Cash—American Trust Co.......... $ 


To reduce cash balance and charge pro- 
tested note of Albany Mfg. Co. $250 and 
protest fees $2.55 to special account 
(entered in January cash). 


[Sec. 


252. 


14 


.00 


.00 
.00 


55 
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(a) Miscellaneous Expenses............-++0+ 

Cash—American Trust Co.......... 

To include collection charges for Decem- 

ber as per American Trust Co. statement, 

in expenses of year just closed (entered in 
January cash). 


(a) Cash—American Trust Co............005+ 
Interest on Bank Balances.......... 


To enter interest credited by American 
Trust Co. in their December statement 
(entered in January cash). 


To increase reserve from $2,500 to 
$3,550, as per our estimate. 


Gost of Merchandise SOld we. cca ea aeeeu. 
Inventory of Finished Goods........ 
To reduce inventory of finished goods as 


follows: 
Total before examination $ 73,240.82 
Corrected total......... 66,426.35 
$ 6,814.47 
Bade ebtsuserter ate acuetvA ses ras se esia ce. 


Reserve for Doubtful Accounts...... 
To set up additional reserve for probable 
loss on following notes receivable: 

Clarke, Niles & Co., Inc. $400 
ALLOINeYV~Sa Ve OO Vou nea ae $200 
Little, North & Co., Inc. $400 
attorney says probably worth- 
eet cde Bik tipi ae Ae A ee $400 


(a) Acerued Interest on Notes Receivable.... 
Interestsubarnedupais cmt senee se 

To enter accrued interest on note of 
Brown & Smith Co., $1,000, from June 

1 to Dec. 31, at 6%. Treasurer states 
interest will be charged until collected. 


(b) Accounts Receivable—Customers. . 
—Subsidiary Company, 

x . —Officers and 
Employees........ 


Meposit on, Contractamaaas aches ieee 
Accounts Receivable..............- 
Accounts) Payables euds tas teskabtstare 

To distribute accounts receivable for 
balance sheet purposes. 


$ 1,050. 


$ 6,814. 


$ 600. 


$ 35. 


. $139,380. 
OF Olt 


8,384. 
5,000. 


.10 


00 


47 


00 


00 


40 
23 


19 
00 


667 

$ 6.20 
$ 93.10 
$ 1,050.00 
$ 6,814.47 
$ 600.00 
$ 35.00 
$156,465.55 
3,216.27 
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(b) Notes Receivable—Customers............. $ 14,900.90 

ee —Subsidiary Company.. 1,500.00 

# « —Officers and Employees. 2,000.00 
Notes Receivable. . 5 $ 18,400.90 


To distribute notes receivable fox balance 
sheet purposes. 


NOTES RECEIVABLE 
Notes receivable examined which were overdue: 
May 31—Atlantic Mfg. Co., Inc., due Nov. 30, interest 6%— 
FLOMMC OLSETHETLES Are oir, cesses REAP shay a, ec ds eRe $ 500.00 
Company requested a 90-day extension which has been 
granted—expect to collect. 
June 1—Brown & Smith Co., due Dec. 1—interest not speci- 
fied sindorsed) by J. Ga BlakencuCorern seus mteeee 1,000.00 
Indorsers agree to pay if maker does not settle by March 1. 
Treasurer says interest at 6% was agreed. See adjust- 
ments for accrual. 
Total notes receivable examined, all customers’ notes includ- 
ing the above as per adding machine tape postedon 


thisssheetits 5;..6/. GIR Rn eee ees. pa aa 11,340.90 
Notes receivable out for collection with American Trust Co.: 
Allenr@asmith due.Jan.cOpe Pe reenter ent tc: terre $ 500.00 
Cason Jones! <7 Co,cdue: Hebel Oseeeese ee ire rte 600.00 
Republic Migs Com due dan. cone wae Menten ieee eee 250.00 
Maveibank confirma gto. tcr ae ee ee oe eee $ 1,350.00 
Notes reported collected by the American Trust Co. since 
Dee. 31: 
@entraleiradingi©oradue: janie oan see ee eee te $ 380.00 
NinlleredceN.Ol ame GU Ord 2 Tyee Oe area arr gy ae 430.00 
$ 810.00 
Fe SSSSSSSS==a 
Notes in hands of A. B. Drake, Esq., attorney for collection: 
@larke} Niles! & €o., Inc,, dueSept.30.- 2) pee te ee eS 400800 
Attorney expects to collect 50%. 
Walsone Mercantile: @o ndten Auto as lee ne eee 600.00 


Attorney has lien on property and exec to collect in full 
including expenses. ‘ 


Tittle, Northe@ot, Inc dueniarels. ann on ee 400.00 
Attorney advises this note is probably worthless. 


Pa 


$ 1,400.00 
See “Adjustments” for addition to reserve for doubtful ac- 


counts on account of Clarke, Niles & Co., Inc., and Little, 
North & Co,, Inc, notes. 
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Notes. of officers, etc.: 
Aug. 31—J. G. Ralston payable on demand, no interest.... $ 2,000.00 
(Mr. Ralston is the President of the Company.) 
Sept. 30—First Street Co., due Mar. 31, interest 6%...... 1,500.00 
This is a subsidiary. 
Summary or Norres RECEIVABLE: 
Sxamiineds Pee Mar Meee Aes, eed eee of es os $11,340.90 
Out for-collectionsh 2 pete ee cae ee Sree Me ees 1,350.00 
Collected! since DecHoloer te cat st tet. nine eit ere 810.00 
Inwhandsofathorne yim rtee ters eats neater cs 1,400.00 
Hirst street, Comsubsidiaryie «elects ia sel sal e-toc ens 1,500.00 
Je yekvalstony bresidentrn sae cleat seth tec es 2,000.00 
Rotaleperiled gor seach he tee e estat es $18,400.90 
EXAMINATION OF VOUCHERS 
Vane 27—A. pastes ©o.,, 2) desks and chairs jana nro oir $ 84.30 
Charged to General Expense—see if this should not be 
charged to Furniture and Fixtures. 
ob. 13—— Cason Dennis, Paid Heb. 22 suis oete ah ydshen deere Teel 380.00 
Terms 2%, 10 days—discount not deducted—why? 
Apr. 16—American Mfg. Co., special COMMISSION Saas ie eee aes 218.00 
No details; voucher not approved. 
May 9—New York Central freight on car N. Y. C. 101837 from 
LTATHsLC eu MASI O LD, Se PEATE 8 LATER DSTA, SRR 183 .40 
See if this freight applied on goods purchased f. o. b. 
destination. 
June 17-—Oceanic Metals Co., 1 special cutter #17 to replace old 
cutter for which $30 allowance was made............ 310.00 
Charged to Repairs, Machinery—see if this should 
not be charged to Reserve for Depreciation. 
Aug. 10—United Transportation Co., for rent of touring car for 
Nirioness salesman a Ga ysier ties it aarti crm C mame 150.00 
Charged to General Expense—see if this should not be 
charged to Selling Expense. 
Ocho ls A] Be Caio G@o.fOrel lAubGor os ssact, hii cusl: o- Pe aero 230.00 
Charged to Repairs and Machinery—see if this should 
not be charged to Machinery account. 
NOV LO Dero. Watson SQlesMaM ravede cides culetl- Cle icuneuryare slays 130.70 


Commission not approved by Sales Manager. 


Cash 


ITEMS INVOLVED.—Cash to be verified consists of one or more 
following: 


1. Petty cash funds 
2. Branch office funds 
3. Miscellaneous funds in custody of officers or employees 


of 
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Receipts not as yet deposited 

Bank balances 

. Funds in custody of other institutions or individuals 
Cash in transit 

Cash in foreign depositories 


Wherever possible, count all cash on hand, including cash funds, simul- 
taneously. If this is not possible, take precautions to prevent confusing 
of funds already counted with those to be counted. In some cases it may 
be necessary to place a seal on the package or receptacle, holding that part 
of cash already counted until balance of cash has been counted. 


PETTY CASH FUNDS.—There is usually found, as part of the cash fund, 
vouchers and also memoranda representing cash. Examine the vouchers and, 
if possible, determine the propriety of expenditures during the count. Exam- 
ine closely memoranda representing loans, advances, and miscellaneous dis- 
bursements to determine whether such memoranda truly represent amounts 
involved and also whether such items should be brought to attention of 
someone in authority. Other memoranda may represent charges to be made 
to expense or other accounts. 

List items composing petty cash funds as to amounts only for such items 
as currency, bills, checks, or vouchers which are in order, etc., and in detail 
for those items to be investigated or reported, so that they can be taken up 
without further reference to the fund or client’s record thereof. 

Bear in mind during the count that the cashier may be ill at ease. Do 
everything possible to remove any nervousness on the part of the cashier. 
If differences or peculiar items are noted, they should be discussed with the 
cashier as if such items can without question be explained. However, this 
attitude should not prevent making a thorough investigation of such items. 


BRANCH OFFICE FUNDS.—When arrangements are made for the 
auditor or his representative to visit the branch office, verification of the 
fund should be along lines outlined for a petty cash fund, with the possible 
exception that items representing disbursements made for account of the 
main office should be traced into to the main office records or confirmed at 
that office. If you do not visit the branch office, request someone in authority 
to furnish you a list of items composing the fund at a given date. 

If the branch office is visited, bank balances, which may be a part of the 
branch office funds, should be verified in same manner as are home office 
bank accounts. If branch .office is not visited, secure a certificate of the 
balance at a given date from the bank; a copy of the reconciliation of the 
balance should be forwarded to you for examination. 


MISCELLANEOUS FUNDS IN CUSTODY OF OFFICERS OR EM- 
PLOYEES.—Extent of verification of these funds depends on their amount 
and nature of the duties of the person in question. If a fund is relatively 
small, say $25 or $50, and is held by a salesman who does not handle any other 
cash for the firm, a confirmation by letter is sufficient. If the salesman is near 
at hand, however, the fund can just as easily be counted. Where these 
funds are large and are held by persons who handle other cash items, it is 
advisable, if possible, to count the funds and to make a verification of the 
other amounts for which such persons are responsible. 

Where funds are confirmed by letter, make request for composition of the 
fund at time reply is made. To make certain that information desired is 


furnished, tell the holder of the fund that his reply should give the following 
information as to the fund: 


OID Ory 
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1. Currency 4. Memoranda in detail 
2. Checks 5. Other items in detail 
3. Vouchers in detail 6. Total fund 


The nature of the replies may be a revelation to the treasurer or the cashier. 


RECEIPTS NOT YET DEPOSITED.—Make certain that when you call 
for all cash on hand, the cashier understands that receipts awaiting deposit are 
included in his request—otherwise you may discover later that other funds 
were on hand at the moment when the funds were counted. In such a 
contingency a question may arise whether all funds were really intact. 
Count receipts of this nature either at close or beginning of the business day, 
so that there will be no difficulty in proving such receipts with the records. 
In some cases it can be arranged that the cashier prepares his deposits for 
the bank from receipts on hand at the close or the beginning of the day, 
and the cash items making up the deposit can then be sealed until taken to 
bank, so as not to be confused with later receipts. An assistant should 
accompany the clerk making the deposit; in addition the deposit should be 
confirmed by correspondence direct with depositary. If this is done it is 
not necessary to count and prove with the records the later and undeposited 
receipts, and such a procedure serves to make certain that an amount equiva- 
lent to the day’s recorded receipts was deposited. 


BANK BALANCES.—Verification of bank balances generally consists of 
two operations, viz.: 
1. Reconciliation of bank statement or passbook with client’s cash 
records. 
2. Confirmation by direct correspondence with depositaries of the balance 
appearing on statement or passbook and of any deposits in transit 
or other items in doubt, about which the bank may have knowledge. 


Reconciliation of bank balance covers more than the preparation of a 
statement giving items necessary to reconcile client’s bank balance with that 
reported by bank. ‘The real purpose of this statement is to know the dif- 
ferences so that they may be investigated thoroughly. Entries in connection 
with checks outstanding should be examined, and, unless it is apparent why 
the checks should be undeposited, investigation should be made. It may 
develop that one check is outstanding because there is a dispute as to actual 
amount due. Another check may represent a duplicate payment, check for 
which is being held by creditor pending investigation. 

When paid checks are being compared with cash records, examine the 
indorsements. Investigate checks for large amounts cashed or indorsed in 
plank. List all checks drawn to order of employees, ‘‘Bearer,”’ ‘“‘ Cash,” 
etc., for investigation if entries in cash records are not self-explanatory. 
Note other peculiarities for investigation. 

Whether the examination covers all or only part of the period, items which 
do not appear in order should be investigated thoroughly; in fact, the merit of 

an examination of a short period consists, in large part, in that nothing in 
that period will be accepted unless absolutely in order, whereas too often 
examination of all checks issued during the period under review causes a loss 
of interest on the part of the auditor, with the result that an important item 
is overlooked and the favorable impression created by an otherwise good audit 
spoiled. 

When deposits appearing on bank statement or passbook are compared 
with cash records, note the dates to make certain that receipts are not withheld 
a few days before their deposit. 
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Examine amount credited by bank for interest to determine whether rate 
of interest allowed is sufficiently high. Also examine charges for collection, 
etc., to determine whether excessive, and if total is high consider whether 
some other method of handling these transactions might bring about a saving. 

Compare checks drawn for transfers between banks where there are two or 
more bank accounts with deposits representing transfers, and account for all 
such checks and deposits. 

The letter to depositary requesting confirmation of the bank balance is 
generally dictated by the auditor and written on the client’s letterhead. It 
should be signed by someone authorized to sign checks, as some depositaries 
refuse to recognize these letters unless the signature has been filed with them. 
Some auditors use their own letterheads or special forms with their names 
at the head and have the letter or form countersigned by client or his repre- 
sentative. 

It is better to defer writing such letters until bank balances have been 
reconciled so there may be included requests for confirmation of deposits in 
transit or other items which should be confirmed by the depositary. 

When the audit is made several months after close of period under review, 
question arises as to whether the bank balance of last month available should 
not be reconciled and confirmed in addition to that at close of period covered. 
Where cash receipts and cash disbursements are handled and recorded 
separately and each day’s receipts are deposited separately and cash records 
appear to be in order, it is sufficient to reconcile and confirm the balance at 
close of period under review with a test verification in totals of the deposits 
recorded for subsequent receipts. 


FUNDS IN CUSTODY OF OTHERS.—This caption does not include bank 
balances or funds in custody of officers and employees. Verification of funds 
in custody of others would generally be made by correspendence direct with 
holders of such funds. Satisfy yourself that persons or firms in question are 
reliable and that such funds are available for the purpose for which created. 
Aliso ascertain whether interest is being paid or accrued on these funds. 


CASH IN TRANSIT.—Verify cash items in transit by inspection of the 
records or of reports prepared by forwarding and receiving offices. Where the 
examination is actually in progress at one or both offices at time of transfer of 
cash items, it may be possible to verify the actual forwarding and receipt and 
deposit of such items. In such cases the auditor of the forwarding office 
should immediately notify his co-worker at the receiving office so that he 
can inspect the cash upon its arrival. 


CASH HELD IN FOREIGN COUNTRIES.—Supplement the usual veri- 
fication of these funds as to the amount in foreign currency by a determination 
of the value of such funds in American currency. Unless there is some special 
reason, these amounts should be carried at rates of exchange prevalent at 
date of close of period under review and an adjustment made for difference 
between such values and book values. 


CASH RECORDS.—Unless the concern under audit is large, having an 
adequate system of internal check, make certain tests of entries in cash 
records. The extent of these tests depends on size of the concern, adequacy 
of system of internal check, and scope of the audit. 

Make tests of footings of cash records. Prove monthly amounts deposited 
with cash receipts. 

When deposits per bank statement and paid checks are ccmpared with the 
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records for a few months only, scrutinize entries for balance of period to 
ascertain whether all entries appear to be in order. 

Compare composition of the deposits, if a record of details is available, 
with items representing the cash receipts, for a few days, to make certain 
that actual items received are deposited. 

After verification of cash funds and bank balances, prove amounts thereof 
with balances in the records. 


COMPOSITION OF CASH.—As a rule cash will be stated on the balance 
sheet either as: 


Cash, or 

Cash on hand 

Cash in Ta fae 

Cash on hand and in banks 


There is generally included in the cash on hand item a miscellaneous assort- 
ment of cash items. For instance, cash on hand may comprise any or all of 
the following: | 


Petty cash funds, including cash, checks, vouchers, memoranda, etc. 

Cash advances to salesmen or other employees 

Postage or other stamps (for nominal amounts only) 

Cash on hand for deposit 

Cash items in transit 

Miscellaneous small deposits for which receipts are held in cash 
drawer 


Make certain, before including any items in cash, that they are really of 
the nature of cash, that the amounts which do not represent currency or good 
checks are nominal only, and that the amounts can readily be converted into 
cash and can and will be used in current operations of the business. In any 
event, do not include items other than currency or good checks in a cash 
caption without qualification, if their sum is large in the aggregate and the 
total of such items represents a large portion of the cash item stated. 

State cash funds held for a special purpose separately with proper qualifi- 
cation, unless amount involved is comparatively small. 

Where there are several bank accounts and there is an overdraft in one or 
more accounts, do not state cash in bank as the net amount of all bank bal- 
ances, unless the overdrafts are for nominal amounts which were made good 
shortly after close of the period. The overdraft, when stated separately, 
should be included among accounts payable, 


SOUS NS 


Notes Receivable 


PROCEDURE.—Notes receivable may be divided into four groups: 


1. Notes on hand 

2. Notes out for collection (not overdue) 

3. Notes in hands of attorney or others (overdue) 
4. Notes discounted (not due as yet) 


Inspect notes on hand and compare with the note record or a list of the 
notes. The list of the notes should be prepared by client’s employees, unless 
there are but few notes on hand. In the latter case you may prepare your 
list as you examine the notes. Compare the notes with the list or record as 
to date, name of maker, amount, due date, and rate of interest, Make nota- 
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tions as to rates of interest and names of indorsers, if any, and if there are no 
indorsers and no rate of interest is specified, note these facts, so that the data 
will be available if questions arise as to these points at a later date. Some- 
times payments are made on account of notes and amount of such payments 
is entered on the note. Note the amount of such payment as a deduction 
from amount of the note. 

Verify notes out for collection by correspondence with the bank or the 
other concern holding them. If there is a long list of such items, furnish the 
bank a list of the notes in duplicate, with a request that the list be examined 
and the copy returned with letter of confirmation. This list should contain a 
complete description of each note. 

Some notes may have been collected since close of the period. Verify such 
collections by inspection of entries in cash records. 

Overdue notes in hands of attorneys or others for collection should be 
verified by correspondence direct with holders thereof. Request should be 
made for the estimated realizable value of such notes. 

The total of these three groups of notes should be compared with the 
Notes Receivable account and any differences should be located and adjusted. 

Confirm notes discounted by correspondence with holders thereof. 

It is as necessary to determine whether provision should be made for 
doubtful notes receivable as for accounts receivable. In some businesses 
notes given in payment of accounts are signs of credit weakness. In other 
businesses it is customary to give and take notes in connection with prac- 
tically every transaction. 

In examining accounts of concerns in the first group above mentioned, bear 
in mind that a reserve should be provided to cover practically all notes on 
hand. Make provision, as a rule, for old notes in hands of attorneys or others 
for collection which are not likely to be collected in full. 

_ Make certain that the notes receivable received from others than custo- 
mers—for instance, from affiliated companies, officers, etc.—are earmarked, 
so that they may be stated separately in the balance sheet. 

Test calculations of accrued and prepaid interest on notes receivable. Do 
not include interest on overdue notes among assets unless it is reasonably 
certain that both principal and interest on such notes will be collected. 

Scrutinize entries in the note record representing closed transactions, to 
ascertain to what extent notes on hand represent renewals of notes matured. 


Accounts Receivable 


CLASSIFICATION.—Consider the verification of balances representing 
accounts receivable under two main headings: 


1. Customers’ or trade accounts receivable , 
2. Other accounts receivable 


CUSTOMERS OR TRADE.—Work to be done in connection with the 
verification of balances of customers’ accounts receivable varies in extent, 
depending on the size and general reputation of concern under audit, condi- 
tion of accounts, and system of internal audit. 

Small Concerns Without Internal Check.— Accounts of a very small concern 
having practically no system of internal check should be examined in 
some detail. Test postings, footings of accounts, and calculations of 
balances; and compare balances with the trial balance or list of balances. 
Verify footings of the trial balances and prove totals with controlling 
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accounts. Test postings of a section of the accounts receivable, especially 
those representing cash credited to the accounts. Ascertain whether all 
balances represent specific open items. Determine estimated value of the 
accounts. 

Determination of the value of the accounts should be accomplished by 
scrutiny of the accounts and by placing a distinctive mark on the trial balance 
or other list next to the balances, or by listing the balances which can be 
allocated to any of the following groups: 

1. Accounts which appear to be overdue, having in mind invoice terms. 

2. Large balances in accounts where former balances have been compar- 
atively small. 

3. Accounts on which notations are found, such as ‘Bankrupt,’ ‘‘De- 
ceaced,’’ ‘‘Cannot locate,’’ or other expressions which might indicate 
that there is some doubt as to their being collectible. 

4. Balances due from officers, employees, affiliated companies and 
depositaries. 

5. Balances representing sales of equipment, scrap, etc., or charges made 
for services, or any charges other than those which are part of the 
regular business of the concern. 


Review balances so marked or listed with the executive who handles 
eredits. Examine the latest data available relative to each balance of this 
nature, und if the account does not seem to have full value, determine approx- 
imate amount which should be reserved to make provision for the doubtful 
accounts. 

After all balances noted have been considered and total estimated provi- 
sion for such balances have been figured, give consideration to the amount 
which should be provided for other balances not in the overdue period— 
for example, the balances representing transactions of the last 60 or 90 days. 
Based on past experience a percentage should be applied to the charge sales 
of the last 60 and 90 days, to determine amount to be reserved for these 
accounts. The sum of this amount and that provided for the overdue 
accounts, etc., represents the reserve to be deducted from the accounts so 
as to state them at estimated realizable value. 

This procedure serves not only to value the accounts but to give the auditor 
information relative to the condition of the accounts and the ability of the 
executive handling credits. 

Balances for very small amounts need not be considered in arriving at 
amount of the reserve for doubtful accounts unless such balances are numer- 
ous, in which case an estimate should be made for the amount to be provided 
for these balances as a whole. 

If the small balances do not represent amounts owing for current trans- 
actions investigate them, as it is likely that these items should be closed out 
by credits for refunds, allowances, etc., or that they represent disputed 
balances which will probably not be collected. Ascertain whether disputed 
items and claims for refunds, allowances, etc., are on the increase, and bear 
in mind this tendency in valuation of the accounts and preparation of the 
report. 

Total credit balances in the accounts receivable so as to state such items 
separately as a liability in the balance sheet. Examine such balances to 
make certain that there is an actual liability, or that the amount of the 
liability in each case is not in excess of the balance carried. If some of the 
eredit balances represent deposits for substantial amounts made with credi- 
tors and others which are not repayable in a short period, state the aggregate 
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of such balances as an individual item so that the nature of this liability 
may be clear to anyone. 

Determination of the value of the accounts necessitates consideration of 
possible reductions through discounts, allowances, freights, miscellaneous 
rebates, etc., not indicated in the accounts. An account which will be col- 
lected subsequent to date of balance sheet should not be carried at a greater 
value than the amounts which would have been added to the assets if the 
same account had been collected prior to such date. An amount should be 
reserved for discounts, etc., to be allowed subsequently. 

Where the balances are fairly large and are owed by business concerns, 
but not by individuals, and in any event in case of balances due by affiliated 
companies, consider the advisability of confirming the balances by direct 
correspondence with each debtor. This is a real verification of customers’ 
balances, if all requests for confirmation are complied with. However, many 
clients object to such confirmation, and when this method is used many 
debtors addressed will not reply to requests for confirmation. 

Procedure generally followed in verification of accounts receivable by 
correspondence is as follows: 


1. Statements are prepared by client’s employees of balances as: at 
date of audit. 

2. Statements are compared by the auditor with ledger balances. 

3. Hither a letter requesting confirmation of the balance is enclosed 
with the statement, or confirmation is requested through a notation in- 
serted with a rubber stamp on face of statement. 

4. Statements should not leave custody of the auditor after they 
have been compared with ledger balances. 

5. Statements should be mailed by the auditor and as a rule a stamped 
envelope addressed to the auditor should be enclosed for reply. 

6. In some cases debtors are requested to communicate with the 
auditor only in event that the statement is found incorrect. 

7. Replies received should be examined carefully and all differences 
thoroughly investigated. 

8. If replies are received covering practically all accounts, those for 
which no replies are received should be scrutinized closely. 


When the total of customers’ balances is not in agreement with the control 
account, it is not the auditor’s duty to locate the difference. Call the client’s 
attention to the difference and the general condition of the accounts. A 
special arrangement may be determined on, whereby the auditor undertakes 
to place the accounts in agreement, but the auditor should be careful in 
such case not to underestimate the time necessary for such work if a fixed 
fee is arranged, or to permit the client to have too optimistic a view of the 
situation if the work is done at day rates. 

As a rule the method of locating such differences which gives best results 
is by “reverse posting.’’ This consists of a detailed analysis of the entries in the 
ledger so that the items for any given period are grouped according to their 
source. If possible, the groups are arranged in chronological order. Totals 
of each group are then compared with corresponding totals in books of 
original entry. The differences should be localized and located readily 
through this process. 

Large Concerns With Good Systems of Internal Check.—Verification and 
valuation of accounts receivable in audits for this class of clients as a 
rule does not vary in the nature of work done, but primarily in the ex- 
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tent of the work. In the first instance, make a thorough study of the 
system of internal check, including an estimate of the ability of client’s staff 
to follow the system outlined. The work as outlined for the examination 
of small concerns should then be performed for one or more sections of the 
accounts and a scrutiny be made of the unusual or extraordinary accounts 
in the other sections. 

If the system for calculating the reserve for doubtful accounts followed by 
the client’s staff is not adequate, examine all accounts with balances in 
excess of a fairly large amount, and as to these balances follow the procedure 
outlined for audits of small concerns. 

Bad Debts Written Off.—Examine the accounts written off during the 
last 2 or 3 years and ascertain what is being done to follow up accounts 
where there is possibility of further realizations. Study the system of han- 
dling proceeds from such accounts to make certain that proceeds are properly 
accounted for. 

Accounts Hypothecated.—Be on guard to note any hypothecated accounts. 
When authority for hypothecation does not appear in the minutes or in a 
contract submitted for the auditor’s inspection and the amount borrowed 
through this method is stated as an ordinary loan, it may be difficult to 
ascertain whether or not the accounts are pledged. However, examination 
of a portion of the cash book entries and scrutiny of the period not ex- 
amined, as well as examination of the interest, commission, and miscel- 
laneous expense accounts, should bring to the auditor’s attention certain 
peculiarities generally found when money is borrowed in this manner. 


OTHER ACCOUNTS RECEIVABLE.—In many audits there are certain 
receivables which are either included in the balance sheet among accounts 
receivable or are stated separately. As these items partake of the nature 
of accounts receivable their verification is discussed under this heading. 

C. O. D. Accounts.—Accounts which represent charges for merchandise, 
which charges will be collected on delivery of the merchandise, are generally 
referred to as C. O. D. (Cash on Delivery) accounts. As the examination 
generally begins several days or weeks after the close of the period, verifica- 
tion of such balances is usually not difficult, as it is possible to account for 
all outstanding C. O. D. items at close of the period by an inspection of the 
entries for cash receipts or for merchandise returns subsequent thereto. 
When a certain number of outstanding accounts are found after close of the 
period, ascertain why the accounts are allowed to stand for any length of 
time. Make certain that merchandise for the outstanding accounts not 
shipped to distant points is held and that it has not been included in the 
inventory. Consider the condition and value of this merchandise. It will 
be found that certain C. O. D. accounts for merchandise to be shipped to 
distant points are being handled by express companies, and that allowance 
must be made in those cases for time required for delivery and return of 
proceeds. For local C. O. D. items there is no reason, except in unusual 
cases, why the accounts should be outstanding more than 3 or 4 days. 

Deposits.—Amounts deposited under special contracts, ete. (bank 
deposits excluded), are in the nature of receivables. If amount is large, 
confirm the deposit by correspondence with holder. Request for. confirma- 
tion should include inquiries as to interest allowed, if any, and whether there 
are any liens, offsets, or special conditions which must be fulfilled before 
return of the deposit. 

If amount of deposit is nominal and there is a receipt on hand which must 
be surrendered before return of the deposit, an inspection of such receipt 


678 AUDITS AND WORKING PAPERS [Sec. 14 


should be sufficient verification. This class of deposits includes amounts 
deposited with gas, water, or electric companies, and similar deposits. 

Instalment Accounts.—As to verification of total outstanding, procedure to 
be followed for instalment accounts does not differ materially from that for 
other groups of accounts where numbers are large and individual balances 
small. The system of internal check must be studied closely, with reference 
to method of taking off trial balances. 

As to valuation of these accounts, the important consideration is the number 
of periods elapsed without receiving the periodical amount owing, and past 
experience with debtor or with the class to which debtor may be allocated 
by client. While the concern doing an instalment business has the right to 
‘“‘replevin”’ the goods in question in case instalments are not forthcoming, 
proceeds from sales of merchandise replevined are generally not sufficient to 
cover balance owing on such account. As a rule, for purpose of deciding on 
amount to be reserved for doubtful accounts, the accounts are grouped 
according to number of periods elapsed since receipt of last instalment, 
special consideration being given to fairly large accounts or to accounts which 
for credit purposes are considered to be of a special nature. 

Officers and Employees.—These accounts may aggregate a large sum in 
some audits and therefore require special consideration. As to the officers, 
executives, and those employees who have a good credit rating because they 
have special resources, consider the accounts on the same basis as accounts of 
other individuals. However, call attention to any of these accounts which are 
allowed to run for some time without some payments being made by debtors. 

As to the other accounts settlements in whole or in part should be made 
periodically on a definite plan. Any deviation from ‘the plan should be 
authorized by an executive, the reason for the exception being stated in the 
authorization. 

Officers’ and employees’ accounts should be summarized so they may be 
stated separately in balance sheet. 


SPECIAL CONSIDERATIONS.—Examine closely contracts for sale of 
product of the: concern under audit: and note conditions in such contracts 
which may have an effect on the valuation of the accounts or the inventories. 

Investigate: the method of putting through and approving credits for 
refunds, allowances, and merchandise’returned. Try to ascertain whether 
many of such items are still to be passed. Investigate merchandise on hand 
which has been returned awaiting credit. 

Serutinize shipping records and consider the possibility of shipments 
being made without recording a sale. In some audits sales entries imme- 
diately preceding close: of the period should be compared with entries in the 
shipping record. ? 


SUMMARY OF ACCOUNTS: RECEIVABLE ITEMS.—During the 
examination keep in mind the manner in which the various accounts receiv- 
able items will be stated in the balance sheet, j.e., as to whether or not they 
will be included among the current assets and whether certain classes of 
accounts receivable will be stated separately or be grouped with others as 
part of a miscellaneous item. ; 

It will probably be necessary to provide for some or all of the following 
divisions of accounts receivable in course of several audits: 


1. Customers 


2. Employees and officers, for current transactions 
3. C.O.D. accounts 
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4. Deposits repayable during a few months 

5. Balances due by affiliated companies for current transactions 

6. Deposits with mutual insurance associations or other associations 
7. Deposits not repayable within the current year or at a fixed date 
8. Accounts in hands of attorneys for collection 

9. Accounts in suspense 

10. Accounts pledged as collateral 

11. Balances due by officers, not being liquidated currently 

12. Balances due by affiliated companies, not being liquidated currently 


Inventories 


NATURE OF SUBJECT.—Verification and valuation of inventories 
cannot be completed solely by following certain definite rules. There are 
so many special features in connection with the organization or the methods 
of each concern which should be considered in every inventory examination 
that it is impossible to give instructions which can be followed in toto for 
any inventory investigation. 

For convenience discussion of the examination of inventories will be divided 
into: 

1. Verification of inventory quantities and amounts 
2. Valuation of inventories 


VERIFICATION OF QUANTITIES AND AMOUNTS.—Inventories to 
be verified may be in the form of: 

1. Raw materials or finished goods 

2. Merchandise in process of manufacture 

3. Merchandise in storage covered by negotiable receipts 

PRELIMINARY CONSIDERATIONS.—The first step in verification of 
quantities of inventories is to ascertain how inventory was taken. If a 
' copy of instructions for taking inventory is available this should be examined, 
and if such instructions are not available, make inquiries relative to the 
following: 

1. Arrangements made for recording merchandise received (including 
merchandise returned by customers) just prior to close of period 
and for recording that received just after close of period. 

2. Method of segregating merchandise received on consignment or other 
merchandise not property of the concern. 

8. Provision made for recording obsolete and other stock which does not 
have full value. 

4. Method of checking accuracy of original count. 

5. Safeguards against losing or misplacing tags, sheets, etc., used in 
inventory. 

6. Procedure outlined to make certain that liabilities will be entered for 
all merchandise received in stock. 

7. Method of recording units, dozen, gross, tons, etc., so that there will 
be no confusion when extensions are made. 

8. System outlined for pricing inventory, for making extensions and 
footings, and checking these calculations. 

9. Procedure followed in summarizing inventory sheets. 

RAW MATERIALS OR FINISHED GOODS.—Verification of quantities 
of raw materials or finished goods is not a difficult task where merchandise 
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consists of large and valuable items and the auditor is present when inventory 
is being taken, or immediately thereafter. In such cases verify practically 
all quantities by actual count of articles and list comparison of your count 
with the items on inventory sheets. If, however, all the stock is not to be 
counted but tests are to be made, work from sheets to stock rather than from 
stock to sheets, to determine whether the items which have been listed are 
really in stock. While making the count, note condition of the articles. 

If stock consists of many small articles with low unit prices, it is generally 
not feasible nor advisable to count a substantial portion of the whole inven- 
tory; be satisfied with an inspection of the stock as a whole. In such cases 
examine closely instructions given for taking inventory and question the 
men who were entrusted with taking the inventory to determine whether 
they may be depended on to take an accurate inventory. Where possible, 
endeavor to make tests of some quantities. 

While the stock is being examined, make inquiries of storekeepers or persons 
familiar with the stock as to whether there is any slow-moving stock or stock 
materially depreciated in value. Select items here and there which appear 
to have been in stock for some time. If perpetual inventory records are 
available, examine the entries for these items to determine how long they 
have been in stock. If no inventory records are available, question persons 
familiar with the stock. Make similar inquires about unusually large items 
in the inventory. 

Test general accuracy of the inventory books or sheets. The extent of this 
verification should depend on the system followed in preparing the sheets 
and the impression gained of the personnel handling the inventory work. 

Test prices by comparison with prices for similar items, as shown by some 
of the late invoices. Also test inventory prices by comparing with the 
prices on invoices for sales subsequent to the period, to determine whether 
the prices are being maintained. 

Make tests of extensions. A good method of making such tests is by 
scrutiny of each page of the quantity, price, and amount columns as a test of 
the extension for each comparatively large figure. For instance, if quantity 
of an inventory item is large, the amount should be correspondingly large 
unless unit price for such an item is very low, and same is true of an article 
which had a very high price—the amount would be high unless the quantity 
is very small. On the other hand, a large amount should arise from a com- 
paratively large quantity or a high price. Through this method you should 
discover errors for substantial amounts and time taken for such verification 
should be relatively brief. With an inventory of, say, several hundred 
thousand dollars it is hardly worth while to endeavor to locate a certain 
number of small errors which might change the inventory total by only a few 
dollars. However, if it appears that there are many such errors, call attention 
to this condition and request a further check of the inventory calculations by 
client’s employees. If there are comparatively few sheets, footings of dollars 
only for all sheets may be verified. If sheets are numerous, test footings 
of sheets by scrutiny of amounts and of total for each sheet, verifying those 
for which the details appear to aggregate more or less than the total listed. 

Check the summary of the inventory in detail unless it is voluminous. 

When scrutinizing the quantities and prices, note for further investiga< 
tion any peculiar items not in order, as: 


1 lot of scrap metal and parts.......-.. essere eee $1,320.00 
Merchandise stored in room 14.......0 eee ee eees 935.00 


Any large quantities should also be noted. 
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Note names of parties taking inventories and pricing stock, and of those 
making the extensions, and ascertain the capabilities of such persons for the 
tasks assigned. 

Where possible make comparison of inventory totals by departments or 
in sections with the totals for similar departments or sections for the inven- 
tory of corresponding period of prior year. Investigate abnormal fluctua- 
tions in any department or section. Consider the activity of the sections 
or departments in connection with the inventory totals for such subdivi- 
sions. : 

If sheets submitted for examination are not the original record of the 
inventory, call for the original sheets or slips and compare some of these 
data with entries on inventory sheets to make certain that in copying the 
inventory sheets errors for substantial amounts were not made. 

\’ Make certain that all items listed in inventory are property of client and 
that no liens exist on any part of the stock. 

Whether or not there is a physical inventory which can be verified directly 
with the stock when a stock record is maintained, make tests of the stock 
record to determine the general accuracy of quantities and prices appearing 
in such record. 

In certain instances where inventories for succeeding periods are taken 
in practically the same order, it is advisable to compare some items to ascer- 
tain whether a large part of stock is being carried for a long period and has 
become obsolete. 

Examine the entries in receiving records for a few days immediately 
preceding the end of the period and ascertain whether invoices covering 
these purchases were included among liabilities of the period. Scrutinize 
invoices entered after close of period to make certain they do not represent 
liabilities applicable to period under review. : 


MERCHANDISE IN PROCESS OF MANUFACTURE.— Verification of 
this item does not present any difficulties where there is a fairly accurate 
cost system. In such cases familiarize yourself with the method of making 
entries in cost records and make tests of a number of entries. Verify bal- 
ances taken off as at close of period. If sufficient time has elapsed so that 
a certain number of items have been completed, examine cost of goods in 
process at end of period, subsequent entries, and cost of finished produet 
for some of these items. It should be possible in this manner to ascertain 
whether the amount as stated for cost at end of the period was fair. 

If there is no adequate cost system, it is difficult to determine whether 
the inventory of merchandise in process is even approximately correct. 
Tf amount of this stock is small and there are no indications that there should 
be a large inventory, little need be done. If amount of such inventory is 
fairly large, make sufficient tests of the figures presented and investigate 
thoroughly the method of preparing the figures. 


MERCHANDISE COVERED BY NEGOTIABLE RECEIPTS.— Verify 
the quantities of this stock by inspection of receipts as well as by corre- 
spondence direct with the custodian. 


INVENTORY CERTIFICATES.—Some auditors request from the officers 
or certain executives certificates relative to quantities, the price of inven- 
tories, and obsolete items therein. There is no harm in requesting such 
certificates, since it is likely that in some cases such request may bring out 
information which otherwise would not be forthcoming. However, the 
fact that such certificates are obtained does not relieve the auditor from any 
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responsibilities in connection with verification of quantities or of valuation 
of inventories. 


VALUATION OF INVENTORIES.—As both ‘inventories’ and ‘‘valua- 
tions” are covered in another section, valuation will be treated briefly here. 

The general rule of valuation of inventories followed for many years is 
“cost or market, whichever is lower.” During abnormal times it is neces- 
sary to value inventories on other bases. Thus where current replacement 
cost of an article appears to be less than cost, and market price, which is 
apparently an artificial price, is not representative of that which would 
really be paid if purchases were made then, it is right to value the inven- 
tory at less than ‘‘cost or market.”’ 

However, the general rule is probably the safest basis for valuation unless 
extraordinary conditions prevail; even then the inventory should not be 
valued on such a basis that a profit is anticipated. An exhaustive discus- 
sion of this phase of the valuation of inventories is given in Montgomery’s 
“Auditing, Theory and Practice,’ Vol. I, pp. 116-162. 

Value finished goods at cost, but the cost figure should only include 
manufacturing expense, not administrative or selling expense. Examine 
overhead expenses closely to determine whether items included are proper 
charges. Where goods are being manufactured under peculiar circum- 
stances, such as part time operation or other conditions which create exces- 
sive costs, carry finished goods at market prices if such price is available 
and is less than cost prices. 

Cash discounts are sometimes deducted from purchases in entering such 
items in the books. In such cases deduct the discount from prices used in 
the inventory. 

Freight, duties, and other incoming charges are in some cases added to 
costs. There are proper additions to purchase prices for inventory purposes. 
Make certain in such cases that these additions to costs have been made 
properly. 

In connection with valuation of inventories, give consideration to pur- 
chase commitments for future delivery. Ascertain whether quantities pur- 
chased are such that, while requirements of the future are provided for, such 
quantities are not excessive. Also make certain that prices at which these 
purchases have been made are such that a reasonable profit will be realized 
on future sales. If commitments, however, are insufficient to take care of 
future needs, consider the question of prices at which purchases must be 
made. 

Any indication that the situation relative to future purchases will cause 
a loss should be the subject of a notation on the balance sheet. 

Consider sales orders for future delivery in connection with current or 
future costs; any unfavorable condition in this respect should also be the 
subject of a balance sheet notation. 

Merchandise on hand which has been sold for future delivery should 
not be valued on the basis of selling price less charges to be incurred 
when the transaction is completed. This serves to anticipate a profit 
which belongs to the next period. The many contingencies such as cancel- 
lation of orders, loss of merchandise through fire, insolvency of purchaser 
before delivery, make such a practice inadvisable. 


SUPPLIES.—Inventory of supplies should be verified in practically the 
same manner as the merchandise inventory. The question of excessive 
quantities should receive serious consideration, 
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State inventories of supplies on the balance sheet separately from mer- 
chandise items. 

In manutacturing audits it is usually advisable to state inventories in 
following detail: 


1. Raw materials 3. Finished goods 
2. Goods in process 4. Supplies 


Investments 


PROCEDURE.—The auditor’s verification of investments may de divided 
into: 
1. Verifying existence of and title to investments. 
2. Valuation. 


Verification of existence of investments is made either by inspection of 
the documents representing the investments if these can be examined, or 
by correspondence with the holders thereof if an examination cannot be 
arranged. 

Ascertain whether the investments are in the name of the client or are in 
negotiable form. Note the description carefully to ascertain nature or class 
of the stock or bond. Note maturity dates of bonds not only as to years 
but also as to month and day, as some bonds are issued in series maturing 
annually, semiannually, monthly, or even semimonthly, and there is gen- 
erally a difference in value of bonds with different maturity dates. Ex- 
amine coupons attached to bonds to make certain that all unmatured 
coupons are intact. 

Examine all investments on hand at one time to prevent the possibility 
of same items being submitted twice for inspection and thereby covering 
a shortage. It is advisable to have a list of investments as per records when 
inspecting the securities, to make certain that the items submitted are all 
those which should be on hand. 

When verifying securities by correspondence ascertain not only that the 
securities are in client’s name or in negotiable form but that they have not 
been pledged or hypothecated. 

Where there are many security items and there is a possibility that the 
securities might be borrowed and later replaced, note dates of the stock 
certificates and the certificate numbers for comparison with brokers’ in- 
voices or other data received when securities were acquired. 

If investments are in form of real estate bonds and mortgages, inspect all 
the papers in connection with the investment. Make certain that taxes 
have been paid, that sufficient insurance payable in case of loss to the mort- 
gagee is carried, that title policies and appraisers certificates have been 
obtained. Verify balance outstanding by correspondence direct with mort- 
gagor, and in some cases, where the amount is large or circumstances justify 
it, by inspection of public records. Ascertain whether all income has been 
collected. 

Verify receipt of all income from bonds and stock and note whether the 
income is being collected promptly. If the income is large and interest is 
credited on bank balances, delay in such collections may cause loss. 

Valuation of investments which have a ready market presents no dif- 
ficulties, as it is generally possible to refer to quotations in current publica- 
tions for prices or to obtain from reputable bankers or brokers prices for 
recurites in question. 
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If there are no current market quotations for the investments, if the 
amount is nominal only and income is being received regularly at a fair 
rate, there can be no objection to carrying such items at cost. If, however, 
the amounts are large, the auditor should call for and examine the financial 
statements of the company. If no such statements are available and there is 
no return from the investments, note in the balance sheet that the invest- 
ments are stated at book values without verification. 

Investments available for sale are generally stated in the balance sheet 
at cost or market, whichever is lower, unless the difference in amount is 
not material, in which case cost is used. 

Investments not available for sale should be stated at cost, with a notation 
of the market value. 


Plant 


INTRODUCTORY.—This expression is used to designate land, build- 
ings, machinery, fixtures, and equipment used in operations of business 
under audit. Items of the same nature not in use but discarded and prob- 
ably available for sale are treated under the caption ‘“‘Other Assets.’’ As 
the items in question are in use they are discussed from the point of view 
of a going concern. 

If you made the previous audit, you are concerned only with verification 
of changes during the period. If, on the other hand, it is a first examina- 
tion, examine the opening entries and principal changes subsequent thereto. 

It may be found that there has been considerable confusion in the plant 
accounts through inclusion of many charges representing renewals or re- 
pairs, or that the opposite condition exists wherein a large number of addi- 
tions have been charged to expenses instead of being capitalized. In such 
case make adjustments so that plant accounts will represent cost of plant 
then in use. Sometimes plant accounts are so confused that the balances 
cannot be considered an indication of plant values, and it may not be pos- 
sible to trace the entries which should have been made therein. If this 
condition exists request an appraisal of plant. 

Before making any decisions as to plant values or depreciation rates, visit 
the plant and note the general condition of building, machinery, and equip- 
ment. Encourage the superintendent or foreman to talk about the condi- 
tion of plant, and policy of the concern relative to renewals and repairs. 
Inspect any large additions or renewals and ascertain reason for addition 
or renewal at this time. If economies or additional earnings are expected 
from such changes, make an effort to ascertain from records whether these 
expectations have been realized. 

As a rule verify plant items separately in following order: 


LAND.—Land should be carried at cost. Where possible, examine origi- 
nal papers in connection with acquisition of land. It is customary to in- 
clude in cost of land all expenses of acquiring it, such as commissions, fees 
for title examination, survey fees, etc. 

If the examination is a first audit, obtain a certificate from a title com- 
pany or from an attorney to the effect that the title to the land is in client’s 
name, which certificate should include a list of liens on the property for any 
purpose. However, if you are qualified to examine public records you can 
probably satisfy yourself relative to these matters without assistance. 

BUILDINGS.—Carry this asset at cost. If any buildings have been pur- 
chased, examine the papers connected with the deals. Purchase price prob- 
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ably includes cost of land, which makes necessary a division of such price 
so that. an amount may be stated separately for the building, in order to 
calculate periodical depreciation charges. If the building was constructed 
for client, examine contract and vouchers covering payments made to con- 
tractor to verify costs. 

If building was constructed by client, examine the charges critically. 
Include all expenditures in connection with construction in cost of building, 
as for instance, architects’ fees, building permits, inspection fees, salaries 
and expenses paid as a part of the business expenses directly chargeable to 
+o construction. However, make certain that any overhead expenses appor- 
tioned to costs have been equitably prorated. If there is doubt as to such 
amounts they should be excluded. Interest paid on money borrowed for 
construction may be included as part of cost. However, take no profit on 
cost of the building even if total cost is less than estimates received for con- 
struction of building or less than cost of similar buildings. 

Where some part of building cost has not been paid, add such amount to 
the assets and also include it among liabilities. Make certain that all build- 
ings are in current use and that none are useless. If any buildings are avail- ° 
able for sale, state them separately on the balance sheet. 3 


LEASEHOLDS.—Such contracts are usually valued at purchase price, 
and annual charges are included among operating expenses so that the lease- 
hold will be written off at its expiration. Examine the contract and make 
certain that it still has value, and that the amount and time on which peri- 
odical charges are based are correct. : 4 


MACHINERY, FIXTURES, AND EQUIPMENT.—Items in this account 
representing large amounts acquired through purchase for which vouchers 
are available are not difficult to verify. Besides examining the vouchers, 
ascertain that machinery in question is in use and that it does not represent 
a renewal or an article having a relatively short life. 

The cost of smaller units may represent expenditures which should be 
charged to repairs. Determine that such charges are additions to plant. 
Depreciation rates applicable thereto should be considered. 

Where machinery and fixtures are manufactured by the concern itself, 
consider the questions mentioned under “Buildings.” 

Cost of foundation and overhead and other fixtures installed with machinery 
should be capitalized. 

Ascertain whether any machinery has been discarded or is obsolete. 
Consider the disposition of such items and their valuation. They should be 
carried at realizable values under such a heading as ‘‘Assets Available for 
Sale.” : 

Verify instalment payments in plant accounts by inspection of contracts 
covering the instalments. Add the amount of instalments still to be paid 
to both plant account and liabilities. For depreciation purposes consider 
the total cost of such item from date of acquisition. 

Certain equipment such as delivery equipment, office equipment, small 
tools, ete., should be stated separately from the machinery and fixtures, 
as they require special consideration for purposes of revaluation and depre- 
ciation. Small tools are generally revalued at close of each period. Due 
to the large number of these articles lost, mislaid, or destroyed, this is the 
best method of valuing this asset. 

Some plant items are deferred charges, i.e., extraordinary repairs or im-~ 
provements which are capitalized to be applied against earnings of a certain 
number of periods. Determine whether the items capitalized represent 
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extraordinary repairs and improvements, also whether future operations 
will benefit from these expenditures to such an extent as to justify deferring 
these charges. Satisfy yourself that the period over which these charges are 
deferred is not too long. Best practice is to charge such items as a whole to 
operating expenses when incurred, stating them as special items in the income 
account. 


APPRECIATION.—Some concerns have appraisals made of plant, believing 
that actual value of plant at a given time is considerably in excess of book 
value. This appraisal may be made having in mind an increase of insurance 
carried or an interview with prospective purchasers. 

The client may think that appreciated value should be placed on books. 
Nothing is to be gained by this procedure and you should try to prevent it. 
If, however, appreciated values are entered on books, increase should be 
credited to a special reserve or a special surplus account and this latter 
account should not be used for payment of dividends. Where appraised 
valuations are not entered on books, plant will be stated on balance sheet at 
cost and, if desired, a notation may be included giving appraised values. 

Examine appraisal papers and satisfy yourself that they cover the plant 

‘in its entirety, but nothing else. Ascertain the basis of the valuations, 
especially if you are not familiar with the work of the appraisal company. 

DEPRECIATION.—This is treated elsewhere in this volume. A few 
remarks are made here. 

Depreciate buildings over the period of their life in use, the amount of de- 
preciation being based on cost irrespective of present-day values. If buildings 
are erected on leased lands, life of lease should be considered so that value 
will be extinguished, at the latest, when lease terminates. 

Depreciate machinery, fixtures, and equipment over their useful life, 
roe in mind obsolescence and other causes operating to shorten apparent 

e. 

Examine calculations made for the period under review and ascertain 
whether provision has been made on a similar basis in previous periods. 
Consider rates used in connection with estimated life of plant. Ascertain 
how plant items sold or scrapped have been handled. 

When information is available, state the plant account so that the following 
items will be shown separately: : 

Land 
Buildings net of depreciation 
Machinery net of depreciation 
Delivery equipment net of depreciation 
. Office furniture and fixtures net of depreciation 
In some cases, where ample depreciation reserves have been provided, it 
may be advisable to state both cost and amount of the reserve for depreciation 
in each case so that client will get the benefit of the full provision made. 


pp in this case the reserve should be stated as a deduction from the asset 
item. 


Other Assets 


Several groups of assets cannot be classified under headings already men- 
tioned. Verification of such items is discussed below. 


STOCK SUBSCRIPTIONS.—Examine the contract for subscriptions. 
note dates on which calls are to be made and amounts to be paid on those 
dates. If these dates have passed and calls have been made without collecting 
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amounts subscribed, consider the financial responsibility of subscribers: 
Where number of subscriptions is not large and amounts are substantial, 
verify subscriptions by correspondence direct with subscribers. Subscrip- 
tions due within 60 days from responsible persons may be carried among 
current assets, but it is preferable to carry these among ‘‘Other Assets” 
rather than in the current asset group. 


WASTING ASSETS.—Verification of wasting assets consists of an exami- 
nation of the papers in connection with their acquisition to determine cost 
and charges for depletion. As a rule an estimate has been secured of the 
units the property will yield. The depletion charge represents an equivalent 
amount per unit which, if set aside as each unit is produced or extracted, 


serves to extinguish cost of property when all units have been recovered 
and marketed. 


CONTINGENT ASSETS.—Ascertain whether there are contingent assets. 
If the amount of such assets is of consequence and there is a reasonable 
possibility of realizing something therefrom, mention them in the balance 
sheet. Thus the client may be suing in connection with the infringement 
of a right and developments of the case may be favorable. There may be a 
substantial amount due from an estate in bankruptcy and information may 
be submitted which indicates that a dividend will be paid. Question the 
officers of the company and the attorney relative to contingent assets. 


TREASURY STOCK.—Examine certificates in custody of treasurer or 
other official with reference to date of issue and as to whether they are in 
company’s name. Ascertain how dividends declared on such stock have been 
handled. Verify cost of such stock. 

Accountants differ as to the method of showing this stock on the balance 
sheet. The majority favor stating treasury stock as a deduction from 
stock issued, with the difference between cost and par as a special reserve or 


special surplus. However, many accountants prefer to show treasury stock 
as an investment at cost. 


PATENTS.—Ascertain cost of patents, which is the amount at which 
they should be carried. Write this amount off over the legal life of the patent, 
which is 17 years. However, if the value of the patent is materially less 
after a few years, it should be written off sooner. 


COPYRIGHTS.—Like patents, copyrights are valued at cost and written 
off over their legal life, which is 28 years. In some cases, however, it is 
advisable to make greater reductions in the cost value of these assets, because 
their value may be diminishing rapidly from special causes. 


SINKING FUNDS.—Verify assets held by trustee of the fund by direct 
correspondence. Also verify income from securities or other assets since the 
last examination. Enter this income in client’s books in same manner as 
other income of the client. 


GOOD-WILL.—This should be carried at purchase price. The auditor’s 
work in connection with verification of good-will after it has been entered 
in books, consists in verifying its purchase price. Good accounting practice 
does not sanction arbitrary increase of the value of good-will. 

However, when requested to determine the value of good-will of a business 
to be purchased, pursue recognized methods. See section on ‘‘Good-will.” 

One method generally followed consists in taking excess profits after 
allowing adequate executives’ salaries and, say, 6% on the investment, and 
capitalizing such excess profits on the basis of 3 or 5 years’ earnings. 
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Deferred Charges 


DEFINITION.—The expression deferred charges is used to designate not 
only such items as bond discount and deferred selling expense, which are 
deferred charges, but also prepaid expenses such as prepaid insurance, rent, 
interest, etc., which have been expended for current operations and may have 
value in liquidation. It is preferable to make a distinction in the balance 
sheet between prepaid expenses incurred entirely for current operations and 
long-term expenses which may be charged off entirely when incurred if con- 
servative accounting practice is followed. 

Verification of deferred charges is treated in two parts, as outlined above. 


PREPAID EXPENSES.— As a rule, calculations for prepaid expenses are 
made by client’s employees and the auditor’s duty consists in verifying such 
calculations and making certain that all such items have been included. 
There may be included under this heading some or all of the following prepaid 
items: 


1. Advertising 5. Salaries and Wages 

2. Insurance 6. Royalties 

3. Interest 7. Taxes 

4. Rent 8. Miscellaneous Expenses 


Where calculations have not been made and the auditor must make them, 
he should arrange his working sheet so that the items will be listed or grouped 
to make possible the calculation in minimum time and to permit the prepara- 
tion where possible in one operation of other data in connection with items 
listed. For instance, when verifying amounts of prepaid or accrued interest 
on loans payable, the items may be grouped as to maturity dates or as to 
names of lenders. 


DEFERRED CHARGES.—Deferred charges not included in the category 
of prepaid expenses may be divided for purposes of verification into two 
parts: (1) deferred charges wherein the original expense by its nature can be 
allocated to a definite time in the future, and (2) other charges deferred for 
special reasons. 

In verifying charges in the first group it is necessary to make certain that 
there remains a value to be deferred. For instance, expenditures in connec- 
tion with advertising campaigns may be deferred over periods of 3 years, 
because benefits to be derived are spread over these periods. However, at 
the end of a year, due to changes which cannot be foreseen, there may be no 
further value to the advertising in question. In such case the amount should 
be written off. 

There are expenditures for such items as bond discount, lease expense, 
and other deferred charges through which the expenses incurred in connection 
with a long-term contract are spread over period of the contract. It is not 
difficult to verify such items, as practically all that has to be considered is the 
amount, duration of contract, and the fact that the deferred charge still has 
future value. 

When charges for experimental expenses and organization expenses are 
deferred, it is dificult to value these items. Consider first whether these 
expenditures should not have been absorbed in operating expenses when 
incurred. Ifit was proper to defer them, it is necessary to determine whether 
the period over which these items have been deferred is not too long. The 
deferred charges should be so stated in the balance sheet that the reader will 
not be deceived as to their nature. Current prepaid expenses should be 
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listed just below current assets, while other deferred charges may -be listed 
below plant. Each of the latter items, if of reasonably large amount, should 
be stated separately, with full description. 


Notes Payable 


NOTES PAYABLE CLASSIFIED.—Notes payable may be divided for 
purposes of verification into four classes, viz., those given to— 


1. Banks or bankers 

2. Trade creditors 

3. Affiliated companies 

4. Officers, employees, etc. 


VERIFICATION.—If feasible, it is preferable to verify the amount of 
notes payable by correspondence direct with holders thereof or their rep- 
resentatives. However, where there are many small items representing 
notes issued to trade creditors, which are in effect the same as current ac- 
counts payable, this procedure is not usually followed. 

It is not sufficient to confirm only those notes payable which are recorded. 
The auditor should make certain that he has brought to light all such exist- 
ing liabilities. Depositaries should be requested to furnish full account of 
liability for loans, notes, discounts, ete. Scrutinize the cash book for items 
which indicate liabilities in connection with notes outstanding. Examine 
interest account to determine whether there are charges for interest on loans 
or notes which have not been recorded. Examine entries in officers’ or part- 
ners’ accounts to make certain that proceeds of notes payable have not been 
credited there. 

If collateral accompanies a note payable, verify the collateral by corre- 
spondence with holder. 

Payments for fixed assets are sometimes made by issuing a series of notes 
payable at regular intervals. In some cases charges are made to the asset 
account as each note is paid. Examine entries of this nature in the plant 
accounts and ascertain, bviore setting up the liability for portion still to be 
paid, whether it is in the form of notes payavle; at such times examine the 
indorsements to ascertain whether amounts paid in such cases were received 
indirectly by payee. Paste the paid notes preferably on the stub of the 
notes payable book. 

Call for paid notes and compare them with entries representing discharge 
of the liability for such items. 

Make inquiries as to whether it is customery to issue drafts or accept- 
ances in payment for merchandise or debt, and if so, prepare a list of such 
acceptances to state the liability on the balance sheet. j 

Prepare a summary of the notes payable outstanding so that it may be 
possible to state separately, if necessary, the amount of notes due banks and 
bankers, trade creditors, affiliated companies, and officers and employees. 
In addition, where matucity dates of notes payable are spread over a long 
period, prepare a summary giving maturities within such periods as 30 days, 
1 to 3 months, 3 to 6 months, 6 months to | year, and over 1 year. 

Compare the total of notes payable outstanding with the ledger balance. 
Verify amount of interest prepaid and/or accrued interest on notes payable 
which has been calculated by client’s employees; in the absence of such 


figures prepare them. 


| 
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Accounts Payable ‘ 


ITEMS OMITTED.—Verification of accounts payable outstanding as at 
date of balance sheet presents some difficulties. The auditor must assure 
himself that the accounts payable stated on the balance sheet represent 
the entire liability of client for such accounts. 

If a complete record can be maintained of all purchases and contracts 
for services and supplies, it may not be difficult to determine whether all 
liabilites incurred and unpaid at date of baiance sheet had been entered in 
books. However, as such a complete record is seldom kept, examine entries 
made subsequent to date of balance sheet and by inquiry from every pos- 
sible source of information, ascertain whether all liabilities have been re- 
corded. 


PROCEDURE.—Investigate method of handling purchase invoices from 
time they are received in client’s office until they are filed after payment. 
In some offices each invoice is registered upon its receipt and notations are 
made in the registers when invoices are returned to the office approved as 
to receipt of goods. Other concerns do not register invoices, and no record 
is made until invoice is approved and entered.in purchase record. 

Plan your work so that all invoices in the office at time of examination 
will be submitted for your inspection. If there is a register of invoices, 
investigate open items on this register representing invoices covering trans- 
actions during the period under review. 

Investigate the method of making notations which indicate that goods 
have been received, also method of approving invoices as to quality and 
price. 

Study the procedure followed in verification of extensions and footings 
and in placing the final approval before payments are made. Consider the 
possibility of making duplicate payments, also method followed in for- 
warding checks to creditors. 

Compare the trial balance of the accounts payable ledger, or the list of 


vouchers payable, with their records and prove the total with the controlling 
account. 


CREDITORS’ STATEMENTS.—Compare creditors’ statements with 
creditors’ accounts and investigate the differences, however small. 

Small differences may represent disputed items for discounts, refunds, etc., 
which will not be allowed by creditors. If these differences are of long 
standing, ascertain what is being done to adjust them and whether similar 
items are likely to arise periodically in future. 

Some differences between creditors’ statements and the records may re- 
late to shipments in transit from creditors. Note these items so that they 
can be added to both assets and liabilities. 

A statement should be produced for every ‘ereditor’s balance. If sus- 
picious about missing statements, insist on either the verification of such 
balances by correspondence or the production of duplicate statements. 


RECEIVING RECORDS.—Compare entries in receiving records for a few 
days prior to close of period with invoices entered, to determine whether 
liabilities for all merchandise received have been entered in books. Some 
concerns set aside certain merchandise received shortly before close of the 
period, omitting this item from both inventory and accounts payable. Insist 
that these goods be included. A statement of such a firm’s condition is not 
correct unless all known liabilities are included. 
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ENTRIES SUBSEQUENT TO CLOSE OF PERIOD.—Scrutinize entries 
made subsequent to close of period in purchase records, cash disbursements 
records, and other records of a similar nature, to make certain that no lia- 
bilities of the period under review have been entered in the following period. 


FREIGHT PAYABLE.—The question of freight payable on merchandise 
which has been received is important in some lines of business where the 
article handled is low in price and transportation charges comparatively 
high. In such cases ascertain whether freight on all goods received either 
has been paid or has been set up as a liability. Such goods should be carried 
at a price including freight to destination, and freight be set up as a liability. 


OVERDUE BALANCES.—Ascertain whether accounts payable consist 
of current balances not due, or of balances overdue. If there are balances 
overdue aggregating a substantial amount, this should be commented on in 
the report. 


DEPOSITS.—Balances representing deposits made with the concern 
under audit should be stated separately from regular creditors’ balances 
unless the amounts are comparatively small. The amounts of these balances 
should be confirmed by the depositors. 


DEBIT BALANCES.—Debit balances of the accounts should be sum- 
marized and stated among the accounts receivable. If these balances are 
large, look into their nature and consider whether it may not be necessary 
to exclude such amounts from current assets -because their collection may be 
deferred; or they may be offset against purchases. 


CONSIGNMENT ACCOUNTS.—If there is merchandise on consignment, 
make certain that liability has been set up for that portion of consigned goods 
which has been sold. Amount due on account of goods sold and amount of 
merchandise on hand should be confirmed by correspondence with consignor. 


JOINT VENTURES.—Ascertain whether any liability exists on account 
of joint ventures, the entire proceeds from which may have been collected 
by client. 


GENERAL.—Some concerns enter all invoices net of cash dis¢ounts which 
they expect to deduct in making payments, in which case purchases and 
expenses are charged and accounts payable are credited at net amounts. 
If rate of discount is low and client has ample funds to discount his bills, 
there is no objection to this practice. As a rule, however, discounts are 
generally considered as earnings of the period in which payment is made and 
full amounts are set up as liabilities. 

State accounts payable in the balance sheet so that amounts due each class 
of creditors may be ascertained. However, where amount due any class is 
relatively small, there is no objection to its being included with that for some 
other class. Accounts payable may be stated in the following detail: 

Trade creditors 

Officers and employees 

Affiliated companies 

Deposits 

Credit balances of accounts receivable 


gris G0 


Accrued Liabilities 


CLASSIFICATION.—The expression ‘‘accrued liabilities’? is used to 
designate accounts, wing but not due which are not evidenced by invoices 
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or other definite form of account payable. Items for which invoices have 
been received should be included among accounts payable. Some items 
usually classed as accrued liabilities are: 


1. Accrued wages 5. Acerued insurance premiums 
2. Accrued interest 6. Accrued rent 

3. Accrued taxes 7. Accrued traveling expense or 
4. Accrued royalties other miscellaneous expenses 


As a rule, calculations and entries for accrued liabilities are made by the 
bookkeeper. The auditor verifies these calculations and makes certain that 
all such items have been included. Prove the amounts with balances ap- 
pearing in the ledger. Verification of these amounts includes an examination 
of the contracts on which the charges are based. Investigate terms of the 
contract to determine the necessity of the expenditure and whether the 
charge made is excessive. 


COM MISSIONS.—A form of accrued liabilities which may easily escape 
detection is commission on sales, especially where salesmen receive salaries 
and a small commission in addition. Investigate commissions, refunds, 
or special discounts allowed customers. These amounts are sometimes 
deducted from settlements made by customers and no record is made until 
that time. Set up these commissions, etc., accrued to date of audit as 
liabilities or as deductions from assets. 


LEGAL FEES.—Another form of liability which may easily be overlooked 
are legal fees. Lawyers, as a rule, do not send in bills promptly. As you 
will undoubtedly come into contact with some of the fruits of lawyers’ work, 
ascertain whether the client has been billed and, if not, obtain a bill or at 
least an estimate of the expenditure incurred. 


Foreign Accounts 


CONVERSION RATES.—In addition to the usual verification of items 
held in foreign offices as such, the question of valuation of the balances is 
important. Convert cash and current items at rate prevalent at date of 
balance sheet. Carry fixed assets and permanent investments at cost, i.e., 
the rates which were in effect when the assets were acquired. There is no 
more justification for reducing the value of such assets, if they are used in 
operations of the business, when there is a drop in exchange rates, than there 
is for reduction of the amount at which plants in the United States are 


carried because values have dropped. Depreciation of these foreign assets 
should be based on full cost. 


Bonds and Mortgages Payable 


BONDS PAYABLE.—Verification of bonds payable is generally made by 
correspondence direct with the trustee. However, if the bond records are 
kept by the corporation, examine the bond ledger, making special note of 
bonds listed as being held by the treasurer. Examine canceled bonds, rep- 
resenting reduction of indebtedness, to make certain that they have been 
sufficiently mutilated to prevent being issued again. 

If the bonds have been issued shortly before date of the examination, 
examine the minutes of the board of directors, also contracts for sale of the 
bonds, and trace proceeds through the records. Asarule, a copy of the bond 
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is preserved and attached to the minutes. Examine this carefully, noting any 
special stipulations. For instance, some bond issues define net income from 
which dividends are to be paid as the balance after deducting certain expenses, 
depreciation, etc., stipulating rates of depreciation. In such cases, insist 
that the stipulation be followed and, if it is not, call attention to the violation 
of the terms of the agreement if such violation is not apparent from the 
financial statements published. There may be provision for a sinking fund. 
Ascertain that the fund is created and kept up in accordance with the stipu- 
lations. Investments and cash held by trustee for the sinking fund should 
be confirmed and income from such investments verified. 

Verify interest accrued on bonds. If coupons which have been paid are in 
custody of the client, make certain that they have been canceled so that they 
cannot be presented for payment a second time. If paid coupons have been 
destroyed by trustee, obtain a certificate from trustee relative to their dis- 
position. 

MORTGAGES PAYABLE.—Verify mortgages outstanding by correspon- 
dence direct with holders or their representatives. The confirmation should 
include not only. amount of the mortgage and date of maturity, but also 
amount of interest due or accrued. If there are special conditions in connec- 
tion with payments to be made, familiarize yourself with terms of the mort- 
gage so that you can call attention to those conditions which have not been 
fulfilled. If considered necessary, inspect the public records to determine 
that the amount of the mortgage has not been understated. If doubtful as 
to whether you can make an intelligent examination of the public records, 
it may be advisable to employ a local lawyer or to resort to a title company 
for such service. This procedure should usually be followed if partial pay- 
ments have been made on the mortgage and it is considered necessary to 
verify the fact that such payments have been recorded. 

Note whether the mortgage is the direct liability of client or whether 
client purchased the property subject to a mortgage executed by previous 
owner. In the first case the client, in case of foreclosure, is liable for the 
deficiency, if any, after applying the proceeds of sale of properties, to full 
amount of the bond and all expenses; in the second case, mortgagee has 
recourse for such deficiency to the previous owner only. The mortgage 
mentioned in the second case should be stated on balance sheet as a deduction 
frora value of property; in the first case it is necessary to state the mortgage 
so that it will appear among the liabilities in some form. 


Reserves 


CLASSIFICATION.—Reserves may be grouped under following principal 
headings: 
1. Valuation reserves such as reserves for bad debts and for deprecia- 
tion of machinery. 
2. Reserves to set up estimated liabilities where actual amount of lia- 
bility is not known. 
3. Reserves to set aside profits or surplus for special purposes, such as 
for working capital or sinking funds. 
Reserves of the first group have been discussed under headings for the re- 
spective assets. 
» Reserves to set up liabilities should be verified through an examination of 
all data in connection with each liability in question. This form of reserves 
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should not be used where the liability is definitely known and is represented 
either by an invoice, which should be included among accounts payable, 
or by charges accruing for specific amounts, which should be stated as ac- 
crued liabilities. 

As an illustration, a reserve should be provided for estimated losses to be 
incurred in connection with employees’ liability insurance carried by the 
concern itself. The auditor should ascertain the basis of the reserve, and 
from past experience of the concern determine whether amount reserved is 
approximately correct. A reserve should be provided for contingent liabili- 
ties, the amount of which can be estimated on the basis of data which indi- 
eates that an expense or a loss may be incurred. 


RESERVES FOR TAXES.—Reserves are usually provided for federal and 
state income taxes. If preparation of the tax return is not a part of an 
auditor’s duties, at least examine the calculation to satisfy yourself that the 
liability has been figured correctly. Also make inquiries relative to the pos- 
sibility of additional liability in connection with taxes of prior years. Your 
knowledge of tax work should be such that you may know intuitively when 
special questions will arise which may cause large assessments to be made 
for income taxes for prior years. If not allowed to look into tax questions 
of prior years and you have a suspicion that large assessments may be levied, 
note on the balance sheet that the question of the tax liability of prior years 
has not been reviewed. 


RESERVES OF INSURANCE COMPANIES.—Reserves are set up by 
insurance companies for unearned premiums and for losses not yet settled. 
The first mentioned reserve is not difficult to verify. The reserve for losses 
of insurance companies is an estimate of the amount which it is expected 
to pay on each of the large items, and as a rule a lump sum estimate for the 
smaller items. Verification of this reserve requires a certain amount of 
technical knowledge. However, as the auditor’s work is generally done 
some time after the reserve is created, he usually has the advantage of 
knowing that a number of the losses have since been settled and that addi- 
tional data has been received concerning others. 


SURPLUS AND SECRET RESERVES.—Examine reserves mentioned in 
the third group in connection with data considered at time they were cre- 
ated. They are part of surplus and should not as a rule be placed with the 
liabilities. 

The secret reserve is not a direct reserve but represents a condition which 
exists when assets are understated or liabilities are overstated, so that 
there is created a margin which cannot ordinarily be ascertained without a 
detailed examination of the records. Do not encourage the creation or con- 
tinuance of such reserves unless certain that it is not done to deceive and 
that those who have knowledge of its existence will not use it for personal 
gains. 


Contingent Liabilities 


PROCEDURE.—Ascertaining the amount of contingent Habilities is, as a 
rule, not a simple task. Amounts of such contingent liabilities as those for 
notes discounted at bank or for the indorsement on paper held by bank with 
whom the client has funds can usually be determined through a request for 
such information as a part of the letter written to confirm the amount of the 
bank balances. Contingent liability for notes discounted elsewhere may be 
ascertained in some cases by an inspection of the proceeds of notes receiv- 
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able and a comparison of such entries with entries in the record of notes 
with special reference to maturity dates. 

Contingent liabilities for indorsements and guaranties other than those 
to depositaries should arise in case of corporations only after authority has 
been granted by directors as evidenced by the minutes of their meetings. 
However, in many cases such liabilities may be created, especially in con- 
nection with the transaction of affiliated companies or subsidiaries, without 
specific authority for each transaction. Make inquiry of the officers relative 
to such items. In some cases it may be advisable to request the officers to 
make their replies in writing so that the auditor will have a permanent 
record. The company’s counsel should also be asked to furnish a statement, 
of contingent liabilities. 

Another class of contingent liabilities consists of claims contested by 
client. As a rule these items are not entered in the books of account. How- 
ever, it is quite likely that legal fees or expenses in connection with such 
litigation will be found in the records and that a record of these items may 
be found in the minutes. Letters to company’s counsel should also cover 
this class of contingent liabilities. There may also be contingent liabilities 
in connection with unfulfilled contracts, which should be noted in an ex- 
amination of the contracts. 


Other Liabilities 


‘Certain liabilities should be considered in every audit which cannot be 
classified under preceding headings. 

CONTRACTS FOR FUTURE DELIVERY.—There is no present obliga- 
tion to make a payment in connection with contracts of this nature and in 
some cases no liability will arise, since the goods ordered may not be deliv- 
ered. However, examine such contracts, ascertain the extent of the liability, 
consider the client’s ability to meet the payments, and also ascertain whether 
the prices of the goods ordered have been reduced appreciably since placing 
the order. If client may not be able to meet the payments, a notation of 
amount and dates of payments should be made on the balance sheet and the 
question should be discussed in the report. 


JUDGMENTS.—Make certain that there are no liabilities on account of 
judgments entered against the concern. Sometimes data relative to judg- 
ments will be found in the lawyers’ bills or in the minutes. If there is ground 
for suspicion that there are judgments entered against the client, search the 
public records. If not competent to make search, employ an attorney. 


AUDIT FEES.—It is usually stated that all liabilities must be included 
in the balance sheet. There is probably one exception to this rule, since it 
is not customary to include among the liabilities the amount of the audit 
fees except where liquidating accounts are prepared. Asa rule it is not pos- 
sible, except where there is a fixed fee, to determine the actual liability before 
completing the audit. 


CERTIFICATES AND COUPONS NOT REDEEMED.—Some concerns 
sell special certificates, coupons, etc., to be surrendered when merchandise 
is purchased. An amount should be set up for liability for unredeemed 
certificates and coupons at date of balance sheet. Examine the stubs or 
other records of the issue of these certificates or coupons, also entries cover- 
ing delivery of merchandise for which certificates, etc., have been surren- 
dered. 


696 AUDITS AND WORKING PAPERS [Sec. 14 


CONTAINERS.— Where containers, i.e., bottles, barrels, etc., are billed 
to customers at a price greater than their value in use, with the provision 
that refunds will be made on their return, a liability should be provided 
for the amount by which the amounts billed for the outstanding containers 
exceed their value. Investigate the method of handling returned containers, 
to ascertain whether there is any possibility of containers from other concerns 
being accepted. Ascertain whether refunds are made for containers in poor 
condition. 


UNCLAIMED DIVIDENDS.— Entries in this account should be scruti- 
nized to determine whether all unclaimed dividends have been credited. 
Payments made subsequently to stockholders claiming such dividends should 
be examined closely, receipts therefor submitted for inspection, and in- 
dorsement on the paid check examined. Payments made in currency and 
charged to this account should be considered with suspicion, especially if 
the dividends have been unclaimed for several years. 


Capital Stock 


VERIFICATION.—Examine a copy of the certificate of incorporation to 
ascertain amount of capital stock authorized and kinds of capital stock, i.e., 
first preferred, second preferred, common, ete. At time of such examination 
preferences or special stipulations should be noted. The amount of capital 
stock outstanding which is reflected in the accounts should be verified by 
correspondence direct with registrar or by examining the capital stock ledger 
and stubs of stock certificate books. Ascertain, in connection with the 
verification of the outstanding capital stock, whether there are any dividends 
accumulated on preference stocks. Make notation on balance sheet of amount 
of such dividends, if any, so that present or prospective holders of other 
stock issues may know their status as to future dividend payments. 

Examine the capital stock ledger to ascertain whether balances therein 
are in agreement with stubs for stock certificates outstanding. Where 
periodic audits are made and there are few or no changes made in the stock- 
holders, it is not necessary to examine all stubs at each audit. If a distinctive 
mark is placed on the stub for the last number outstanding, a verification of 
the changes is sufficient. Canceled certificates surrendered during the period 
should be examined. 

Some auditors prepare, during the first audit, lists of stockholders, which 
are checked and brought up to date at subsequent audits, instead of preparing 
new lists at each audit. 


DIVIDEND.— Verify rate and payment date of dividends by reference to 
the minutes. Make certain that dividends have been declared in accordance 
with legal requirements. If the dividends are paid by the corporation 
itself and the items are not too numerous, paid checks covering dividend 
disbursements should be examined. Ascertain how dividends are paid on 
the stock which the entries in the stock ledger or stubs indicate to be treasury 
stock. 


SUBSCRIPTIONS TO BE COLLECTED.— Where there are subscriptions 
to capital stock to be collected, investigate the agreement for the subscriptions, 
and call attention to any subscriptions overdue. The question as to whether 
such debtors can pay should be looked into, so that the subscriptions may 
be stated properly on the balance shect. 
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NO-PAR-VALUE STOCK.—Verification of no-par-value stock should be 
made in the same manner as for par-value stock. As to the amount at 
which this stock is stated in the balance sheet, examine the minutes and all 
other documents in connection with the stock issue to ascertain whether the 
stock is carried at values authorized by the directors and in accordance with 
the laws of the state in which the corporation is organized. 


STOCK SOLD AT A PREMIUM.— Where capital stock has been sold at a 
premium, see that such premium is carried as capital surplus, or in some similar 
account. Make certain that such surplus is not used for regular cash divi- 
dends, which should be declared from the earned surplus. 


SPECIAL STIPULATIONS IN CONNECTION WITH STOCK ISSUES.— 
In many cases preferred stocks and other stocks are issued with special stipu- 
lations through which issuing company agrees to do or to refrain from doing 
certain things. For instance, it may be stipulated that issuing company 
will maintain at all times a certain ratio of current assets to current liabilities 
or that no dividends shall be paid on common stock which will reduce surplus 
below a certain amount. Acquaint yourself with all the stipulations and 
ascertain whether the provisions have been carried out. Any neglect in 
this connection should be reported by the auditor. Persons who know that 
the accounts are being examined look to you to protect their interests. 


Surplus 


EXAMINATION REQUIRED.—Make such examination of this account 
as will enable you to have in your papers a complete statement of changes 
during the period. If the audit is the first examination made, prepare a 
summary of the principal changes in the Surplus account from organization 
of company to date, or at least for a period of years. For example, unusual 
adjustments should be noted, since they may give a clue to substantial changes 


in asset values. 


ADJUSTMENTS FOR PAST PERIODS.—Some concerns charge or 
credit to Surplus account all items affecting prior periods which come to the 
surface after books have been closed. In many cases these items are com- 
paratively small and are of such nature that similar items are likely to be 
omitted from figures for current year. Unless these transactions are large 
jn amount and unusual in nature, nothing is gained by charging them to 
surplus instead of current operations. If desired to have such amounts 
stand out in the Profit and Loss account, state them separately. Inclusion 
of many such items in surplus frequently confuses the results of operations 
as reflected by the change in the Surplus account and makes necessary 
special explanations to clearly state the surplus changes for the period. 


MISCELLANEOUS.—Ascertain whether entries in Surplus account have 
been made after proper authorization. Also consider the effect of such entries 
on statements of operations prepared monthly or at other regular intervals. 

Conservative accounting demands that items which may be considered 
to be special earnings should be credited to surplus only after considering the 
advisability of reserving such amounts to take care of losses in similar trans- 
actions or even of other losses or of contingencies. For instance, what 
appears to be a gain on a sale of discarded machinery may, when sales of 
similar items of later years are considered, be in effect an offset to a loss, and 
it is likely that the results of such sales over a period of years may indicate 
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a net loss. It is, therefore, preferable in such cases to credit the excess in 
the first case to a reserve account. 

If a certain portion of surplus has been appropriated or set aside for a 
definite purpose, ascertain whether the amount in question has been trans- 
ferred to a separate account. Also verify the items charged against such 
surplus to make certain that these charges were made in accordance with 
provisions creating this special surplus. 

Record capital surplus separately. Ascertain whether the changes made 
in such surplus were proper charges or credits to this account. Capital 
surplus may arise from any of following causes: 


Sale of capital stock at a premium. 

Gifts. 

Sales of capital assets at a profit. 

Increases in asset values through reappraisals. 

. Capital contributed by stockholders without issuance of additional 
stock. 

An excess of assets over liabilities and capital stock at time of incor- 
poration of company. 

The two last-named items are usually called paid-in surplus. Cash dividends 

should not be paid from balances in Capital Surplus account. 
On the balance sheet, appropriated or special surplus or the cash surplus 

should be clearly stated. Use the expression surplus without qualification 

only to designate earned surplus available for dividends. 


gh 9 NO 
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Capital and Income 


MEASURE OF INCOME.—A most important duty of the auditor is to 
make a clear distinction between changes which affect capital assets and 
those which increase or decrease income. 

The income of a business has been defined as the amount by which net 
worth at end of the period exceeds net worth at beginning of the period. 

Eliminating dividends declared and special surplus adjustments, increase 
in surplus is represented by the amount of net income for the period. This 
increase in surplus must be reflected in changes in asset and liability balances. 
Tf asset and liability balances are incorrect because of errors in determining 
whether certain items were capital or income entries, income account can- 
not be correct. 


REPAIRS, RENEWALS, ADDITIONS.—Scrutinize charges to these 
accounts to ascertain that entries have been correctly allocated. Items 
representing operating expenses of the business should be included in repairs. 
If these items are erroneously considered as renewals and charged against 
the depreciation reserve or as additions and capitalized, expenses are under- 
stated and assets overstated. If renewals or additions are included in ex- 


penses, the opposite condition prevails. 

APPRECIATION IN VALUE OF ASSETS.—It is not good practice to 
credit appreciation of assets to profit and loss. If there is reason for taking 
appreciation on assets, offsetting credit should be to capital surplus or to 4 
special reserve account. No profit is realized when assets are appreciated. 


SALE OF CAPITAL ASSETS.—Credit excess of sale price of capital assets 
over their depreciated value to a special reserve account or to capital sur- 
plus, rather than consider such amount as earnings. However, where 
the difference is relatively small it is generally carried to earned surplus. 
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WORK IN PROGRESS.—Treatment of profit on this item requires 
special consideration. Conservative practice is to defer taking profits until 
work is completed. In some cases, however, where the job as a whole can 
be segregated into definite sections, and it is apparent that the cost of sec- 
tions to be completed will not exceed the amount allowed for it, it may be 
possible to determine profit made on sections completed. A safe rule, how- 
ever, is to defer profit-taking until the entire job is completed, as many 
unforeseen contingencies may arise to increase cost of the uncompleted 
sections so that there will be no profit on the job as a whole. 


INTERCOMPANY AND DEPARTMENTAL TRANSACTIONS.—KExer- 
cise care to eliminate intercompany or departmental profit on goods not yet 
sold to outsiders. Items billed to other departments and to affiliated com- 
panies at a profit may subsequently be sold at a loss. 


Revenue 


SALES.—When verifying revenue from sales determine: 


1. That all goods which have been shipped or delivered were recorded 
as sales transactions. 
. That sales invoices have been correctly prepared as to prices, terms, 
extensions, etc. 
3. That proceeds from sales have been accounted for. 


The extent of work done in this verification depends in large measure on 
the system of internal check. Time may be wasted, unless the auditor con- 
siders work done by clients’ employees before he starts verification of rev- 
enue from sales. | 

RECORD OF SALES TRANSACTIONS.—Except in the audits of large 
concerns having adequate systems of internal check, compare, for a short 
period, the entries for merchandise shipped with the sales orders. Inves- 
tigate shipments made for which no sales orders are found to make certain 
that such items have either been billed or are included in cash sales and 
that the transactions are regular. Sales orders should then be compared 
with sales invoices, as a test that such items have been billed. 

While examining shipping records list any shipments of discarded machin- 
ery, scrap, containers, etc., so as to trace into the records the proceeds of 
such sales. Make inquiry of the shipping clerk as to method of handling 
shipments of such material, since it is hkely that shipments of this nature 
may not be recorded or perhaps only recorded now and then. 

Consider at this time possibility of merchandise shipments being made 
without a record therof. 

SALES INVOICES.—Ascertain whether sales invoices have been pre- 
pared in such manner that the client does not suffer loss because of errors 
or misunderstandings as to prices, terms, etc., or, in lesser degree, because 
of errors in calculations. Compare prices on & certain number of invoices, 
preferably those near close of period, with price lists, catalogues, or other 
permanent record of prices. At the same time test the terms by comparison 
with data relative to discounts, allowances, ete. 

Examine a few invoices for shipments after close of period to ascertain 
whether the prices are being maintained. A considerable reduction may 
have been made in prices. Consider this factor in connection with inven- 
tory valuation and, if the difference is subtracted, a reduction in the inven- 
tory prices may be made or a notation may be made on the balance sheet, 
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Examine credit memoranda issued subsequent to the close of the period 
for merchandise returned, allowances, refunds, etc. If returns are exces- 
sive, consider the advisability of including them among the entries for the 
period under review. This may also be true of refunds and allowances. 

Test credits to customers’ accounts representing refunds and allowances, 
to ascertain whether such credits have been approved by someone in author- 
ity, and to make certain that these credits are not abnormal. 

Except in audits of large enterprises having good systems of internal 
check, test the accuracy of the summaries of invoices and distribution of 
sales and sales returns. 


ACCOUNTING FOR PROCEEDS OF SALES.—Sales are represented 
either by direct receipt of cash, as in case of cash sales, or by charges to cus- 
tomers. Verify the charges made to these two groups of accounts. As to 
cash sales, ascertain how proceeds are handled, whether the day’s cash total 
is checked against the summary of the detailed record of cash sales and 
whether slips provided for cash sales are all accounted for. Make tests of 
the slips for a short period, proving them in totals against corresponding 
cash entries. 

Compare totals of charge sales with amounts charged to customers’ con- 
trolling account. Test credits to customers’ accounts for cash collections, 
by comparing such entries in a section of the ledger with the cash book 
entries. Investigate thoroughly any journal entries credited to accounts 
receivable; also cash discounts allowed customers. Secure a memorandum of 
terms from someone in authority and make tests to determine whether 
rates are correct, also whether discounts have been allowed on collections 
which were not in accordance with terms. 


GENERAL.—Ascertain that only bona fide sales made to outsiders at 
regular prices have been included in general sales figures. Investigate 
interdepartmental sales or sales made to affiliated companies as to prices, 
also as to the possibility that reductions or allowances may be made. 

Make certain that sales of discarded machinery or other items not regularly 
a part of sales are not included in totals representing the regular business. 
State such sales separately, if possible, and likewise state the profit or loss 
therefrom as a separate item. 

When a department store or a retail establishment having many transac- 
tions is under examination, it is not found advisable or practicable as a rule 
to make detailed verification of even a small part of sales entries. In such 
cases study closely the system of internal check relative to sales transactions. 
It will be found that many persons handle the entries so that the likelihood 
of fraud or gross errors is minimized. 


INTEREST.—Verify revenue from interest and dividends. Revenue from 
interest is derived from two sources, viz., interest on bank balances, deposits, 
and loans, and interest on investments. 

Verify interest on bank balances by an examination of the bank statement 
and test of the calculations. Note the rate of interest allowed; if lower than 
that usually allowed, comment on this fact in your report. Verify the 
rate of interest on other deposits and on loans by inspecting the contract 
for the loan or deposit. The fact that no interest is credited on a loan or 3 
deposit should not be accepted as conclusive evidence that it was not intended 
to charge interest in such case. 

Interest received on investments should be in accordance with the rate 
appearing on the bond or note. If no interest has been collected, verify the 
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fact that there has been a default by examining financial publications or by 
inquiry made to the proper financial institution. If the securities are coupon 
bonds, coupons for overdue interest should be found attached to the bonds. 


DIVIDENDS.—Verify dividends on stocks as to the rate by inspecting 
securities for those investments having fixed dividend rates. For other 
securities make reference to financial publications, or for very inactive items 
correspond with the company issuing the stock. Dividends credited as to 
the number of shares should agree with the record of the securities. Be 
careful to make certain that any dividends earned on securities sold during 
the year have been credited. 


RENTS.—If client receives revenue from rentals of property owned, verify 
amounts by examining the lease. In some cases leases provide that certain 
expenses or the cost of certain repairs are to be borne by lessee. Make certain 
in such cases that expenses of this nature are not being borne by client. 
Where possible, properties supposed to be vacant should be inspected by the 
auditor. If not possible to inspect them, try to verify the vacancies by inquir- 
ing of some representative of the client who knows about such things. If 
rentals are handled by an agent, obtain a statement of the balances due, 
rentals, etc., from the agent. 


CASH DISCOUNTS.—Examine discounts received on payments made 
and ascertain whether maximum discounts are being received and whether 
all invoices on which discounts can be taken have been paid net. 


INCOME FROM AMOUNTS PREVIOUSLY CHARGED OFF.—It may 
be possible to realize something on many items already charged off if they 
are properly followed up. Investigate the items charged off and make in- 
quiries as to what is being done about following up those not absolutely bad. 
If the items are in the hands of attorneys, communicate with them; if not, 
send out another request for payment or investigate the items if they consist 
of obsolete or damaged merchandise, supplies, etc., written off. 


SPECIAL REVENUE ITEMS.—If special revenue has been collected at 
any time, ascertain whether further items of -the same nature may not be 
collected, 


Expenses 


PURPOSE IN VIEW.—The first step in examination of expenses is & 
study of the system of internal check, because the extent of the examination 
of the various records depends on the adequacy of the internal check. 

The purpose of the examination of entries for expenses, as previously 
stated, is not to make certain that book entries are correct, but to ascertain 
whether, as evidenced by the nature and amount of the expenses, the business 
is being operated efficiently and economically. From experience gained in 
examination of various enterprises, the auditor is qualified to call attention 
to those expense items which are unnecessary or the charge for which is exces- 
sive. This work will give him a view of the business as a whole not possessed 
by any executive in the business, so that possible economies through con- 
solidation of departments, purchases, etc., may be apparent to him. On the 
other hand, the auditor should not go out of his way to look for probable 
economies of this nature. Such things should come to his notice during the 
course of his regular work. é 
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While examining the expense entries keep in mind the following: 


1. Authorization of the expense by someone in authority. 
2. Extent of examination of the voucher before payment. 
3. Method of making payment. 

4. Correct allocation in the accounts of the expense. 

5. Whether the expense was really necessary. 


VOUCHERS.—Procedure to be followed in examination of vouchers 
generally may be found under the caption ‘‘The Audit in Progress.’’ Special 
points in connection with specific expenditures are discussed here. 


PURCHASES OF MERCHANDISE AND SUPPLIES.—Make certain 
that invoices examined cover purchases for the client delivered to him at his 
address. Scrutinize items charged to merchandise purchases to make certain 
that they represent additions to stock, not expenses. 

Many defaleations are covered through payments made to fictitious 
creditors for items charged to Merchandise account or similar accounts. 
This is especially true where the payments made for merchandise are charged 
direct to the account from the cash book. Examine closely any round sum 
amounts charged in this manner. 

Investigate closely invoices for comparatively large purchases of either 
merchandise or supplies, especially with reference to excess stock. Note for 
further investigation any remarks on the invoice which indicate that a con- 
tract for a large quantity exists or that special terms have been made. 

Consider the possibility that duplicate payments may be made, especially 
where there are many repeat orders with the same concern. 


REPAIRS AND RENEWALS.—The principal consideration in the ex- 
amination of charges of this nature is whether the items represent repairs 
or renewals, since they may in fact be additions. Study policy of client as 
to repairs and renewals to determine whether in the long run charges made 
to expense accounts will not operate to create a secret reserve. Substantial 
additions which should be capitalized may be erroneously included among 
expenses. It is conservative accounting to charge items about which there 
is doubt, to repairs rather than to additions. This does not mean that ex- 
penditures which clearly represent additions should be charged to expenses. 

Items clearly expenses and in no sense additions may be capitalized, 
thereby increasing the profits unduly. Insist that such items be included 
among the expenses. 

Ascertain whether competitive bids have been secured for all repairs and 
renewals of substantial amounts. 

When the work in connection with repairs and renewals is done by the 
client’s organization, scrutinize the charges to determine that no profit has 
been taken on such items and that overhead included is on a proper basis. 


Such surplus work should hardly be charged with a proportion of adminis- 
trative expenses. ; 


PAY-ROLLS.—Examination of pay-rolls should commence with a test 
of additions and deductions to the pay-roll and of the increases in rates. 
Entries representing such changes for a portion of the period, or for the 
entire period if the pay-roll is not large, should be compared with employ- 
ment records or other original data in connection with the employment of 
help. Test rates paid some of the other employees by comparing with the 
original records. If pay-rolls are prepared from time cards or time books, 
make a test verification of the time by comparing the time entered on the 
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pay-roll with that on the cards or books. Make tests of extensions and foot- 
ings and verify summaries. j 

Investigate the method of drawing money for the pay-roll, putting up of 
pay envelopes or preparation of pay checks, and paying of employees. If 
possible, attend at the paying of the help. Investigate method of handling 
unclaimed wages. Ascertain how long pay envelopes or checks which are 
not called for are kept before being deposited. Investigate method of hand- 
ing out such envelopes or checks when called for and inspect receipts taken 
at that time. 

Verify distribution of a few pay-rolls. Compare totals of pay-rolls with 
amounts of cash drawn; if amounts are not identical, make a reconciliation. 

Make a comparison of the total of the wages by 3 or 6-month periods as 
distributed, with corresponding amounts for previous year; the differences 
should be considered in connection with production figures or volume of 
business. Investigate abnormal increases or decreases. 


SALARIES.—Study changes in the salary list during the period, i.e., 
additional employees, increases in salaries, and names which have been 
discontinued. Secure authority for the new employees and for increases of 
salaries. Make tests of the mathematical accuracy of salary lists and of the 
summaries prepared. Prove totals of the salary list with cash drawn to pay 
salaries. t 


PETTY CASH.—Make a test of petty cash disbursements by examining 
vouchers for a portion of the period. Note the nature of the expense and 
the authorization and bring any large or unusual items to the attention 
of an executive. Summarize some of the vouchers making up a reimburse- 
- ment check and prove the totals with the records. Investigate totals of 
vouchers for the entire period, scrutinizing any large amounts. If large 
items are paid in currency which could as well be paid by check, recommend 
change of procedure as to these items. 


INTEREST AND COLLECTION CHARGES.—Compare vouchers for 
these charges or entries on the bank statement with entries in records. 
Make certain that the charges are not excessive. In case of collection charges 
ascertain whether a saving cannot be effected by making other arrangements 
for collection of items. 


JOURNAL VOUCHERS.—Examine the journal vouchers for the entire 
period, if not too numerous. For large concerns, examine the vouchers for 
a portion of the period and scrutinize those for the balance of the period. 
Investigate the vouchers which cover charges to expense accounts, to profit 
and loss accounts, or to the reserves, as it is possible to cover irregularities 


through the medium of such entries. Entries of this nature should be ap- 
proved by someone in authority. 


COMMISSION TO SALESMEN, ETC.—Examine contracts or agree- 
ments with the salesmen, etc., and note any special terms. Verify com- 
missions paid or credited with reference to special terms. Make certain 
that it is not intended to deduct uncollectible accounts from total sales 
before arriving at amount of commission paid on sales. 

TRAVELING EXPENSE.—Examination of these vouchers, in addition 
to the scrutiny of the approvals and distribution, should include a query as 
to whether the amounts charged are reasonable. 

INSURANCE.—Make a thorough examination of bills for insurance pre- 
miums, Consider the rates and investigate the amount of return premiums 
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credited. If there are many cancellations and the return ptemiums are 
received net of the brokers’ commission, consider the question of having 
the broker pay gross or of the client taking out shorter term policies. 


FREIGHT AND EXPRESS.—An audit of the freight bills which would 
cover the authorizations, the distributions of the charges, and the verifica- 
tion of the fact that the payment had been made correctly, would not be 
complete. Make certain that freight which is paid by client is not charged 
to shipper. If a purchase is made f.o.b. destination, the freight should be 
paid by or charged to shipper. As a matter of convenience the shipper in 
many cases arranges for the payment to be made at destination, with the 
intention that the freight will be deducted from amount of his invoice. It 
is possible in such case that the receiver of the goods may charge such a 
freight payment with others for merchandise billed f.o.b. shipping point 
to a freight account or to a purchase account, instead of charging the freight 
to the shipper. Compare some of the freight bills with the invoices of the 
shippers to make certain that no loss is being sustained through neglect 
to deduct freight charges from purchase invoices. 


MISCELLANEOUS EXPENSES.—Audit of miscellaneous expenses, which 
include charges for services, special supplies, etc., requires consideration 
on the auditor’s part, among other things, of the necessity for such ex- 
penses. This class of items is more likely to be omitted from the records 
because the expenses as a rule are not incurred periodically but only now and 
then. Bills for legal services, for instance, are generally received long after 
the services are rendered; there is a likelihood that such an item may be 
omitted from the liabilities if the auditor does not insist on the produc- 
tion of the invoice. It is important that such bills be seen, since they may 
furnish information relative to contingent or other liabilities not recorded 
elsewhere. Other bills for special services may cover instalment payments 
on long-term contracts. Determine whether the balances due on such con- 
tracts should not be included among the liabilities, since it may be possible 
that all benefits from the arrangement have been received prior to the date 
of the balance sheet. 


General 


In addition to the verification of assets and liabilities and examination of 
the income accounts, examine into general business policies to make certain 
that all the client’s interests are protected. 


INSURANCE.—Make certain that the amount of fire insurance carried is 
adequate, also that the lines carried over the year are not excessive. Examine 
the coinsurance clause in the policy and consider its effect on the insurance 
carried. 

There are many special forms of insurance which may be carried to advan- 
tage by the client, such as use and occupancy, burglar, employees’ liability, 
insurance on the lives of the officers payable to the concern, etc. Keep these 
in mind, and where advisable to carry some of these special forms of insurance 
bring the subject to client’s attention. Consider the question of bonding all 
employees directly or indirectly connected with the handling of cash. 

RECEIVING AND SHIPPING RECORDS.—Make an examinstion of 
receiving and shipping records to determine whether methods followed are 
such that goods are likely to be shipped without a record being made. Con- 
sider the nature of the entries made and their value as a check on the billing 
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records. Examine the receiving records in same manner, and trace the move- 
ments of merchandise after its receipt and until goods are consumed or shipped 
out, so as to be reasonably certain that the possibility of merchandise being 
i is remote or that any weak links in the chain have been 
ocated. i 


AUDIT FEE.—Consider this question before the audit commences. Make 
definite arrangements as to scope of the work and amount of the fee before 
the start. Otherwise you may make a bad impression by bringing up ques- 
tions during the course of the audit about the work to be done and changes 
in the fee because of so-called special work. If a definite amount has been 
fixed for the work and the scope of the audit in a general way is apparently 
understood by the client, any additional work which obviously could not be 
provided for when the engagement was made, should be undertaken only 
after an understanding with the client. 

Where possible, encourage the client to have work done on a per diem 
basis, an approximate amount being named for cost of the work. Fixed fees 
are generally unsatisfactory because it may be necessary to do considerably 
more work than first appearances indicated or the auditor may be tempted 
to make as large a profit as possible by ‘‘cutting corners.” 


MINUTE BOOK.—An audit is not complete without examination of the 
entries in the minutes of the directors’ and stockholders’ meetings. Make 
notations of dividends declared, salary increases, special contracts, loans, 
and any items covering transactions which you are supposed to verify during 
the course of the audit. 


TRANSACTIONS SUBSEQUENT TO PERIOD UNDER REVIEW.— 
While an examination is restricted in a sense to transactions during the 
period under review, you should note any unusual transactions recorded 
subsequent thereto which may materially affect the financial condition after 
the balance sheet date. Give serious consideration to the advisability of 
making a notation on the balance sheet of the effect of such a change. In 
any event, if the balance sheet is made for creditors or for bankers, com- 
municate the condition in question to them. 


LIENS AND HYPOTHECATIONS.—Make inquiries to satisfy yourself 
that there are no liens on any of the assets or that they are not hypothecated. 
If there are liens against some of the assets, state such items separately and 
indicate the fact that they are not free on the balance sheet. 


FRAUD.—It is not good policy to have in mind constantly the idea that 
you will uncover fraudulent entries. Your work should be done in such 
manner that if any fraud exists in transactions recorded in several months 
or more, it will be brought to light. When you discover items which appar- 
ently represent fraudulent entries, do not be too quick to accuse the one who 
appears to be guilty. Ask such party in the presence of his superior to 
explain the entries and give the defaulter an opportunity to confess. 


BRANCH HOUSE ACCOUNTS.—If making an examination at a branch 
office, as well as at the head office, follow same procedure at branch as to 
verification of assets, liabilities, earnings, and expenses as at head office. 
Make a reconciliation of the inter-office accounts between the branch office 
and head office and verify the open items in such reconciliation. 

When no examination is made of the accounts at the branch office, if 
branch is small and one not visited by staff auditors and not controlled by a 
good system of internal check, request a statement of the details of each 
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asset and liability account in the branch office books, as well as a transcript 
of the transactions recorded in the head office account during the last month 
or two. Study this statement closely in connection with entries found in 
head office books. If there is a large inventory at branch, the local representa- 
tive should furnish some data relative to the old, damaged, or obsolete stock. 
If the branch in question is large and well controlled by head office, critical 
examination of reports received and an investigation of the system of internal 
check should enable one to determine whether assets and liabilities are 
correct. In any event examine a detailed statement of the cash balance. 


SECTION 15 


STATISTICS AND GRAPHICS 


CONTENTS 
The Statistical Method Comparison 
PAGE PAGE 
Definition fii ee A ee 708 DEhinitionie ee ee oe 740 
Relation of Statistics to Accounting.. 708 Methods of Comparison............. 740 
Statistical Method oi. o.25 266 sesus ise 709 Long- and Short-Period Fluctuations. 741 
MICOALISULE UTES Sec aes tie ets sb ote 710 On Loner E oilod Variations 742 
Ce ‘ i solute and Relative Changes....... 744 
Statistical Classification . 
Definition). 6 sense etkole ere “an Correlation 
Tap wlatiowess. «0. ss. tietut anal edepine yaks ote obs 711 
Prenaravign-Of Walden. wea. cc yess cue 712 Dehn ClOW. yc. coe, gee ate ere 746 
Technique of Tabulation............ 713 Pearson’s Coefficient of Correlation. . 746 
Applications of Pearsonian Coefficient 
Averages of Correlation........... oon oles FARO 750 
Function and Limitation of Averages. 716 Probable Error of Coefficient of Cor- 
717 Felation Tete ee ee meee 753 


The Arithmetic Average............ 
Computation of Arithmetic Average.. 717 


Short-Cut Method of EGompusing 
Arithmetic Average.. 719 
VOM OMe a atieriiiceettetnsrenrine ets: teier eta) 721 
MHS edlian Pipes cece le ee baw hee 722 
The Geometric Mean............... 724 
Index Numbers 
WPS GLOUS ce Acne cow ce crime sy sualale 725 
Construction of Index Numbers. . 1 725 
General and Special Purpose Index 
NUMberstl arian cc ti etn ee 726 
Steps in Construction of Index Num- 
DOUG: ox Sagaecds tees oes Mee oae 726 
Tendencies in Price Fluctuations.... 727 
The Baseto Usetiiincs et erste ce ies 727 
The Average to/Use..2)u. ds cutlews aes 729 
Wetghting bun verk trey es enir tier: 729 
Dispersion 
Definition. ©... .5.. Suse! codices cy Wake 730 
Measures of Dispersion............. 730 
Skewness 
Distribution Within Series........... 738 


Diagrammatic Presentation 


ADSHTTTIOL RET Ree cee 753 
Diagrams J. ...caMe aus GIR SRE SiR 754 
Paper tosses asks sist le pains atl ee 754 
Construction of Diagrams........... 756 


Graphic Presentation 


DCARITION,, . ntimckaraneuane creed animate re 763 
Construction of Graphs............. 763 
Plotting Frequency Series........... 767 
Plotting Historical Series............ 772 
Ratio Chartasitris ays. B.ciad.. aed 773 
Internal Financial Statistics 
Comparative Records. . ee ae) 
Operating and Financial Statistics. 779 
Sal€s Statistics’, 2) Ear A Gene 3 779 


External Financial Statistics 


General Statement................- 784 
BOPOWMebTICS 5. dh isnain Bernard ies sense caysiess 784 
THe Busi Ness: OY .ClO me ce cama eiict orchale 784 


(For list of forms, see complete table of contents. ) 


707 


SECTION 15 


STATISTICS AND GRAPHICS* 
The Statistical Method 


DEFINITION.—By the statistical method is meant the interpretation of 
masses of data by means of processes of summarization. These processes of 
summarization reduce the significance of such masses of data to an intellig- 
ible basis. When studied by the statistical method, large numbers which in 
themselves are meaningless, are usually found to obey certain laws and so 
may be employed as a basis for the determination of policies. 

Statistical method formulates rules of procedure in the handling of large 
groups of numerical data. 

Applied statistics treat of the application of the rules of procedure formu- 
lated by statistical methods to concrete problems. 

The methodologist is frequently primarily a mathematician. There are, 
however, certain methods which involve little or no mathematical consid- 
eration. The specialist in applied statistics may be an accountant, economist, 
biologist, census expert, or a state official. He applies the methods formu- 
lated by the methodologist to the problems which fall within his field. 


Descriptiye statistics consist of the records as ordinarily found in the 
volumes published by the census bureau, other governmental departments, 
and by private agencies. These may be studied with some degree of profit 
without the application of scientific methods of analysis. 

Scientific statistics apply the rules and methods formulated by the meth- 
odologist to the concrete data furnished by descriptive statistics to secure 
interpretations of that data which cannot be had from mere observation. 


RELATION OF STATISTICS TO ACCOUNTING.—Accounting records 
are the source of valuable statistical data, but this data should not be re- 
garded as being statistical until properly classified and tabulated. From 
the accounting point of view figures are usually regarded individually; from 
the statistical point of view they are regarded collectively. Much account- 
ing data can be usefully interpreted by means of statistical processes. Val- 
uable comparisons can be made not only of data relative to internal condi- 
tions, but by collecting data from representative establishments progress 
can be made in the standardization of methods of procedur It is in this 
direction that much remains to be done. Various manufacturing and trad- 
ing processes are subject to statistical control. Much of the original data 
which must be secured in order to apply statistical methods of comparison 
can be derived from accounting records. As yet statistics have not become 
as familiar to the average business man as has accounting, but nearly 


*By permission of the author and publisher a considerable portion of this section is based 
upon “An Introduction to Statistical Methods’’ by Professor Horace Secrist, copyrighted 
by The Macmillan Company. 
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all large concerns have established statistical departments. These depart- 
ments, if properly run, add to the value of the work performed by the ac- 
counting departments by making useful interpretations of the data which 
the accounting department is able to supply. Many accountants do not 
realize to what degree the material supplied by their records is subject to 
statistical interpretation. Every accountant should familiarize himself with 
the fundamental principles of statistical and graphic representation. He 
will find place for their use in the construction of his reports and statements. 


STATISTICAL METHOD.—Statistical method comprehends all analyt- 
ical and synthetical processes by means of which the statistician is enabled 
to explain the fundamental significance of groups of statistical data. This 
subject is considered in this section from two points of view, viz., (1) method 
itself, and (2) the field of application of statistical method. Professor 
Secrist gives the following outline of the application of statistics to business 
problems: 


1. Application within business units. 

(a) Analysis of sales and sales possibilities by districts, by periods, 
by products, etc. 

(b) Analysis of production by departments, processes, etc. 

(c) Analysis of employment as to rapidity of turnover, scale of pay- 
ment, labor supply, welfare work, etc. 

(ay aly of production and factory organization. 

(e te. 


2. Application without and between business units, affecting: 
(a) Consumption 
(1) Family budgets. 
(2) Price phenomena. 
(3) Ete. 
(b) Production 
(1) Capital and labor employed, the absolute amounts and 
proportions. 
2} Expenses incurred and their distribution. 


(3) Materials used—amounts and values, and their distribu- 
tion. 

(4) Products: created—amounts and values, and their distri- 
bution. 

(5) Ete. 


(c) Exchange 
(1) Prices—wholesale and retail. 
(2) Sales—number and amounts involved. 
(3) Crises—financial and industrial. 
(4) Failures—financial, commercial, and industrial. 
(5) Ete. 
(4) Distribution 
(1) Rents. 
(2) Wages and methods of payments, real and nominal wages, 
etc. 
(3) Profits—competitive and monopoly. 
(4) Interest rates. 
(5) Ete. 


3. Application to governmental distribution and policy. 
(a) The determination of the benevolent or malevolent effects of a 
given state policy. 
(b) The determination of ‘‘fair values’’ and ‘‘reasonable returns’’ as 
bases for the exercise of administrative discrimination and 
the shaping of governmental policy. 
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(ce) The supervision of private business methods, looking toward the 
insuring of competition, the regulation of monopoly, the guar- 
anteeing of favorable conditions of employment, etc. 

(d) The evaluation of properties as a basis for taxation, condemna- 
tion, and forced sales, etc. 


(e) The recording of domestic and foreign trade movements, estimat- 
ing national wealth and its distribution, recording national 
progress so far as revealed statistically. 


STATISTICAL UNITS.—Statistical units are of two kinds, viz., units of 
enumeration and units of exposition. Statistical units are both quantita- 
tive and numerical in character, i.e., quantity in reference to a unit is always 
expressed numerically. Illustrations of units of enumeration are: inch, 
foot, meter, gallon, bushel, ton, mile, ton-mile. Units of this type are defi- 
nite and fixed, but frequently it is necessary to define and limit the unit 
of enumeration employed with great care. Thus, in enumerating all trading 
establishments in a given territory it is first necessary to define what is meant 
by the unit of enumeration—trading establishments. This depends to some 
extent upon the purpose in view. Thus, the purpose may be to ascertain 
the number of trading establishments independently owned. If so, certain 
conditions govern. Or it may be to ascertain the number independently 
managed, in which case other conditions govern. Purpose determines the 
definition of units of enumeration, except in case of those of simple linear 
or quantitative measurements. The work of defining statistical units of 
enumeration of the more complex type is a problem in analysis and limita- 
tion. Thus, if we wish to define accident for purpose of workmen’s com- 
pensation it is necessary first to analyze the law governing workmen’s com- 
pensation in the given jurisdiction and then limit the application of the 
unit accordingly. Accurate definition of statistical units must precede any 
attempt at collection of data. 

Units of enumeration are simple and composite. Simple units are those 
which are unqualified. Examples: horse, boat, farm, building. Composite 
units are those which are qualified. Examples: black horse, steamboat, 
dairy farm, brick building. The process of limitation as applied to units 
of enumeration is dependent entirely upon the purpose of the enumeration. 

Units of exposition are employed to interpret data collected in accord- 
ance with units of enumeration; also to present the results of such inter- 
pretation in the best form possible. Interpretation means comparison. 
Data which are numerated according to certain units must be used to make 
comparisons to be of value. Thus, we wish to know not only the number 
of a given article sold in a given state, but we have a basis for comparison 
with other states if we know the sales per 1,000 population. If it is 100 per 
1,000 inhabitants in a given state, then the coefficient is.1. This can be com- 
pared with similar coefficients for other states. If the article is one which 
appeals only to a given class of persons, the sales must be related only to 
the number comprising that class. This prodtces a corrected coefficient. 
This is illustrative of Quetelet’s dictum: ‘Never compare data which have 
nothing in common.”’ Differences in time and space may make compari- 
sons useless. 

Coefficients, when regarded from the point of view of practical usefulness, 
make necessary a consideration of units of presentation. Comparison 
must be such as will give effective representative results. Little good is 
secured from. coefficients derived from data taken from such large areas 
that variations in conditions within such areas are hidden. Coefficients 
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derived from non-homogeneous data are meaningless. For many purposes 
the average per-capita sales of tobacco per annum in the United States 
is meaningless because it is based on total population instead of on the 
number of persons using tobacco. The per-capita sales for tobacco users 
by states would be a step nearer to a corrected coefficient of presentation. 


Illustration.—A study is to be made of operating expenses of grocery 
stores. It is necessary to define what is meant by the unit—grocery store; 
also what is meant by operating expenses. Having properly limited the use 
of the expression ‘‘grocery store’’ so that the one assigned to collect primary 
data can exclude all stores not coming within the field as thus circumscribed, 
it is next necessary to secure a classification of operating expenses typical] 
of the grocery business. It thus becomes necessary to define each item of 
operating expense, the extent to which division of operating expense is 
carried being subordinate to the object in view in making the investigation. 
Having thus defined all statistical units and having secured data in ac- 
cordance therewith from a wide area, it is apparent that for purposes of 
comparison the coefficients expressed as rates of the various items of oper- 
ating expense to net sales are not corrected coefficients if based on average 
results for the entire country. Two steps are necessary to secure corrected 
coefficients: (1) classifications on a geographical basis in order that varia- 
tions resulting from geographical position may be brought out, and (2) 
classification on basis of capitalization in order that variation resulting from 
differences in size of undertaking may be brought out. When this is done, 
corrected coefficients are secured and these may be employed for making 
intelligent comparisons between grocery stores of various capitalizations 
and between grocery stores having different geographical locations. 


Statistical Classification 


DEFINITION.—Statistical classification consists in the arrangement of 
statistical data to facilitate its uses for purposes of interpretation and com- 
parison. 


TABULATION.—Tabulation is based on classification. Classification is 
the basis of orderly thinking, and consists in arranging statistical data into 


Table 1. Condensed Statement of Manufacturing Costs 


Year 1922 Year 1923 
% of % of 
Dollars Total Dollars Total 
Riaw. Matertalstiae: et oe $ 320,000 31.07 | $287,600 37.06 
Direct) Maborie. sire we 441,500 42.86 301,300 38 .83 
Manufacturing Expense...... 268 , 500 26.07 187,100 24.11 
TO GAL waniaeet emus dee cic etyoae $1,030,000 | 100.00 | $776,000 | 100.00 
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groups in accordance with the character of the data. After classification, 
tabulation consists in arranging data thus classified in form of tables. Tables 
are arranged as flat surfaces containing classified data which may be read 
from either of two starting points, viz., (1) the stub, which shows the basis 
of horizontal classification, or (2) the caption, which shows the basis of 
vertical classification. Tables possess the advantages which classified data 
possess over unclassified data. These may be summarized as, regularity, 
comparability, compactness, legibility. Table 1 is one of the first order, 
that is, one in which all of the details are classified according to certain 
common characteristics. 

Certain conditions control method and arrangement in tabulation. One 
factor, frequently, is time, in which case the arrangement is chronological. 
Other arrangements are based on geographical location, magnitude, and the 
alphabet. In the above table time is the controlling factor, vertically, but 
it is doubtful whether any factor was consciously employed in determining 
the horizontal position because of the fewness of the items. In Table 2 
time is the controlling factor in horizontal arrangement. 


Table 2. Schedule of Accumulation—Bond Payable May .1, 1923 


Total Net 


Date Interest Income ees Book Value Par 
3% 4% 

LOPS Maa eras macs og uat||yctas po al Dee $ 95,508.71 | $100,000.00 
INova isa. oe $ 1,500.00 | $ 1,910.17 | $ 410.17 95,918.88 

1919, May 1..... 1,500.00 1,918.38 418.38 96 , 337 . 26 
ING peer e 1,500.00 1,926.74 426.74 96 , 764.00 

1920, May 1..... 1,500.00 1,935.28 435.28 97,199.28 
INoveoonie. 1,500.00 1,943.99 443.99 97 ,643 . 27 

1921, May 1..... 1,500.00 1,952.87 452.87 98,096.14 
Nov, 13sec. 1,500.00 1,961.92 461.92 98 , 558.06 

1922, May 1..... 1,500.00 1,971.16 471.16 99 ,029 . 22 
ING WAS o 1,500.00 1,980.58 480.58 99,509.80 

1923, May 1..... 1,500.00 1,990.20 490. 20 100,000.00 


$15,000.00 | $19,491.29 | $4,491.29 


Where geographical distribution is considered in the United States Census 
Reports, the order of arrangement usually is as follows: New England, 
Middle Atlantic, East North Central, West North Central, South Atlantic, 
East South Central, West South Central, Mountain, Pacific. 

Arrangement must always be considered as a function of purpose and 
should be varied when the purpose changes if a, mrore effective presentation 
can be secured. 

Material should not be allowed to take tabular form without first being 
subjected to careful examination to determine the relationship of the dif- 
ferent parts. An inspection of Table 2 above will make this clear. 


PREPARATION OF DATA.— After preliminary classifications are deter- 
mined upon, statistical data are usually gathered in the form of schedules 
and are transferred to tabular forms. Sometimes intermediary processes 
are necessary. Since the first principle of tabulation is classification, it ig 
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necessary to arrive at a correct basis of classification before tabulation is 
begun. The data is to be divided into certain classes and these must be 
segregated for the purpose of arriving at totals. For this purpose tabulation 
cards are used. The data is transferred to the cards in accordance with the 
nomenclature adopted, each card representing a given class or group of 
data. For convenience symbols are sometimes used in place of words in 
describing given classes of data. If the amount of data to be tabulated is 
large, mechanical tabulating machines may be used. The Hollerith and 
Powers machines are both widely used. After the data are transferred to 
cards, these must be sorted according to the classification determined upon 
as the basis of classification. This may be done mechanically where sta- 
tistical machines are used, although cards punched mechanically may be 
sorted by hand. Ordinarily there will be as many groups of cards as there 
are groups to be tabulated. Each group may be sorted into as many sub- 
groups as desirable. The next process is counting, to determine the number 
in each group and subgroup. Where large numbers must be counted a listing 
machine should be used. 


TECHNIQUE OF TABULATION.—The technique of tabular forms is a 
function of the information to be presented. It may be desirable to present 
one or more facts regarding a given class of data, and ordinarily the number 
of facts to be presented determines the construction of the table. In Table 
3 are tabulated the amounts shown for cash in the annual balance sheets of 
the American Bank Note Co. for the years 1917-1921, inclusive. 


Table 3. Cash of American Bank Note Co., by Years 


Year Amount of Cash 
nS li? ate, ehek Aten ICnG pero cre McRGR ePhicgs io oue $ 697,372 
OE RP aay Meee te Oe cre oh RE 588,012 
NO) sees tie dec a ttbaye ace tees sie oui sueteay F 1,919,447 
PAs ee BRE odd cen Sen ea, TORO 1,276,652 
DAS ER ona B POEL ENO hc eR REE Ee ae 1,759,929 


In Table 4 are shown the amounts of the assets of the American Bank 
Note Co. for the years 1917-1920, inclusive. 

This arrangement may be reversed, the years being placed at the top 
and the asset captions at the side, in which case the arrangement is that 
of a comparative balance sheet. The form to be adopted is the one which 
best brings out the relationships which it is desired to emphasize. In addi- 
tion, certain other considerations of general character must be allowed for. 
One is the physical limitation of the printed page. An arrangement which 
crowds either dimension of the page should be avoided. Where totals are 
to be shown, their position must be carefully considered. Until recently it 
has been customary to show these at the bottom of the page, but it has now 
become the frequent practice to show them at the top as in Table 5. This 
places the totals in the most conspicuous position, which is their proper 
place if it is desired to emphasize them. 
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Table 5. Number of Real Estate Mortgages in Kentucky, by Years 


NumBerR or Reau Estate MortGaces IN 
Kentucky 
Year 


Total Taxable Non-Taxable 


Great care should be exercised in formulating the titles of statistical 
tables. While they should be brief, they should state clearly what the con- 
tents are. Improperly worded and arranged titles are a frequent cause of 
failure in presenting useful data. 

The nature of the data to be tabulated must be taken into consideration 
in determining the form of table to employ. In case of historical data time 
is a controlling consideration and must dominate the arrangement. Where 
data give a cross-sectional view as at a given time, the factor of time may 
be ignored except in the title. In preceding illustrations time is a controlling 
factor. In Table 6, showing the range of prices of certain stocks on the 
New York Stock Exchange on Sept. 21, 1922, time is not a controlling factor 
in determining tabular arrangement. Here alphabetical arrangement con- 
trols horizontally, while order of sales controls vertically. In a sense, time 
is a factor, since the ‘‘open’’ price occurs first and the ‘‘close’’ price last, but 
this is not true of the ‘‘high”’ and “‘low’’ prices. 


Table 6. High, Low, and Closing Prices of Eight Industrial Stocks on the 
New York Stock Exchange on Sept. 28, 1922 


Name of Stock Open High Low Close 
American Locomotive...... 124 124% 1214 1213 
Beech-Nut Packing........ 434 443 425 433 
Continental Can........... 873 88 86 86 
Hudson’ Motors’. 1.000 sno 224 224 yy) 22 
Marin Rockwellis s,s. csik rae, 17 17 17 
MOOmVIOtCOIS; ttt oe 162 163 154 153 
Standard Oil of California. . 115 1164 1144 11414 
ies Sbeelesei tt ees 1044 1044 | 103 1034 
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Another type of data is that which expresses variations at a single 
point in time. This kind of data is usually formed into groups of equal 
width. It is illustrated in Table 7, reproduced from Secrist’s ‘‘An Intro- 
duction to Statistical Methods’ (p. 146), showing classified weekly 
wages for employees for all manufacturing industries in Massachusetts in 
1912. 


Table 7. Classified Weekly Wages for Employees in All Manufacturing 
Industries in Massachusetts in 1912 


Number and Per Cent of Employees 
Receiving Specified Amounts 


Wage Groups 


Number Per Cent 
eager Da, SS 

STO telly fee csiant otra tno oases, SL caew ees 681,383 100.00 
Under S8-per week. 705. es sanee ae - 2,266 0.3 
Sepshuthunden Ghee oc eee ete eee ee > 5,792 0.9 
fhe “ ah Rees ee See ees 16,909 2.5 
et a Gis ee es 34,070 5.0 
Gree a fA Se eres 52, 604 WaT 
Tete i HH ED Sih Co 63,879 9.4 
ens Q OUTS ee AON 68 , 787 10.1 
Oye & LO OU aS ae ee 75,006 11.0 
Oia s UD EPPO RT TES eee 103 , 160 Sia! 
be s Le Ie, RS 107,677 15.8 
3 Su a 4 DOR SEN, Bh ae end 104,585 U5y3 
207 3 OF SOD BE PEE, 32,536 4.8 
DAS CWI lal Ohi 8) Sica, CERN ac ecmeecmes Che sbeD groan 14,112 20 


~ In this table the width of groups varies from $1 to $5, while in the last 
group no upper limit is given. Care should be used in varying the width 
of groups because wrong conclusions are liable to be drawn in comparing 
groups of unequal width. 


Averages . 


FUNCTION AND LIMITATION OF AVERAGES.—To interpret large 
masses of data it is necessary to secure certain brief summaries which, while 
not presenting all the information which may be secured from the original 
data, do bring out the fundamental tendencies which underlie it and which 
a casual inspection of the data does not ordinarily make evident. The pur- 
pose of averages is to interpret the tendencies hidden under great masses 
of figures. In making this interpretation, details must be neglected because 
it is the essential purpose of averages to avoid details. The process of finding 
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and using averages is a process of interpretation. In employing averages 
as short-cuts to an understanding of statistical data, care must be used not 
to make a wrong interpretation. Purely mechancial construction of aver- 
ages unaided by judgment and the process of elimination of material which 
serves to obscure real tendencies is apt to lead to erroneous results. Aver- 
ages are frequently fictitious, in that they may not be representative of any 
actual existing thing. They are representative of types which do not nec- 
essarily have actually existing counterparts. 

Such generalized expressions necessarily possess limitations as to useful- 
ness. Sometimes their employment indicates neglect or a willingness to 
forego a more searching inquiry. They must be used with judgment and 
caution. On the other hand, where detail may be neglected, averages often- 
times give an accurate picture of tendencies. 


THE ARITHMETIC AVERAGE.—This is the average most widely used. 
It is described as being the center of gravity of a statistical series. To secure 
it, all items in a given series must be considered. It is a mathematical con- 
cept and may have no actually existing counterpart. The average of two 
entirely different series may be the same. The average of 7, 6, 5, 3, 2, 1, is 
4. The average of 1, 3, 8, is also 4. The arithmetic average ignores the 
character of the distribution within the series. It should be used with great 
care because it is of a highly abstract character. In the absence of bias, 
i.e., where the members of a series are determined by chance, the arithmetic 
mean approximates more nearly the true value as the number of members 
or items in the series is increased. Series of this type are infrequent in 
economics and business because data on wages, sales, purchases, and so on 
are not determined purely by chance. 


COMPUTATION OF ARITHMETIC AVERAGE.—The arithmetic aver- 
age is secured by totaling the items in a series and dividing their sum by 


Table 8. Prices of Suits, Number of Each Sold in a Given Period, and 
Products of Prices and Numbers 


(1) (2) (3) F 
Bites Sita Number of Each | Products of Prices 

Suit Sold and Numbers 
Ota. 2 eek ee. aye sae h es 422 $11,993 
MOOS ce sat Ace PE: WI 6 cen 47 $ 705 
OMB ieri cs Me eat MAIR, och oho 36 594 
WS MOODLE hv gee. oe Re ok Ae 53 954 
PREIS 3 EARS SOON” Oh eee Pe 80 1,800 
OOO Mads Save tesa Rot cdarene eee x 60 1,800 
AA DE SS Pia Reine elle ace er eee tenets 30 990 
SO OO Rane Pk. A. asad Se cae 25 900 
OAS ies as Oro EEPROM Oa O 60 2,700 
DO OO pee ra acute ta ead ey a ado ok 31 1,550 
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the number of items. In this connection, however, it is necessary to consider 
the subject of weighting. The importance of items in a series is sometimes 
affected by the frequency with which they occur. When each item occurs 
but once, the question of weighting does not arise because due allowance is 
made for each occurrence when the average is found according to the rule 
stated above. When the various items of a series have various frequencies, 
it is necessary to take these frequencies into account in securing a true or 
weighted average. In column 1 of Table 8 are shown the prices of the vari- 
ous kinds of suits of clothes sold in a clothing store; in column 2 are shown 
the number of each kind sold during a given period; in column 3 are shown 
the products of the prices of each kind of suit multiplied by the number 
sold. 

The weighted average price per suit sold is secured by dividing $11,993 
by the total number sold, 422, which gives $28.42. The simple average of 
prices of suits secured by dividing the total of the amounts in column 1, 
by the number of items in the column, is $29.56. In this illustration the 
numbers in column 2 were selected by chance, which accounts for the fact 
that the simple average and weighted average are of nearly the same amount. 
Care must be taken in the selection of weights and it may be well to make 
tests with and without weights to determine to what extent the weighted 
average differs from the simple average. When the items to be weighted are 
arranged miscellaneously, it is surprising to find how little various systems 
of weights affect the average. In Table 9 the items shown in column 1 in 
Table 8 are arranged by chance. In the columns which follow various 
systems of weights are applied. The weighted averages secured by the applica- 
tion of these systems are shown below the table. 


Table 9. Prices of Suits and Systems of Weights Used to Secure a Weighted 
; Average Price Per Suit 


SysTEeMs or WEIGHTS 


j 
P ae of Products Products No . Words Products 
Suits Numerals | of Prices Numerals | of Prices a Con- of Prices 
1-9 and 9-1 and SeStiNe and 

Numbers Numbers noes Numbers 
Total 45 $1,447.50 45 $1,212.50 82 $2,351.00 
$16.50. 1 $ 16.50 9 $148.50 if $115.50 
18.00. 2 36.00 8 144.00 9 162.00 
‘00 .O0MN S...5 3 150.00 7 350.00 9 50.00 
30.00. 4 120.00 6 * 180.00 8 240.00 
15.00 5 75.00 5 75.00 12 180.00 
22.50: 6 135.00 4 90.00 7 87.50 
33.00. 7 231.00 3 99.00 12 396 .00 
45.00. 8 360.00 2 90.00 8 360.00 
36.00. 9 324.00 1 36.00 10 360.00 


Average price when weighted with numerals 1-9 is 1,447.50+45 = $32.17. 
Average price when weighted with numerals 9-1-is1,212.50+45 = $26.94. 
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Average price when weighted with number of words in consecutive lines 
in a book is 2,351 +82 = $28.65. 

The average prices, secured by using various systems of weights, differ, 
respectively, by $3.75, $1.48, and $0.23, from the average secured when the 
weights used were the numbers of suits sold. Weighted averages frequently 
vary so little from simple averages that it is desirable to consider carefully 
he advisability of using weights. 

SHORT-CUT METHOD OF COMPUTING ARITHMETIC AVERAGE. 
—Sometimes the arithmetic average can be computed to advantage by 
assuming an average and then calculating the plus and minus deviations 
from this assumed average. The algebraic sum of these deviations repre- 
sents the difference, plus or minus, as the case may be, betwen the assumed 
average and the true average, because the algebraic sum of the deviations 
from the true arithmetic average is 0. In case of a frequency series it is 
necessary to multiply the deviation in each instance by the numbers of fre- 
quencies. Using data in Table 8, results by this method are as shown in 
Table 10. 


Table 10. Method of Computing Arithmetic Mean by Use of an Assumed 
Average 


(Average price assumed is $30) 


Deviation of Price from | Deviation Multiplied 
Pri f Number of Assumed Average by Frequencies Algebraic 
Tices oO ; 
Suits Each Suit : Sum of 
Sold Deviations 
= te = te 
Total.... 422 $2,427.00 | $1,760.00 | —$667.00 
SLO OO Aiesasi: 47 $15.00 $705.00 
EG SO cee < + 36 13.50 486 .00 
1S) 00 te3 53 12.00 636 .00 
OOO auras are 80 7.50 600.00 
OOO oc as 60 
SE Usecaeies 30 $ 3.00 $ 90.00 
BO L008 reek. 25 6.00 150.00 
ASOO FR 6S. <2 60 15.00 900.00 
SOROO te asta 31 20.00 620.00 


—667 +422= —1.58, the amount by which the assumed average must be 
reduced to secure the true average. $30, the assumed average, minus $1.58= 
$28.42, the true average. 

In the case of statistical series consisting of frequency groups the number 
of items falling within the limits of each group is given but the arrangement 
within the group is not known. It is therefore necessary to assume an even 
distribution within the group and to multiply the frequencies by the middle 
terms of each group. In Table 11, column 1 shows wage groups, column 2 
shows the frequencies in each group, column 3 shows the products of fre- 
quencies and middle term of each group, column 4 shows the plus and minus 
deviations from an assumed average wage of $8.50, column 5 shows the 
products of these deviations and the frequencies, and column 6 shows the 
algebraic sum of these products. 
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This table illustrates two methods of finding the average in a group fre- 
quency series. One method is to divide the total of the products of the 
frequencies and middle terms of each group, $2,592.50, by 359, the total 
frequencies, which gives as a quotient and the average, $7. The other 
method is to divide $539.00 (the algebraic sum of the products of deviations 
from an assumed average and the frequencies) by 359 (the frequencies) 
which gives +$1.50 (the excess of the assumed average, $8.50, over the true 
average). Therefore, the true average is $8.50 —$1.50=$7.00. 


THE MODE.—The mode is the typical item in a statistical series. It is 
never an abstract concept because it is always represented. It is always 
real. This does not mean that a mode exists in every series. In this con- 
nection it is desirable to distinguish between discrete and continuous statis- 
tical series. Discrete statistical series are those which show breaks in con- 
tinuity which no amount of data will serve to eradicate. Thus, a table 
showing interest rates on mortgages will show percentage of 3%, 34%, 4%, 
41%, 5%, 53%, 6%, 64%, and so on; but no matter how much material is 
collected there will always exist breaks of 4%. Continuous statistical series 
are those which show breaks merely because of the limited amount of data 
available. The character of the data in continuous series is such that breaks 
disappear as an increasing amount of data is made available. Thus, a table 
showing lengths of oak leaves shows breaks between lengths because of the 
limited number of leaves measured. The breaks decrease as the number of 
leaves measured increases. 

Frequently the mode can be located with much greater certainty in case 
of continuous series than in case of discrete series. Many of the series with 
which the accountant deals are of the discrete type, although in some cases 
the unit of measurement is so small that the series, for practical purposes, 
approximates the continuous. In case of group frequency series, the wider 
the groups are made, the more the individual data are submerged, hence the 
greater the difficulty of locating the true mode. If the series is a continuous 
one, the mode may he located within a group by interpolation. The method 
of interpolation must be employed with caution in case of discrete series, 
however. 

Locating the Mode.—The location of the mode in both historical and 
frequency series is a matter of inspection. The process of inspection is 
facilitated by tabular arrangements which visualize the modal groups. The 
mode may also be located graphically. Sometimes more than one mode is 
found in a given frequency distribution. Table 12 is taken from Secrist’s 
“An Introduction to Stutistical Methods” (p. 273), and illustrates the method 
of approximating the mode in a historical series. 

In column 2 the group limits are fixed at 5 million, beginning at 45 mil- 
lion; in column 3 the group limits are fixed at 10 million, beginning at 40 
million; in column 4 the group limits are fixed at 10 million, beginning at 
45 million; in column 5 the group limits are fixed at 15 million, beginning 
at 45 million; and in column6 the group limits are fixed at 8 million, begin- 
ning at 46 million. Secrist says: ‘‘The most characteristic amount with a 
10-million group is 46 to 56 millions, of which there are 7 instances; more 
narrowly there are 5 years in which the amounts imported are between 49 
and 56 million. It is probably not wise to locate the mode more accurately 
than in the group 46 to 54 million (column 6). To do so for this type of 
distribution would be to strive for too great accuracy.” 

In frequency series the mode occurs in the group of maximum frequency. 
It is located by interpolation, proper weight being given to the frequencies 
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Table 12. Data Showing Importation of Raw Cotton Into the United States, 
Arranged so as to Determine the Modal Amount 


FREQUENCIES 
Amounts APPROXIMATE BY GROUPS 
Year in 
000’s 
(1) (2) (3) (4) (5) (6) 
5 Mil. be- | 10 Mil. be-| 10 Mil. be-] 15 Mil. be-} 8 Mil. be- 
Identical | ginning at | ginning at | ginning at | ginning at | ginning at 
45 Mil. 40 Mil. 45 Mil. 45 Mil. 46 Mil. 

1901....| 46,631 1 } 
1904....] 48,841 1 3 3 
1895....| 49,332 1 
1899....| 50,158 1 6 6 
1897....}| 51,899 it 3 4 7 
1898....| 52,660 1 | 
1896....| 55,350 1 1 2 ) 2 
1905....}| 60,509 1 1 9 
1900....| 67,398 1 1 1 
1906... .| 70,964 1 5 
1908....| 71,073 ur 3 3 4 3 
1903....] 74,874 1 
1910....} 86,037 1 
1909... .| 86,518 1 Z 2 \ 4 2 2 

—— — 1 
1902... .| 98,716 1 1 1 \ 9 . 
1907... .|104, 792 il 1 \ 9 \ 2 
1912... .|109,780 1 1 } > 3 
TOU en | Lle;c0S 1 1 1 1 
OUST L210 852, 1 1 1 1 1 1 


in the groups on either side of the group of maximum frequency. In Table 11 
(p. 720), which for practical purposes is a series of the continuous type, 70 
is the group of maximum frequency. In the next lower group are 30 and 
in the next higher group are 65. There are 95 in the two groups. The width 
of groups is $1.00. 30/95 of $1.00 = $0.32. 65/95 of $1.00 = $0.68. The 
mode, theoretically, is $5.68, because the tendency of the 65 items in the 
group above is to place it at $0.68 above $5.00, while the tendency of 30 
items in the group below is to place it at $0.32 below $6.00. 

By plotting frequency data the mode may be located. Ina simple graph 
the mode is the maximum ordinate. In cumulative graphs, or ogives, the 
mode occurs where the curve approaches most nearly to the vertical. The 
data in Table 11 are shown plotted in Fig. 1 in the form of a simple graph 
and in the form of an ogive. The plotting points used are the mid-points 
of the wage groups, $2.50, $3.50, and so on. 


THE MEDIAN.—The median is the middle item in a series the members 
of which are arranged in the order of magnitude. If the number of items 
is odd, the median exists in the series; if even, the median is non-existent, 


Sec. 
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Cumulative Graph 


Wages in Dollars 
Fie. 1. Curves of Simple Graphic and Ogive (Based on Table 11) 
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but theoretically lies between the two middle items. Like the mode, the 
median is not a mathematical concept; but unlike the mode, it.is sometimes 
non-existent. The median may or may not be a good representative of the 
series in which it is found. In general, it is useful only when the distribution 
of the series is uniform. 


Locating the Median.—In locating the median, distinguish between dis- 
crete and continuous series. Great accuracy is not to be expected in dis- 
crete series. In group frequency series it is necessary to locate first the me- 
dian group, then the median within that group. For this purpose, assume a 
uniform distribution within the group. Using the data given in Table 11 
(p. 720) we have the figures given in Table 13. 


Table 13. Wage Groups and Frequencies in Each 
Group, for Determination of the Median 


Wage Groups Frequencies 
WO talydeysvcks ta casi enw ecu eR Ree 359 
PIIOOME OND 2. GOs aie are oh =: creeps cle ni Rowen eke 12 
SOOM a 9 OO rin cna soaeecre ene avevews gceone 15 
Alot OG) elie 7: 40) 8 ee eens fy PGI Didic 30 
OOM ae OL OO es ness an ous ops eevee aamaretetole 70 
GOO eeO- OO Re eee eta a eaacamoke 65 
HAG) SE OASIS ies Mieeareer ee eee, Artes eG. C 58 
FeRCOTO), Sass LER OLO SS, PON ees Pree s Oy een bec © 41 
SOOM OOM cae cco cto cio tete te 30 
NOLO LOE Deere Nay drat cr cred alcow aytet s osta, eecoes 22 
TY OOM: 9 OF ee ena cha shcdowet cach sak Beekicccuaet 12 
TOOO Mee: 9 Orr eaicrcrs opacie a hiayene oe 4 A 
When n is the number of items in a series, the median is oe : Here 
n= 359. he : = 180. That group which contains the 180th item is the 


median group. Counting down or up, this is the group $6.00 to $6.99. 
There are 65 men in this group. Assuming an even distribution of these 
between $6.00 and $6.99, the rate received by the 180th man is the rate 


of the 53rd man in the group. It is, therefore, a < $1.00 + $6.00, or $6.82, 
which is the median wage rate. The lower class limit is $6.00; to get the 
average, 22 of $1.00 is added to it. The arithmetic average for the same 


series is $7.00. 


THE GEOMETRIC MEAN.—The geometric mean is the nth root of 
the product of the items in a series, n being the number of items in the series. 
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The computation of the geometric mean is laborious and for most practical 
purposes its usefulness is questionable. It is valuable in constructing index 
numbers because index numbers made thus can be shifted readily from one 
base to another. 


Index Numbers 


DEFINITION.—Index numbers, in the form usually of averages, are em- 
ployed to show trends in prices or in other movements which can be quan- 
titatively expressed by means of statistical data. Usually these averages 
are averages of relative numbers, although it is not uncommon to employ sums 
of actual prices as index numbers. 


CONSTRUCTION OF INDEX NUMBERS.—Table 14 shows the open, 
high, low, and closing prices of stocks of eight railroad stocks on the New 
York Stock Exchange on Sept. 25, 1922. ;, 


Table 14. Opening, High, Low, and Closing Prices of Eight Railroad Stocks 
on the New York Stock Exchange, on Sept. 25, 1922 


pea Name of Stock Open | High | Low | Close 

old 
2,500 At chisonme apenas tek ania» 106% | 1067 | 106 | 106 | 
4,900 BaltimoremdOhromeysagion es iee 563 564 554 55¢ 
1,600 Chicago & Northwestern.......| 92 93 92 92% 

100 HirnoisiCentraliinas hen sah he one 113 113 IBS 113 

3,200 ehrohmViallevy-1e s2nls otv-tee bers 692 692 684 684 
1,800 INorthernvBaciitens css. 2 864 873 862 87 
1,500 Renney vanidheik. eke. ae 48% A8t A8t 482 
1,100 Unronn EP aeition elie hia selate teats re 151 151 1503 | 151 


The opening, high, low, and closing prices are to be converted into an 
index number based on the opening price taken as 100. That is, the high, 
low, and close prices are to be reduced to percentages of the opening price, 
and an average taken of these percentages. The results are shown in Table 
15. The index numbers of relatives based on the opening prices bring out 
the significance of price movements better than any inspection of the table 
of actual prices can do. These index numbers were made without weighting. 
The eight stocks might be weighted on the basis of the number of shares of 
each sold, which would change slightly the results secured. 

Index numbers can be applied to show tendencies in any phenomena 
which can be measured statistically and which are chronological in character. 
Exports, imports, sales, gross and net profits, and practically all items in 
balance sheets and income statements, may be reduced to an intelligible 
basis of comparison by being reduced to index number. 

Index numbers may be constructed as averages of actual prices rather 
than as averages of relatives. This method is preferable where it is desir- 
able to make changes in the base year, because when index numbers are 
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Table 15. Opening, High, Low, and Closing Prices of Eight Railroad Stocks 
Reduced to Relatives Based on the Opening Prices 


Name of Stock Open High Low Closing 
PNUCDIGONM TR Nae oe eee ae 100 100.00 | 99.18 | 99.18 
waltimorencs Ohio i).Vs sue. HOT. Ge 100 100.22 97.78 98.89 
Chicago & Northwestern............ 100 101.09 | 100.00 | 100.54 
Hinoiss@entral ene. . Rae! eee 100 100.00 | 100.00 | 100.00 
PehichiValley.! Aetneastey Oe, SEA 100 100.72 98 .74 98.74 
INorhaernelacitiGn a, neon. + se se cones 100 100.57 99.86 | 100.14 
POMS Vaca ni Asean oc kee, Se Ree a 100 100.00 99 .23 99.48 
Wit OMe ACUIG selec; gaat dee Miedaib ae aes 100 100.00 99.50 |} 100.00 
Index numbers in form of averages 
DLLClALIVOS eee ee Tee 100 100.33 99.29 99.62 


averages of relatives it is necessary, if theoretical accuracy is desired, to 
make the whole computation anew when it is desired to change the base 
year. However, the short method is sometimes used in connection with 
other index series, such checks being made as to the error probably resulting 
as are available. When index numbers are based on actual prices they are 
still averages, but not averages of relatives. Consequently any year may 
be used as a base by assuming the average for that year to represent 100 
and dividing it into the average of actual prices for the other years repre- 
sented. 


GENERAL AND SPECIAL PURPOSE INDEX NUMBERS.—General 
purpose index numbers are those constructed for the purpose of being used 
by all who may have occasion to apply them. This sometimes leads to their 
misuse, because they are employed to prove things which are quite incom- 
patible. Special purpose index numbers are those constructed for a single 
purpose, as, for example, to show the trend of sales of a department store. 


STEPS IN CONSTRUCTION OF INDEX NUMBERS.—Professor W. C. 
Mitchell enumerates the steps involved in the construction of index numbers 
as follows: 


(1) Defining the purpose for which the final results are to be used; (2) deciding the 
numbers and kinds of commodities to be included; (3) determining whether these commod- 
ities shall be treated alike or whether they shall be weighted according to their relative 
importance; (4) collecting the actual prices of the commodities chosen, and, in case a 
weighted series is to be made, collecting also data regarding their relative importance; 
(5) deciding whether to measure the average variations of prices or the variations of a sum 
of actual prices; (6) in case average variations are to be measured, choosing the base upon 
which relative prices shall be computed; and (7) settling upon the form of average to be 
struck. 

At each one of these successive steps choice must be made among alternatives that range 
in number from two to thousands. The possible combinations among the alternatives 
chosen are indefinitely numerous. Hence there is no assignable limit to the possible 
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varieties of index numbers, and in practice no two of the known series are exactly alike in 
construction. To canvass even the important variations of method actually in use is not 
a simple task. 


Use great care in the selection and use of data for purposes of index number 
making.’ There is never a single price for a commodity, because prices vary 
as between wholesale and retail, locality, and so on. The data used must 
be truly representative. If selection is necessary because of the impossi- 
bility of including all data, use care to see that it is representative. Regard- 
ing the choice of commodities and the importance assigned to each, Pro- 
fessor Mitchell says: 


As for the small series made from the prices of foods alone or from the prices of any single 
group of commodities, it is clear that, however good for special uses they may be, they are 
untrustworthy as general-purpose index numbers. 

The second conclusion . .'. . is that large index numbers are more trustworthy for 
general purposes than small ones, not only in so far as they include more groups of related 
prices, but also in so far as they contain more numerous samples from each group. What 
is characteristic in the behavior of the prices of farm crops, of mineral products, of manu- 
factured wares, of consumers’ goods, etc.—what is characteristic in the behavior of any 
group of prices—is more likely to be brought out and to exercise its due effects upon the 
final results when the group is represented by 10 or 20 sets of quotations than when it is 
represented by only one or two sets. The basis of this contention is simple: In every 
group that has been studied there are certain commodities whose prices seldom behave in 
the typical way, and no commodities whose prices can be trusted always to behave typically. 
Consequently, no care to include commodities belonging to all the important groups can 
guarantee accurate results, unless care is also taken to get numerous representatives of 
each group. 


TENDENCIES IN PRICE FLUCTUATIONS.— Most economic phenomena 
tend to move in cycles and to obey certain laws. Periods of falling and rising 
prices alternate. The prices of a large variety of commodities tend to fluctu- 
ate in unison but variations in rate of increase or decrease occur, while in 
some instances movements of individual commodities are opposite to the 
general tendency. Large differences from the normal tendency are fewer 
than small ones. The following chart (Fig. 2) constructed by Mitchell 
shows variations of 1913 prices of 241 commodities from (1) prices of the 
same commodities in 1912, and (2) from average prices of the period 1890- 
1899. 

As shown by the solid line, a close correspondence exists between 1913 
and 1912 prices. As shown by the dotted line, the co-ordination between 
1913 prices and average prices for the years 1890-1899 is not nearly so great. 
“Price fluctuations, then, become dispersed over a wider range and less con- 
centrated about their mean as the time covered by the variations increases.” 


THE BASE TO USE.—In the application of index to prices the choice of 
a base year is affected by the method followed in constructing the index 
number. If it is an average of relatives, the base cannot be easily changed. 
If it is an average of actual prices expressed in percentages related to a given 
year taken as a base and expressed as 100, the base can be readily changed 
by a recomputation of these percentages on the basis of some other year 
taken as the base. When the base is recomputed each year the index num- 
ber is known as a chain-relative. Chain-relatives show differences from year 
to year but not over extended periods of years. Chain-relatives readily 
admit changing of items in case some become obsolete or unrepresentative. 
No definite rule can be laid down, but the base to use must be made de- 
pendent upon circumstances which affect the problem in hand. 
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THE AVERAGE TO USE.—Ordinarily the best average to use in making 
index numbers is the arithmetic average. It is simple and familiar to all 
accountants. The geometric mean possesses one important advantage, 
viz., shifting of the base without a recomputation of all data. Mitchell 
says: 


Wise choice of the average to use in making an index number, then, involves careful 
consideration of the materials to be dealt with and of the purpose in view. (1) If that 
purpose be to measure the average ratio of change in prices, the geometric mean is the best, 
indeed, in strictness, is the only proper average toemploy. ... . (2) But... . geometric 
means are not proper averages for measuring alterations in the amount of money that goods 
cost. And as a rule our interest does center in the money cost of goods rather than in the 
average ratio of changes in price... . . For such purposes the arithmetic mean is the 
logical average to use. (3) Frequently, however, the very fact that an article has advanced 
greatly in price cuts down its market so that the increase in money cost represented by the 
arithmetic mean exists on paper rather than in fact. When such cases of extreme advance 
are numerous among the relative prices to be averaged, the median may give more signifi- 
cant results than the arithmetic mean. (4) When the number of commodities included in 
the index number is small, however, medians are likely to prove highly erratic, representing 
less the general trend of prices than the peculiarities of the data from which they are made. 
(5) If the index number is designed for the public at large, the familiarity of arithmetic 
means is an argument in their favor; but it counts for nothing in figures intended for special- 
ists. (6) Often the usefulness of a new index number may be enhanced without detriment 
to its own special purpose by throwing it into a form directly comparable with that of index 
numbers already in existence. Then, of course, not only the form of average but also the 
base period employed in making the existing series has special claims for imitation. (7) 
Finally, the desirability of making index numbers that can be shifted from one base to 
another deserves far more consideration than is commonly accorded it. On this count 
the score is in favor of the geometric mean. If geometric means were invariably used, 
all index numbers could readily be compared with one another, whatever the bases on which 
they were originally computed. And that would be a great gain to all students of prices.4 


WEIGHTING.—In weighted index number the influence of each item 
averaged is proportional to its relative importance. Various systems of 
weight are in use. In a given instance that system should be followed 
which best accomplishes the purpose of giving to each item its due relative 
influence. If retail prices are being studied the normal family budget is a 
logical basis for weighting. In case of wholesale prices the amount produced 
serves as a basis. Sometimes weighting occurs unconsciously, as when an 
unimportant item is given equal weight with an important one in constructing 
an index number. Usually the effect of weighting is less than would be sup- 
posed. Bowley’s rule is: ‘‘In calculating averages give all care to making 
the items free from bias, and do not strain after exactness in weighting.’ ’? 
Weighting is simply securing a proper distribution of samples. If this dis- 
tribution is secured in collecting data, ie., if the data is free from bias, 
weighting is superfluous. It is sometimes easier, however, to use weights 
than to secure a correct distribution of samples. When correct weighting 
does not materially affect the result, it may be assumed “that a correct 
distribution of samples has been secured. When it does materially affect 
the result, it may be assumed that the sampling is not representative. 
Weights should then be used or more representative sampling made. Ordi- 
narily weights, having once been determined, should not be changed, unless 
the need is very evident because of the greatly altered status of the com- 
modities or prices from which the data is secured. 


1 Bulletin of U. 8. Bureau of Labor Statistics, whole No. 173, pp. 88-90. 
2 Blements of Statistics (2d Ed.), p. 118. 
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- Dispersion 


DEFINITION.—By dispersion is meant the variation of the items in a 
statistical series from the average of the series. In economic statistics 
uniformity of distribution is rare. Measures of dispersion express the essen- 
tial facts about this variation from the average or characteristic. 


MEASURES OF DISPERSION.—One measure of dispersion is the range. 
It expresses the limits of the distribution in a series. In determining the 
range, time series and frequency series must be treated differently. In time 
series the range is expressed by citing the upper and lower limits, but these 
may not be the same as the opening and closing dates. In frequency series 
the range is expressed by citing units. The range may not give any concep- 
tion of distribution between extremes, however and in series of irregu- 
lar distribution this is also important. Frequently extremes in a series are 
of little importance as compared with intermediate items. What is de- 
sired is an expression which summarizes extent of deviations from average. 

The decil method of showing dispersion consists in plotting the extreme 
limits and the nine intermediate points which measure equal distances along 
the series. Table 16, taken from Professor W. C. Mitchell’s “‘ Business 
Cycles”’ (p. 112), illustrates the decil method of showing dispersion of whole- 
sale prices: 


Table 16. The Decils of Relative Wholesale Prices in the United States, 
by Years, 1890-1910 


. Lowest | ist | 2nd| 3rd] 4th | 5th | 6th | 7th | sth | oth | Highest 

Years Relative decil | decil | decil | decil decil decil | decil | decil | decil Relative 
Price (Median) Price 
1890... 86 97 | 101 | 105 | 108 112 116 | 119 |°126 | 133 160 
Lak: 74 99 | 101 | 105 | 109 111 113 | 116 | 122 |} 132 158 
a 61 92 99 | 101 | 104 107 108 | 111 | 114 | 118 141 
Ol: 70 90 96, | 100.) 102 104 106 | 109 | 111 | 119 158 
4... 46 79 85 91 94 96 99 e100 (LOS 11 129 
5 53 79 86 88 91 94 95 98 | 100 | 105 149 
6.2. 39 71 79 85 88 90 92 95 98 | 100 142 
ata 56 7a 78 85 88 91 93 95 98 | 102 128 
Sick 48 77 84 87 91 94 96 99 | 101 | 108 155 
9 46 86 89 94 97 100 103 | 108 | 112 | 129 149 
1900... 59 90 98 | 102 | 106 109 113 | 118 | 123 | 136 192 
es 49 90 97 | 101 | 104 107 eS eS) | Ou ess 222 
Ps 45 91 98 | 102 | 107 110 114 | 119 | 134 | 145 194 
Bite AZ * 90 98 | 104 | 108 111 114 | 121 | 129 | 143 192 
HERAT « 60 91 98 | 103 | 106 112 117 | 120 | 130 | 143 197 

‘ 

5 59 85 97 | 104 | 110 114 120 | 126 | 131 | 149 238 
Gre, 62 89 | 100 | 108 | 114 119 124 | 131 | 187 | 159 279 
deoecs 42 95 | 104 | 112 | 121 129 132 | 189 | 147 | 171 304 
Sen 45 89!) 102.) LO7> | 413 119 124 | 130 | 139 | 156 228 
9 48 SO} LOR 17. 121 127 | 135 | 146 | 172 243 
Oe 48 865) 103" |For EES 124 132 | 144 | 154 | 187 363 
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(From Horace Secrist, ‘An Introduction to Statistical Methods’’) 
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An examination of this table indicates to what degree the various series 
of prices are described and their distribution indicated by the decil method. 
The table also shows the ranges of the various series. In the following dia- 
gram (Fig. 3) these decils and extremes are shown graphically. 

The average deviation is the sum of the deviations from an average 
divided by the number of items in the series. In case of the arithmetic 
average the sum of the deviations, signs considered, is a maximum, i.e., is 
greater than for any other average. For the median the sum of the deviations 
is a minimum, i.e., is smaller than for any other average. In the following 
illustrations the arithmetic average is used. Secrist says:3 

The average deviation is an average. It is not different in this respect from the average 
of the original data. It does not represent a series of deviations in detail but only attempts 
to record a type. When they are uniform and small it does this satisfactorily. When 
they are large and different, it fails here as it does in the original case. 

In calculating the average deviation, either the true arithmetic average 
or an assumed arithmetic average may be employed. Table 17 shows the 
calculations necessary for the computation of the average deviation in a 
historical series which shows respectively, the freight revenue of the Pennsyl- 
vania Railroad Co. to the nearest million dollars. 

Table 17. Freight Revenues of the Pennsylvania Railroad Co. for the Years 
1912-1917, Inclusive 


(In round millions of dollars) 


DEVIATIONS 
Amount Frequen- 
Years in Round q From 146, the Average Total 
Millions oie - s 
(ignoring 
’ i signs) 
Totals... en 6 49 49 98 
1912 eee ee $128 1 18 
WS ck: ees 135 1 11 
ae: Se ee ee ae 131 1 15 
Lo gh See 141 1 5 
PG Si 5 cicbestes 164 1 18 
UT Ride contents Wa 1 31 


The average deviation is 98 +6 = 16.33. This means that the average dif- 
ference of the amounts received as freight revenue from the average of freight 
revenue for the years 1912-1917, inclusive, was 16.33 million dollars. 

Table 18 shows the method of computing the average deviation when 
an assumed average is used. 

The difference in + and — deviations is 24, the excess of minus over plus 


3 An Introduction to Statistical Methods, p, 388, 
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Table 18. Freight Revenues of the Pennsylvania Railroad Co. for the Years 
1912-1917, Inclusive 


(In round millions of dollars) 


DEVIATIONS 
- Amount 
Vcais i Bowid Frequen- From 150, the Assumed 
mi dicona cies Average Total 
(ignoring 
signs) 
= 4 
Totals... $876 6 65 Al 106 
HAE) 2d eR eRRARR ST $128 it 22 
MCE A nc ewoxe 135, 1 15 
pare eee 131 1 19 
Oe. eae eee 141 1 9 
LOeoerseoe 164 1 14 
Vie Le cee se 177 1 27 


differences. The average error is 24+6=4, which subtracted from 150 
leaves 146, the true average deviation. 


Table 19. Method of Determining Average Deviation in a Group Frequency 
Series (Direct Method) 


DEVIATIONS 
Wage BR CASD AE From the Average | Products of Deviations 

Groups ee $7.00 and Fre i Total 

p Wage Group $7. quencies Tota 
(ignoring 

signs) 

a ae 7 Eis 

MOvallenwale aes 359 $319.00 $318.50 | $437.50 
$ 2.00 to$ 2.99.. 12 $4.50 $ 54.00 $ 54.00 
SHO0Es ae aOo 15 SnoU 52.50 52.50 
4.00“ 4.99.. 30 2.50 75.00 75.00 
HAVO men OOO. 70 1.50 105.00 105.00 
600i (6.99... 65 50 32.50 82.50 
GLOOM es OO - 58 $ .50 $29 .00 29.00 
SOU Ie Mee SOO as 41 1.50 61.50 61.50 
9. 00men 9299 30 2.50 75.00 75.00 
10.00 “ 10.99.. 22 3.50 77.00 77.00 
TOO WLLT 99. 12 4.50 54.00 54.00 
2), OONLIS12, 99: 4 5.50 22.00 22.00 
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The average deviation in a frequency series is found by multiplying the 
deviations from the true or assumed average by the frequencies, as shown 
in Table 19. 

The average deviation is found by dividing the sum of the deviations, 
$437.50, by the total frequencies, 359, which gives $1.21 as a result. In 
this instance the frequencies are in groups and the deviations from the true 
average are figured on the assumption of an even distribution within groups, 
the mid-point of each group being taken as representative of the group. 
Table 20 shows the procedure when the frequency series is not a group fre- 
quency series. 


Table 20. Method of Determining Average Deviation in a Non-Group 
Frequency Series 


DEVIATIONS 
é Number of ee 
Prices of machicuk From the Average | Products of Deviations 
Suits Sold $28.42 and Frequencies Total 
(ignoring 
signs) 
= Ae = + 
Totalinn ¢.2: 422 $2,088.72 |$2,085.48 |$4,174.20 
LOR OOM ea acyatitene 47 $13.42 $630.74 $630.74 
TO. BOCA. oP 36 11.92 429.12 429 .12 
ES OO eA ci se 53 10.42 555. 26 555.26 
as eh taceaahs io e-a.c.« 80 5.92 473.60 473.60 
SOOO tins bate. 60 $ 1.58 $ 94.80 94.80 
Seb OO kyeteaye vais ceare 30 4.58 137.40 137.40 
SO00 aot oa 25 7.58 189.50 189.50 
SOLU grate aise se 60 16.58 994.80 994.80 
SOOO Frese. oa. Gul 21.58 668.98 668.98 


The difference of $3.24 in the totals of + and — deviations is due to the fact that the 
exact true average is slightly over $28.42. 


The average deviation is $4,174.20 + 422 = $9.89. 

The standard deviation is found by squaring the deviations from the 
arithmetic average, finding the average of these after being squared, and 
then extracting the square root of this average. It is expressed as a formula 
as follows: 


D(d2 
Cpe ry et 
n < 
in which 
n = the number of items in the series. 
ad? = the sum of the deviations squared. 
2 = the sum of the products of the frequencies and the squares. 
S. D.= standard deviation. 


The standard deviation gives emphasis to extreme items in a series be- 
cause they are squared, In frequency series which follow fairly closely the 
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normal law of error, the greatest number of frequencies occur near the arith- 
metic average and the least number farthest from the average. Conse- 
quently, in case of extreme items the influence of squaring is greater than 
that of the number of items in each group. Near the average the greater 
number of frequencies exerts a correspondingly greater influence. In case 
of historical series no multiplication for frequencies is made, since each 
item appears but once, and the distance of the item from the average exerts 
greater influence by being squared. 

As between average deviation and standard Ae tation™ the standard devia- 
tion gives emphasis to extremes. It should therefore be employed when 
it is desired to bring out the influence of the exceptional items in a series. 
When the influence of the typical is to be emphasized the average deviation 
should be used. 

As a working rule it may be assumed that for symmetrical distributions 
the average deviation is usually about four-fifths of the standard deviation. 

The method of finding the standard deviation for historical series is illus- 


trated in Table 21. The standard deviation is Eo = 18.165. The aver- 


age deviation for this series is 16.33, or 89.89% of the standard deviation. 


Table 21. Method of Computing the Standard Deviation in a Historical 


Series 
DEVIATIONS 
BLL ebe: ia From ‘A 46 S 
ee Revit cand requen- rom Average, 1 quares 
Milli cies Ns SE eee ee SENET eS Multi- 
one Squared | plied by 
Frequen- 
zr ‘si cies 
, Aver. 
Obalewy s- $146 6 1,980 
OD eae $128 1 18 324 324 
Lo en ea: 135 1 11 121 121 
Re ar ge 131 1 15 225 225 
1 YS Hes thew 141 1 5 25 25 
1G) copegedctche 164 1 18 324 324 
UP stented 177 1 31 961 961 


The inethod of finding the standard deviation for frequency series is 
illustrated in Table 22. i Alb = 2.12. The average deviation for this 
series is $1.21, which is 57% of the standard deviation. 

The standard deviation has been used more in the field of biology than of 


economics. Usually in economic statistics the average deviation is prefer- 
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Table 22. Method of Computing the Standard Deviation in a Group Fre- 
quency Series 


| 


DEVIATIONS 
Frequencies 
Wage Groups in Each From Unaiebie 30 Squares 
Wage Group 37. Multiplied 
2 s Squared by 
Frequencies 
pm ae a 

PRObama tee tee sciaie niches 359 $1,715.75 
$2200) to $) 2799! nie cals oJ 12 $4.50 $20.25 | $ 243.00 
SAMOS pegs S99! cas rratustat oe 15 3.50 12.25 183.75 
AAO ee ANOS. iasne eee 30 2.50 6.25 187.50 
S500 mde Ds QOLE. Sefersarssarece 70 1.50 2.25 157.50 
GhOO RF 699)... teeter 65 .50 25 16.25 
TOO SA P-T99ISR SEES 58 $ .50 25) 14.50 
SACO ME am O OO oie traerays. verte 41 1.50 2.25 92.25 
OS OO praee, 9 A9 9's cleaena rexel gare iets 30 2.50 6.25 187.50 
FOJ00 “LE 07994. BO SETI 22 3.50 12.25 269.50 
eT OO arm EEO Ota ayer tee ole 12 4.50 20.25 243.00 
125 OO eceewh 28O9 metre ree tens sore 4 5.50 30.25 121.00 


able, because it is not desirable to emphasize extreme cases. The average 
deviation also possesses the advantage of being more easily computed. The 
standard deviation is used, however, in computing Pearson’s coefficient of 
correlation. 

The quartile measure of dispersion applies only to those items of a statis- 
tical series which lie between the first and third quartiles. It is found by 
dividing the difference between the first and third quartiles, by 2. The 
quartiles are those items of a series which lie }, 3, and ? the way along it. 
They thus divide it into four parts, each containing an equal number of 
items. If Q1 and Q3 represent the first and third quartiles, respectively, 
the quartile measure is expressed as, 


Os S01, 
2 


In symmetrical series the quartile measure and the median coincide. 
The semi-quartile range may be reduced to a ratio basis by dividing the 
difference between the two quartiles by the sum of the quartiles, thus: 


Q3- Ql. 
Q3+Qi 


This ratio always lies between 0 and 1, but increases as the distance between 
the quartiles increases. The quartile measure is a suitable means of sum- 
marizing a series when extremes are not important. It must be used with 
care, however, because one-half the items in the series are ignored. It is 
sometimes desirable to employ it in conjunction with the average and stand- 
ard deviations. 
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The probable error is employed in statistics to indicate how closely samples 
taken from a large mass of data approximate to the results which would 
have been secured had the whole mass of data been used. Sample measure- 
ments must ordinarily be used because of the obvious impossibility of meas- 
uring all data. Thus in studying the operating ratio of grocery stores it is 
obviously impossible to take into consideration all grocery stores. In study- 
ing family budgets it is impossible to study more than a relatively small 
number of samples. The usefulness of the probable error is based on the 
assumption that if all data were used the distribution would follow the normal 
curve of error, i.e., that it would be perfectly symmetrical. When data 
which follows the normal law of error is plotted, the curve is of the regular 
bell shape shown below. 

The probable error bears a definite relation to the standard deviation of 
such distributions, but it is only when the data follow 
the normal law of error that this definite relationship 
holds. Itis .6745 of the standard deviation. Approxi- 
mately, the probable error is two-thirds of the standard 
deviation in case of distributions which follow the 

normal law of error. In using the probable error to 
check up the reliability of samples, its limitation to 


eats fre] Tal Ys oe 
ake dagtly LEN 
distributions which follow the normal law of error bead ca] NO] 
should be borne in mind. The following quotation 


from W. S. Jevon’s ‘‘The Principles of Science’’! illustrates the meaning of 
the probable error: 

Suppose, for instance, that five measurements of the height of a hill... . have given 
the numbers of feet as 293, 301, 306, 307, 313; we want to know the probable error of the 
mean, namely 304. Now the difference between the mean and the above numbers, paying no 
regard to directions, are 11, 3, 2, 3, 9; their squares are 121, 9, 4, 9, 81, and the sum of the 
squares of the errors consequently 224. The number of observations being 5, we divide 
by 1 less, or 4, getting 56. This is the square of the mean error, and taking its square root 
we have 7.48 (say 73), the mean error of a single observation. Dividing by 2.236, the 
square root of 5, the number of observations, we find the mean error of the mean result to 
be 3.35, or say 34, and lastly multiplying by .6745, we arrive at the probable error of the 
mean result, which is found to be 2.259, or say 24. The meaning of this is that the prob- 
ability is one half, or the odds are even that the true height of the mountain lies between 
3012 and 306%. We have thus an exact measure of the degree of reliability of our mean 
result, which mean indicates the most likely point for the truth to fall upon. 

The probable error is the deviation above and below the median such 
that one-half the items in the series are included. The chances are even that 
any given measurement will fall between the first and third quartiles in a 
statistical series; consequently we can say that the chances are even that the 
true value lies between certain limits. These limits are the probable error. 
In other words, the probable error is the amount of deviation both above 
and below the median which includes exactly one-half the measures of the 
series. 

The probable error may be computed for the arithmetic averages of a 
saries of measurements. The formula is: 

Standard Deviations of the means 


~/ Number of Variates 


+ 0.6745 X 


or 
40.6745 X 
Vn 


42nd. Ed., p. 388. 
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This formula is used where several series of measurements are made and the 
average for each is determined. Its purpose is to ascertain the probable 
error of the averages thus secured. An illustration would be the determina- 
tion of proper time for doing piece work. Having made several series ot 
tests, the probable error of the averages of these series would be determined. 

It should be borne in mind, however, that the probable error is useful only 
when the distribution approaches the normal probability curve and when 
the samples used in securing averages are numerous. 


Skewness 


DISTRIBUTION WITHIN SERIES.—Whereas measures of dispersion 
such as the average deviation and the standard deviation indicate the extent 
of variation of the items of a series from the average, they do not show how 
the distribution is made within the series. The differences from the average 
are taken into consideration but are not localized so that a general view of 
the serial arrangement is obtainable. Measures of skewness show this 
arrangement, thus indicating to what degree the distribution varies from the 
normal. When a series. accords with the normal curve of error the distribu- 
tion is symmetrical; when it does not, the distribution is asymmetrical. 


(1) (2) : (3) 
Fic. 4. Curves Illustrating Skewness 


Coefficients of skewness reduce the amounts of asymmetry of statistical series 
to a relative basis, thus permitting an exact comparison of skewness of 
statistical series. 

In practically all economic statistics skewness exists. It is positive or 
negative accordingly as the arithmetic average exceeds or is less than the 
mode. In the following figures (Fig. 4) skewness is positive in 1, negative in 
2, and absent in 3: 

As a rough working rule it may be assumed that in moderately asymmet- 
rical distributions the median lies about 3 the distance between the mode 
and the arithmetic average, lying 4 the distance away from the arithmetic 
average and ? from the mode. It is expressed as an equation: 


Mode =arithmetic average —3(arithmetic average —median) 


In the group frequency series on page 736, the mode, by inspection, is $5.50. 
The median is $6.82 and the arithmetic average is $7.00. According to the 
above formula the mode should be: 


Mode =$7.00 —3($7.00 —$6.82) =$6.46 | 


When mode=mean—3(mean—median) is exceeded, the skewness is large; 
when the result is less than the true mode, skewness is small. It is large in 
the following illustration, because the mode $5.50 is exceeded by the results 


secured with the formula. This is shown by the following plot of the series 
Gey 5), 
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Skewness may be reduced to a coefficient by dividing the difference be- 
tween the arithmetic average and the mode by the standard deviation, 
expressed as a formula, thus: 


Arithmetic average — mode 
S.D. 


If the arithmetic average is larger than the mode, the result is positive, and 
skewness is positive. If it is less than the mode, the result is negative, and 
skewness is negative. For the above series standard deviation is $2.12, 
and the coefficient of skewness is: 


$7.00 — $5.50 
$2.12 


t 


= +.71 


Frequencies 


10 12 


Dollars 
Fig. 5. Plot of Frequency Series 


A coefficient of skewness may also be secured by dividing by the average 
deviation, thus: 
$7.00 — $5.50 
$1.21 


The purpose in reducing skewness to coefficients is to permit comparison of 
one series with another. 

Measures and coefficients of both dispersion and skewness should be em~- 
ployed in practical statistical work, such as studies of wages, sales, price 
movements, and so on. Coefficients are especially useful in bringing out 
comparisons and relationships which are otherwise obscured in a multiplicity 


of details. 


= + 1.24 
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Comparison 


DEFINITION.—In statistics the study of comparison has for its object 
the determination of any connection between two sets of phenomena statis- 
tically expressed. In correlation, not only is this connection determined but 
its extent is measured. When one group of phenomena moves in a greater 
or less degree of conformity with another group and in the same direction, 
correlation exists and is positive. When one group moves in conformity 
with another but in the opposite direction, correlation exists but is negative. 


METHODS OF COMPARISON.—The better known methods of com- 
paring frequency distributions of two or more groups of data are given by 
King® as follows: ‘ 


1. Simple frequency tables and historigrams.—These are desirable to 
show the absolute as well as the relative size of the various classes in the 
groups compared. 

2. Percentage frequency tables and historigrams.—These are desir- 
able to show relative distributions between the higher and lower groups, 
but do not show actual quantities. 

3. Absolute cumulative tables and ogives.—These are intended pri- 
marily to ascertain the median, quartiles, decils, etc., but-also serve 
as substitutes for simple frequency tables and historigrams. 

4. Percentage cumulative tables and ogives.—For purposes of com- 
parisons these are better than absolute cumulative tables and ogives, 
but not as good to compute quartiles, etc. 

5. Lorenz tables and curves.—These are employed to show the dis- 
tribution of wealth, etc., at different periods or in different places. 

6. Coefficients of dispersion.—These afford a numerical measurement 
of deviations of a series from some type. 

7. Coefficients of skewness.—These furnish a numerical measurement 
of symmetry of statistical series. 

8. Coefficients of correlation.—These afford quantitative measurement 
of the degree to which two or more series move in relation to one another, 
and whether such relationship is positive or negative. 


King comments on 1 as follows: 


This is the best method of showing the actual changes in different variables. If the 
wheat crops of the leading nations are plotted, both the change in production for each 
nation during the period and the relative product of each nation at any given time is revealed 
at a glance. 


and on 2: 


These are used when the only desideratum is to compare changes and not the absolute 
size of the quantities in the two series. All the curves being reduced to like bases, it is easy 
to compare the proportional changes relative to the base, in the different variables during the 
same period. Thus, we can see at a glance whether the proportional increase in the popula- 
tion of New York from 1900 to 1910 was greater or less than that of Wyoming for the same 
period. The fact that the absolute increase in New York was vastly larger than that in 
Wyoming in no way obscures the record of the comparative proportional change. It must 
be reiterated that the index curves, however, do not indicate the proportional change in 
either state for the last decade as compared with the change of some past decade. 


*From W. I. King’s ‘‘The Elements of Statistical Method’’ (page 187-188), copyrighted 
by The Macmillan Company. This and other excerpts are reproduced by permission 0: 
author and publisher. 
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and on 3: 


Simple logarithmic historigrams show by their vertical movements the comparative 
proportional changes, relative to the preceding period, in two or more variables during the 
same time-interval. Their respective inclinations from the horizontal at the time of crossing 
any given time-ordinate indicate the proportional rates of change in the different variables 
at this date. As has been before stated, comparison of logarithmic historigrams is facili- 
tated by vertical shifting of the curves until they are in proximity to each other, the eye 
being thus enabled to better follow and compare their trends. This effect is accomplished 
mathematically instead of mechanically if the original data, in each instance, are reduced 
to index series and the logarithms of the indices instead of those of the original numbers 
plotted. Since logarithmic curves are of no practical value for showing the absolute size 
of the different variables at any given date, nothing whatever is lost by the preliminary 
reduction to index-series or the consequent vertical shifting for the graphs. 


LONG- AND SHORT-PERIOD FLUCTUATIONS.—In many series of 
the historical type, two or more variations of fluctuations frequently exist. 
The short-period fluctuations are usually seasonal in character, whereas the 
long-period fluctuations are due to fundamental forces operating over terms 
of years. In order to study a given type of fluctuation, eliminate the other 
or others. 

In studying long-period fluctuations, eliminate the short-period by means 


Table 23. Illustrating the Determination of the Trend 


Mean Moving Average, 
Date Temperature 7-Day 
(Fahr. in Deg.) Grouping 
Mars [oe a eh at 20 tee 
NEE enka eee 2 ear 
Bier tees in Bian 22 SAS 
eS CAT SS TR eee 3¥3) 24.0 
Diseases bs one 26 24.0 
(Cir ey aA 22 24.4 
fea SUED 18 26.1 
Sik Seen AL He 20 26.7 
Q ihe eres MOUS core 28 28.7 
LO shape Sderot 34 29.9 
it ame etucieh hs cape 39 31.9 
1 a caesar Werte hl 40 o2.¢ 
Loe eee cree 30 33.6 
LA LASenecagearap ae 32 34.9 
LOMaset eee eras 26 36.1 
GORA, EET. 128 34 OUaL 
Wh tran eee | 43 38.4 
LS actin oars 48 38.9 
LO saeo cue haute AT 41.1 
OLDE Settee ee B9 43.3 
di pees ae 30. 44.3 
DOR Td: cad aes 42 oy: 
QS BAe 49 
DAL Bled dalihe 2 50 2 
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of the moving average. In fixing a moving average group, give attention to 
the size of the cycle. This may be ascertained by first plotting as a histori- 
gram, and then observing the average time-distance between successive 
crests or between successive troughs. In the accompanying table (23) and 
graph (Fig. 6), taken from King’s ‘‘Elements of Statistics’? (pp. 170-171), 
the wave lengths run 6 to 8 days. 

Use an odd number of items for the moving average, so that the average 
may be plotted each time opposite the central item. In this illustration 7 
days are taken for the moving average, one being dropped at one end and 
one added at the other, each time the average is moved along a point. The 
moving average cannot be carried out to the extremes of the data because the 
first item of the moving average is located four points from the opening date 


a- Historigram 
b - Moving Average 


Degrees Fahrenheit 


Month of March 


Fig. 6. The Moving Average of Trend (Based on Table 23) 
(From Ww. I. King, “The Elements of Statistical Method”’) 


and the last item four points from the closing date. When no regular perio- 
dicity occurs do not use the moving average to remove short-time trend. In 
plotting historigrams use care in selecting the vertical scale. If too much 
space is given to each vertical unit, fluctuations will be exaggerated. If too 
little space is given, too great uniformity will occur. 


ELIMINATION OF LONG-PERIOD VARIATIONS.—It is sometimes 
desirable to eliminate long-period variations, thus showing only short-period 
oscillations. To do this plot the data as a graph and find the moving average. 
Find the deviations from the moving average and plot these on a horizontal 
base line. Illustration of the foregoing is found in ,the following data repro- 
duced from King’s ‘‘Elements of Statistical Method”’ (pp. 194-196). 

The table (24) shows hypothetical data for supply and prices. Moving 
averages are constructed for both based on a 5-year period, and deviations 
from these averages are computed. The first graph (Fig. 7) shows the elimi- 
nation of short-period fluctuations. The second graph (Fig. 8) shows the 
elimination of long-périod fluctuations and brings out the short-period fluc- 
tuations, 
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¢ =| Moving Average 
d=|Moving Average 


Fia. 7. Index Historigrams with Moving Averages Indicating Relationship of 
Supply and Price (Based on Table 24) 
(From W. I. King, ‘‘The Elements of Statistical Method’’) 


ab 
nn 


=10 


DEVIATION FROM MOVING AVERAGE 


Fia. 8. Short-Time Oscillations—Supply and Price (Based on Table 24) 
(From W. I. King, ‘“‘The Elements of Statistical Method’’) 
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Table 24. Comparison of Short-time Fluctuations Only in the Supply and 
| Price of a Commodity 


Supply Price 
Date Movi Deviations Movi Deviations 
Index of | 4 OVINE |lfrom Moy-} Index of ik. Oving |from Mov- 
Supply Verage || ing Aver- Price Vverage | ing Aver- 
of Indices age of Indices age 
1880 80 146 
82 140 
2 86 84 +2 130 133 -— 3 
3 91 85 +6 14.7 129 —12 
4 83 87 —A4 133 124 + 9 
Ser 85 89 —A4 127 tig) +10 
6.. 89 89 0 115 114 +1 
Tae 96 91 +5 95 109 — 14 
Sie 93 92 +1 100 104 — A 
9.. 90 93 —3 106 100 + 6 
1890.... 91 94 —3 103 96 + 7 
ae 94 96 —2 94 89 + 5 
Dance 100 98 + 2 765. 83 —- 8 
Sh 105 99 +6 66 80 —14 
4.. 102 100 +2 7 79 — ‘4 
fina 96 101 —5 91 80 +11 
6.. 98 103 — 5 87 82 + 5 
eae 106 105 +1 81 83 —- 2 
8.. 114 108 +6 76 83 — 7 
9.. 112 109 +3 82 86 — 4 
19002. 109 111 —2 91 88 + 3 
lee 106 112 — 6 100 88 +12 
acs 112 ibis) —1 89 88 + 1 
eee 120 114 +6 76 89 — 13 
4.. 118 114 +4 82 91 — 9 
oa 112 113 —1 100 96 + 4 
Ge 110 112 2 106 101 + 5 
Lok 107 114 
Se 113 103 
Av.100 Av.100 


Nore. The numbersinthe above table are accurate to units place, all decimals being 
dropped. 


ABSOLUTE AND RELATIVE CHANGES.—For purposes of making 
comparisons between series it is frequently best to reduce them to a relative 
basis, because rates of increase and decrease are more easily interpreted 
when reduced to a percentage basis. For showing proportional changes 
graphically, logarithmic historigrams have been devised. These are based 
on the principle that an equal increase in the logarithm of a number indicates 
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multiplication by an equal number, and therefore an equal proportional 
change. Prepared paper can be secured for the purpose of plotting ratio 
curves and no knowledge of logarithms is required in its use.6 The same 
effect is secured by reducing the data to be plotted to index or relative 
numbers, and then plotting these. This process is especially useful when the 
absolute differences are so great that it is difficult to plot them as such on the 
same chart. When variables are thus expressed as percentages, the base 


Wilitons Billions 
of Capital of Cleariuga 
190 1 


by 
o7 = 6008:—Céi«CéOs«éd190's«sd.d 12 #48 14. 191b 
Years 
Fie. 9. Capital and Clearings of New York Clearing House Banks, 1902-1915 
(Method of scale conversion) 
(From Horace Secrist, “‘An Introduction to Statistical Methods’’) 


upon which they are computed and which is regarded as 100% is the first, 
last, intermediate, or an average of the different variables. These principles 
are illustrated in Figs. 9 and 10, reproduced from ‘Secrist’s ‘‘An Introduction 
to Statistical Methods” (pp. 224, 226), showing capital and clearings of 
New York Clearing House banks, 1902-1915. Fig. 9 shows capital and 
clearings plotted on the basis of absolute amounts but different scales. Fig. 
10 shows the same data reduced to relative bases and plotted on the basis of 
both the first and last variables. 

In Fig. 9 the comparison is between absolute amounts based on different 


scales. In Fig. 10 the comparison is in percentage of increase and decrease, 


6 Logarithmic paper may be secured ready for use from the following firms: Educational 


Bixhibit Co., 26 Custom House St., Providence, R, 1.; John Wenzel, 63 West 107th St., 


New York City; Keuffel & Esser Co., 127 Fulton St., New York City; and the Standard 
Graph Co., 32 Union Sq., New York City. 
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a true ratio basis of comparison. The ratio chart is useless, however, if the 
absolute and not the relative changes are to be emphasized. 


‘Per Cent. Per Cent.. 
200 200 
10H 150 

17 
10054. / 100 
7 
Capital 
60 Clearings 50 
Data reducéd tolindex|number|basis | 
using| first dnd last lyears. 
0 : 0 
1902 03 04 05 06 OF O08 09 1910 11 12 3 14 1915 


Years 


Fie. 10. Capital and Clearings of New York Clearing House Banks, 1902- 
1915 (Method of scale conversion) 
(From Horace Secrist, ‘An Introduction to Statistical Methods”) 


Correlation 


DEFINITION.—Correlation measures the degree of conformity existing be- 
tween statistical series, and shows whether it is positive or negative. The 
existence of correlation does not necessarily prove a causal connection 
which must be determined through analysis. Correlation may be indicated 
graphically but graphs do not give a quantitative measurement of the degree 
of correlation. To supply this want a coefficient of correlation is necessary. 

PEARSON’S COEFFICIENT OF CORRELATION.—The most satis- 
factory method of reducing correlation to a coefficient is provided by Karl 
Pearson’s formula. This formula was originally meant for use in biological 
studies but it has also been widely used by economists and financial students. 
LEC cen CL ee Xn, are the deviations of the items from the arithmetic 
average of one series, y1, Y2, Ys, Yi ........ yn, the deviations of the items 
from arithmetic average of the other series, 0, is the standard deviation of 


the former series, 02 is the standard deviation of the latter series, then r, the 
coefficient of correlation, is expressed as: 


, _ = (zy) 
NT 0102 
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This formula can be applied both to data representing variations in items 
at a given time and to historical series, but in its original form it can be used 
only in connection with long-time changes. To make the formula show 
correlation for short-period fluctuations, take the deviations of the items 
from the trend instead of from the arithmetic average. The application of 
this plan is illustrated in the following table (25) reproduced from King’s 
“Elements of Statistical Method”’ (pp. 204-205). , 


Table 25. Illustrating the Correlation of Short-time Oscillations by Means 
of Pearson’s Modified Coefficient 


SupPLy PRICE 
. x . 
Date Moving | Deviations Moving | Deviations cy 
Index of | Average from z2 | Index of | Average from y? 
Supply of Moving Price of Moving 
Indices | Average Indices | Average 

1880 80 146 

1 82 140 
2 86 84 +2 4 130 133 — 3 9}i-— 6 
3 91 85 +6 36 117 129 —12 144 J|— 72 
4 83 87 —4 16 133 124 Ap Ww 81 |— 36 
5 85 89 —4 16 127 117 +10 100 }-- 40 
6 89 89 10) 0 115 114 = 1 1 0 
% 96 91 +5 25 95 109 —14 196 |— 70 
8 93 92 +1 1 100 104 — 4 16j]— 4 
9 90 93 —3 9 106 100 + 6 36 |— 18 
1890 91 94 —3 9 103 96 ae te 49 |— 21 
1 94 96 —2 4 94 89 Bt 25 |— 10 
2 100 98 +2 4 ree) 83 = 8 64 |— 16 
3 105 99 +6 36 66 80 —14 196 |— 84 
4 102 100 +2 4 (4) 79 — 4 16;— 8 
5) 96 101 —5 25 91 80 +11 121 |— 55 
6 98 103 =—65 25 87 82 + 5 25 |— 25 
nf 106 105 = 1 it 81 83 — 2 4]— 2 
8 114 108 +6 36 76 83 — 7 49 |— 42 
9 112 109 +3 9 82 86 — 4 16 |—) 12 
1900 109 111 —2 4 91 88 + 3 9|-— 6 
1 106 112 —6 36 100 88 +12 144 |— 72 
2 112 113 1 i 89 88 -- 1 1 a 
3 120 114 +6 36 76 89 ls 169 |— 78 
4 118 114 +4 16 82 91 = 9 Si (=) 30 
5 112 113 —1 1 100 96 + 4 6) =e 
6 110 112 —2 4 106 101 + 5 25 |=. 10 

¥f 107 114 

8 113 103 
Av. 100 Total 358 |Av. 100 Totals 1,593] —728 


Norr.—The figures in the above table are only read to the nearest unit. 
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= 4/22 = 4/28 EB = 3.78 
n 25 
mec aie 4/ cee = V/ 63.72 = 7.98 


— .965 


This data is the same as is used in constructing the graphs on p. 743. The 
correlation is negative to a high degree. 
This method of ascertaining correlation for series which fluctuate through 


Table 26. Correlations of Short-time Fluctuations of Supply and Price by 


Means of Concurrent Deviations 


Supply Price 
Date . pfonace 
Indices of | Deviations | Indices of | Deviations 
Supply | from Preced- Price from Preced- 
ing Year ing Year 

TSSO.b ae 80 146 
Ve see Stole 82 + 140 - _- 
Vfey 3 86 + 130 _ - 
Be choices 91 + 117 ~ - 
yO Se Oe 83 - 133 ae _ 
Se 85 = 127 — _ 
Grey, or 89 + 115 - _ 
(ge cee 96 +e 95 _ — 
See. + 93 _ 100 + - 
Oe neh 90 ~ 106 a - 

LSOOR Res: 91 ai 103 - - 
‘Lee 94 + 94 - _ 
24 100 + 75 - — 
See 105 + 66 - _ 
AA am ke 102 — 75 + —_ 
faye 96 - 91 os _ 
Git 98 + 87 _ a 
een 106 = 81 — = 
Sea 114 + 76 — — 
Ore nL — 82 + — 

LOO: 109 - 91 si - 
ie 106 - 100 a _ 
Poh 112 ae 89 — — 
Bb: 120 + 76 = _ 
4.. 118 = 82 + = 
One 112 _ 100 ae - 
6.. 110 ~ 106 te - 
ieee 107 — 114 + — 
Sar 13} oa 103 _ _ 
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short intervals of time requires considerable work. The following shorter 
method is useful for practical purposes. Take into consideration only the 
direction of the deviation of the items from the last preceding date given. 
This plan is defective in that it does not take into account the size of the 
deviation; consequently a small change has the same effect as a large one. 
When the number of items is large, errors resulting from this defect are not 
usually serious. The formula is: 


rack gf 49 
n 


in which r=the coefficient of correlation, n=the number of pairs of items, 
2c—n 


is negative, the minus 


and c=the number of concurrent deviations. If 


sign is introduced before it and also before the radical, in order that the 
extraction of the square root may not change the sign from that of the 
original. The above table (26) reproduced from King’s ‘Elements of Sta- 
tistical Method” (p. 209), shows the manner of deriving the necessary data. 


n 
core deg/ 49538 
Siivmt= x / 3 (— 1) 
r= —4/T 
oie = Jl 


This shows perfect negative correlation. This plan can be used with irregular 
eries which do not admit of smoothing by use of a moving average. 


Second Series 


First Series 


Another method of showing correlation, but which does not furnish a coefhi- 
cient or quantitative measure of it, is to plot the data in a correlation table. 
The table should be arranged so as to permit one series to be represented in 
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vertical columns and the other series in horizontal lines. When this is done 
the arrangement should be somewhat like that shown in Table 27. If 
positive correlation exists, the corresponding frequencies tend to group 
themselves more or less closely along the line ac (see figure on p. 749). If 
negative correlation exists, the corresponding frequencies tend to group 
themselves more or less closely along the line bd. 


Table 27. Giving the Results of 500 Connected Throws of 12 Dice, in the 
Second Throws of Which 10 Dice Were Left Down and Counted 


Second Throws 


Total 1} 2| 7] 24| 55) 93|111]100] 64) 31] 13) 1 
| = = 
Oo; I 1 
i 1 1. Slob 
2 7 Pa 
3 | 24 TIO BIN SiesOhe Bleckle calissele Bh nul sewer 
First 4] 55 2] IOVASTON Glee ethe dle ans ao elorees 
Throws 5 | 110 bs SRR eae \ A eee S21 TO oo.) Veet ee 
6 | 93 Becle). cat d eeeleealb ea) 24s ie en eta 
7 | 96 Pe Get re PALS MRO MESS SK seed ee . 
8 | 60 Peleg thes (ee deaahmelr ONE ege scot cle eines 
9) |- 42 PAINT -\sroltatstioslsvHladOh JANEH povide weet 


a 
=) 
ft 
=O 
_ 
(o>) 
ee) 
ee 


i 
bo 


This method is clearly illustrated by throwing dice, leaving a given 
number of dice down each second throw. It was found that the results of 
500 connected throws of 12 dice each in the second throws, of which 10 dice 
were left down and counted, were as shown in Table 27, or, when plotted, as 
shown in the accompanying graph’ (Fig. 11). A very considerable degree 
of positive correlation is here indicated. 


APPLICATIONS OF PEARSONIAN COEFFICIENT OF CORRELA- 
TION.—In using Pearson’s coefficient of correlation, two different move- 
ments may be correlated: (a) long-time or secular changes; and (b) short- 
time or cyclical changes. For finding the «correlation in case of secular 
changes, the coefficient should be plotted from the original data. For finding 
the correlation in case of cyclical changes, the coefficient should be plotted 
from the smoothed data. The above qualifications apply to historical 
series. It must be remembered that correlation of a certain amount may 
often be found to exist between statistical series which have no causal con- 
nection whatever; also that positive correlation may exist in long-period 
or secular fluctuations, whereas negative correlation exists in the short- 


7 Reproduced from Secrist, An Introduction to Statistical Method, pp. 138, 139. 
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period or cyclical fluctuations. It is sometimes desirable to lag one series 
behind the other in order to find the correlation when lags of various intervals 
are taken. The following quotation from Professor H. L. Moore’s ‘“‘Economic 
Cycles, Their Law and Cause”’ (pp. 109-110, 122), illustrates the principle 
involved: 


If . . . . we correlate them for lags of various intervals, we shall find it possible to 
determine the lag that will give the maximum coefficient of correlation, and this particular 
value of the lag we may then regard as the interval of time required for the cycles in the 
crops to produce their maximum effect upon the cycles of the activity of industry. When 
the calculation of the coefficients of correlation is made according to this plan, it is found 
that for a lag 


Of zero years, r = .625 

Of 1 year, r= .719 

Of 2 years, r= .718 

Of 3 years, r = .697 

Of 4 years, 7 = 572 
Throws 


og 

Qs 
— 
—_ 
i 
BE 


S 


Bd ead tet de 


DSO 


BR VARIB 


Hee 
Second Throws Dependent on First Throws—10 Dice in Common 
Fic. 11. Graphic Figure Illustrating Correlation by Means of 500 Pairs of 


Throws of Dice (Based on Table 27) 
(From Horace Secrist, ‘“‘“An Introduction to Statistical Methods’’) 


It is clear, therefore, that the cycles in the yield per acre of the crops are intimately 
related to the cycles in the activity of industry, and that it takes between one and two 
years for a good or bad crop to produce the maximum effect upon the activity of the pig- 
iron industry. 

If the cycles of the yield per acre are correlated with the cycles of general prices, we find, 
for a lag of 3 years in general prices, 7 = .786; for a lag of 4 years, r = .800; for a lag of 5 
years, r = .710. The cycles in the yields per acre of the crops are, therefore, intimately 
connected with the cycles of general prices, and the lag in the cycles of general prices is 


approximately four years, 


Table 28. Showing by States the Capacity Load Factor and the Income per 
Kilowatt Hour in the Generation of Electrical Energy 

ao Ae Pas 
Capacity | £ § Income | & Sy3 Product 
Load a Taal Devia- per ae. Devia- | of Devia- 

State Factor | § & © tions Kw. Hr.| © & tions tions 
3 ES Squared (in 3 a. Squared 

Be cents) } & oo 

as Qa i (x’s) and 
% % x2 y y2 (y’s) 
aver. aver. 

otal... 21.4 4,144.61 3.45 177.2011 |—444.735 
Alabama..... 22.7. + 1.3 1.69 2.49 — .96 .9216 j— 1.248 
Arizona.......- 25.4 + 4.0 16.00 3.56 -— .ll 0121 |— .440 
Arkansas..... 12.4 = 9.0 81.00 5.45 +2.00 4.0000 }— 18.000 
California... . 33.9 +12.5 156.25 1.59 —1.86 3.4596 |— 23.250 
Colorado..... 25.3 + 3.9 15.21 2.89 — .56 .31386 J— 2.184 
Connecticut. . 19.2 — 2.2 4.84 4.10 + .65 .4225 |— 1.430 
Plorida.... 5... 12.5 — 8.9 79.21 6.11 +1.66 2.7556 |— 14.774 
Georgia...... 17.8 — aisle 12.96 2.01 —1.44 2.0736 |+ 5.184 
Tdabhounc..6.: 37.0 +15.6 243.36 SE —2.08 4.3264 32.448 
WUiMoOis;47- 205 29.3 Se hos 62.41 2.52 — .93 . 8649 7.347 
Indiana, ....%.. 19.9 =—4 1G 2.25 3.26 — .19 0361 }+ . 285 
TOWS cei ae ok 14.4 — 7.0 49.00 6.45 +3.00 9.0000 }|— 21.000 
Kansas....... 22.0 Se ck) .36 2.19 —1.26 1.5876 |— . 756 
Kentucky.... 15.9 —| 5.5 30.25 3.64 + .19 .0361 |— 1.045 
Louisiana..... 10.9 —10.5 110.25 | 12.25 +8.80 77.4400 |— 92.400 
Maines. ....5. 22.7 +:1.3 1.69 1.74 —1.71 2.9241 [— 2.223 
Maryland.... 5.0 —16.4 268 .96 1.37 —2.08 4.3264 |+ 34.112 
NEARS <a.) 55s 17.5 — 3.9 15.21 4.17 + .72 .5184 |— 2.808 
Michigan..... 23.2 +) 1.8 3.24 2.19 —1.26 1.5876 |— 2.268 
Minnesota.... 22.7 So ee 1.69 Sut2 + .27 .0729 |+ .851 
Mississippi... . 14.6 — 6.8 46.24 4.02 + .57 .38249 |— 3.876 
Missouri..... on eg + .3 .09 4.18 + .73 5329 |+ .219 
Montana..... 58.0 +36.6 | 1,339.56 1.05 —2.40 5.7600 |— 87.840 
Nebraska..... 18.6 — 2.8 7.84 4.98 +1.53 2.3409 |— 4.284 
Nevada...... 48.6 +27.2 739 .84 1.38 —2.07 4.2849 |— 56.304 
New Hamp... 25.0 + 3.6 12.96 1.84 —1.61 2.5921 |— 5.796 
New Jersey... 24.4 + 3.0 9.00 2.85 — .60 .3600 }— 1.800 
New Mexico. . 12.9 — 8.5 72.25 5.50 +2.05 4.2025 |— 17.425 
New York.... 32.1 +10.7 114.49 2.63 — ,82 .6724 |— 8.774 
N. Carolina. . 18.7 — 2.7 7.29 1.90 —1.55 2.4025 |+ 4.185 
N. Dakota.... 12.9 = 875) 72.25 7.01 +3.56 12.6736 |— 30.260 
Ohio sens ae 18.6 eS 7.84 2.99 = .56 3136 |+ 1.568 
Oklahoma.... 19.7 st lie 7, 2.89 4.54 +1.09 1.1881 |— 1.836 
Oregonian on 2007 — 7 .49 2.39 —1.06 1.12386 |+ . 742 
Pennsylvania. . LST — 5.7 32.49 4.14 + .69 4761 |— 3.933 
Rhode Island. 18.4 —=IoriO 9.00 3.71 + .26 .0676 |— .780 
S. Carolina... 30.7 + 9.3 86.49 1.24 —2.21 4.8841 |— 20.553 
8S. Dakota.... 14.0 — 7.4 54.76 4.58 +1.13 1.2769 |— 8.362 
Tennessee.... 17.4 — 4.0 16.00 3.24 — 2 .0441 |+ 840 
WEG XAS rc eur teters 27.6 + 6.2 38.44 3.38 — .07 .0049 |— -434 
Witalbiacneite. ce 26.0 + 4.6 21.16 lee —1.70 2.8900 |— 7.820 
Vermont..... 21.9 + .6 25 200 —1.38 1.9044 |— .690 
Virginia eis) So) —-13.3 176.89 2.65 — .80 .6400 |+ 10.640 
Washington... 14.2 tenth he's 51.84 4.33 + .88 .7744 |— 6.336 
West Virginia. Hal — EDS 28.09 2.60 — .85 .7225 |+ 4.505 
Wisconsin... . 24.9 + 3.5 12.25 2.92 — 463 2809 |— 1.855 
Wyoming..... 16.1 =" 518 28.09 6.24 +2.79 7.7841 |— 14.787 
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The use of the lag to determine maximum correlation finds application 
in the study of business cycles and in the study of business barometers. 
Pearson’s coefficient of correlation is also of practical usefulness in con- 
nection with frequency series. It has been used by the Commonwealth 
Edison Co. of Chicago in connection with studies in the concentration of 
power supply. It was shown that a significant degree of correlation exists 
between the load factor and income per kw. hr., and the conclusion was 
drawn that income per kw. hr. goes down as the load factor improves with 
the lowering of selling prices. Table 28, reproduced from Secrist, shows 
how the calculations were made. 
The standard deviation of the x and y series are, respectively, 9.39 and 
1.95. According to Pearsons’s formula, 
pa Tey) 
M01 02 
— 444.735 
~~ 860.593 
= OL 17 
The probable error is +.0721; therefore the correlation is significant. 


PROBABLE ERROR OF COEFFICIENT OF CORRELATION.—The 
probable error of the coefficient of correlation is found by multiplying the 


é : 1-r : : 
coefficient of correlation by ae According to Bowley, the standard devia- 


tion, to be significant, must be not less than six times the probable error. 
Significance can be attached to the probable error, however, only in case 
of normal distributions, 


Diagrammatic Presentation 


DEFINITION.—Graphic charts are used for a variety of purposes. A. C. 
Haskell outlines the principal functions of charts as follows: 


1. Computation (mechanical) 4. Recording 
Arithmetical and geometrical Filing 
calculations : Blue-printing 
Interpolation Photographic reproduction 
Calibration Statistical comparison 
Integration 5. Demonstration 
2. Tabulation For instruction 
Statistical comparisons For advertising 
3. Plotting 6. Statistical prediction 
Sketches Weather 
Maps Population 
tadia surveys Vital statistics, etc. 
Organization plans, location of 7. Notations 
buildings and machinery Field notes 


Statistical comparison occupies a large place in this field. Several im- 
portant varieties of graphic methods used to make statistical comparisons 
have been developed. These are roughly classified as diagrams and graphs. 
Diagrams in turn may be classified into: (a) those used to show frequency 
or magnitude alone, and (b) those used to show frequency or magnitude in 
relation to geographical distribution, Diagrams which fall under (a) ar« 
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known as pictograms. Graphs are the plotted curves of mathematical equa- 
tions, and are employed where two variable factors are to be expressed one 
of which is said to be the function of the other. 


DIAGRAMS.—For the purpose of showing frequency or magnitude alone, 
lines and bars are preferable to surfaces and volumes because the latter are 
more difficult to interpret by observation. In case of surfaces, dimensions 
vary as the square roots of the areas. In case of solids, dimensions vary as 
the cube roots of the volumes. When bars and lines are used, the amounts 
represented vary as the length of the bars and lines; consequently it is neces- 
sary to interpret but one dimension. The only equipment necessary for 
the construction of charts are a straight edge and a pencil or pen. Avoid 
methods which give false pictures of the facts to be presented. Some methods 
of shading and cross-hatching cause optical illusions. These should be 


il 


c 


_ 


Fig. 12. Optical Illusions Illustrated 
(From A. C. Haskell, ‘How to Make and Use Graphic Charts”) 


avoided. In Fig. 12, taken from Haskell’s ‘‘How to Make and Use Graphie 
Charts” (p. 55), line a appears to be longer than b, but they are equal. The 
shaded area c looks wider than d but they are of equal width. The white 
area e looks larger than the black area f, but they are equal. 


PAPER TO USE.—In so far as possible, standardize the size of sheet, 
lettering, titles, etc., employed. Sheets of standard letter-head size, 8} by 
11 inches, or multiples thereof, such as 17 by 11, will be found convenient 
for most purposes. Rulings on an 84 by 11 inch sheet usually measure 
74 by 10 inches, leaving margins of 3 inch at the top and left, and 4 inch at the 
bottom and right, thus allowing room for lettering, binding, making of notes, 
etc. If copies of the chart are to be made, translucent paper should be used 
to permit the making of blue-prints. Hither onion-skin paper, glazed or 
unglazed, or a high grade of light-weight bond paper may be used. The 
latter prints well and stands erasures better than onion-skin paper. To 
keep the sheets clean and smooth, secure them in bound pads. For ruling 
use olive green ink which is easier on the eyes than more brilliant colors. 
Where the chart is made primarily for producing blue-prints, use black 
drawing ink, 
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Table 29. Report of Consumers connected—1915-1914 


Variation 
Month 1915 1914 
Increase | Decrease 

AIUAT Yeh aso oles eter eteaenerens 38 18 20 
INODIUATY: ain eeree aeeeie 50 43 if 
Marche: oviwvic osres Se Tee 45 52 7 
PSST vy ROE Go ates PMR augue tone 75 80 5 
UNDA 0s hakoysunacumre aces cote: 99 93 6 Ab 
UivhaVewem, Se Neer, Serer cecrt rexyariactel ty oo oy 37 49 a 12, 
ULL oe kes cases ago rien Peerehononers ; 74 33 Al 
PANU OUI SU. sc digs he decene. side nels Eek oa 53 24 29 
Septem bern misc pcuemae ne ne 75 39 36 
Wetoberé. Jc peewee eae 55 50 5 
INovem bers aa eer oe 32 20 7 
Weceimberseacete sick seetepsiens = 50 30 20 

ox rail en Bi eres cantons 683 536 171 24 

147 


CONSTRUCTION OF DIAGRAMS. Since one of the first considera- 
tions in chart-making is clearness, carefully key or letter all parts of it so 
that there can be no misunderstanding regarding its meaning. Hach sheet 
should be given a carefully worded title showing what the chart or diagram 
represents and any references that may be necessary to indicate authorities, 
etc. The following illustrations of graphic charts are reproduced from an 
article by Stanley C. Tarrant, in Gas Age, Jan. 1, 1917. Although made to 
illustrate gas company statistics, the methods involved are applicable gen- 
erally. The use of the bar diagram to ‘illustrate the statistics of Table 
29 is shown in the three diagrams (Figs. 13, 14, 15). 

Consider carefully the particular form of chart which will best fit the case 
under consideration before adopting any given one. The first of these 
charts (Fig. 13) is spectacular, but does not permit comparison of one year 
with another as readily as the other’ two charts do. On the other hand, the 
first chart shows the monthly trend better than do the other two, in which 
the monthly amounts are placed in juxtaposition. The third form (Fig. 15) 
has the advantage of making the monthly fluctuations stand out prominently. 
The bar chart is easily understood and can be used to advantage where the 
variety of data to be represented is not too great or too complicated. 

In the following figure (Fig. 16), also taken from Gas Age, are shown three 
forms of growth charts, the block, step, and peak top curve. The last chart 
of this group is simplest in form and is probably the easiest of the three to 
read. 

Diagrams intended to show the relationship between magnitude or fre- 
guency and geographical distribution, are known as cartograms and when 
properly used they are much superior for that purpose to any form of tabu- 
lar presentation, because they bring out comparisons and contrasts which 
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tables do not. Like other graphic methods, they are simple aids to the under- 
standing and in no way displace the data upon which they are based. There 
are three general types of statistical maps, viz.: (a) those in which colors 
are employed to indicate frequency; (b) those in which frequency is illus- 
trated by relative density of cross-hatch; and (c) those in which frequency 
or density is indicated by means of dots. Of these three kinds of maps, 
those requiring coloring are for most purposes the least satisfactory, both 
on account of the expense involved and on account of the difficulty of making 
changes in coloring represent facts. Unrelated colors should not be used 
except where there exists no relationship in point of fact between the vari- 
ous classes of data to be represented. Usually colors should be confined to 


CONSUMERS CONNECTED 1914-1915 


80 60 40 20 
1914 


Fie. 13. Horizontal Bar Method (Based on Table 29) 
(From A. C. Haskell, “How to Make and Use Graphic Charts”) 


varying densities of the same color. If the number of shades is too great 
to be represented satisfactorily in this way, two colors, such for example 
as red and blue, may be used, the deepest tints of each being used at the 
extremes of the series and each being shaded down to an almost white color 
where the two join. 

An illustration of cross-hatching is shown in the map (Fig. 17, p. 759), 
reproduced from the ‘‘Abstract of the Thirteenth Census of the United 
States.” Maps of this type are valuable in studies of population density, 
land values, etc. In maps of this type shades range from white to black. 
Extremes in the range of statistical data should be represented by extremes 
in shades. The more typical conditions should be represented by medium 
shades. The number of groups of data determines the number of shades 
to be employed. Groups to be represented should be of uniform width. 
This principle is not consistently followed in the accompanying map. The 
width of the groups determines the number of shades to be used. Choice 
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of shades is of less importance than having each shade represent equal width 
of groups. When the facts to be presented by means of different shades of 
cross-hatch are unrelated, the shades need not be related. 

It is extremely important to remember that the use of both color and 
cross-hatch diagrams is limited to data of the discrete type, because distri- 
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Fia. 14. Paired Horizontal Bars (Based on Table 29) 
(From A. C. Haskell, ‘‘How to Make and Use Graphic Gharts”’) 


bution within areas represented by a given shade appears to be perfectly 
even, while abrupt changes appear at the boundary lines. Where it is neces- 
sary or desirable to show gradual change from less to greater density, these 
methods are useless. In speaking of population per square mile by states, 
it is considered that there should properly be sudden breaks at boundary 
lines. When it is necessary to show distribution within districts and with- 
out reference to arbitrary boundary lines, the dot map should be used. 
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There are three classes of dot maps: (a) those in which the dots range in 
size according to the range in amount or density to be represented; (b) those 


CONSUMERS CONNECTED 1914-1915 
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Fie. 15. Vertical Bars Arranged in Pairs (Based on Table 29) 
(From A. C. Haskell, “How to Make and Use Graphic Charts”) 


in which the dots are of equal size but are shaded to indicate different values; 
and (c) those in which the dots are small and of equal size and shade, and 


Growth of Water Heater Growth of panes 
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229000000 
SOOSO006 
OMNTIAMMHAOY m 
OO OOS Oia 

25,000) 
20,000) 
15,000 
ths 
10,000 
5,000 ug 
(e) 


eee nr ee) Se gee ee 


Fic. 16. Forms of Growth Charts 
(From A. C. Haskell, ‘How to Make and Use Graphic Charts’’) 


in which varying values are represented by varying density of dots. Illus- 
trations of these three types of dot maps are shown in Figs. 18, 19, 20. 
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Fic. 18. Relative Distribution in U.S. of Cattle Other than Dairy Cows 
(From Country Gentleman) 
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Fic. 19. All Cattle on Farms in U. S., by States, Apr. 15, 1910 
(Abstract of the Thirteenth Census of U. S., 1910) 
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The first type of map (Fig. 18) must be used with caution. It does not 
show absolute frequency and geographical distribution is shown only roughly. 
It is apt to be misleading because surfaces are used as bases of comparisons. 

In case of the second type (Fig. 19) comparison between districts is more 
easily made because it is the number of dots instead of the size which serves 
as the basis of comparison. For most purposes cross-hatching is equally 
goodas, if not preferable to, this method. 


o x is known as the 
ordinate scale 


oyisknownasthe | 
abscissa scale 


Fig. 21. Graphic Illustration of ‘Equations 


The third method of showing density and distribution possesses certain 
distinct advantages, especially where relative instead of absolute density 
is to be shown. Absolute frequency can be indicated only within rather 
broad limits, and usually it is not best to attempt to show it. It should be 
used where data of the continuous rather than the discrete type are to be 
shown. Boundary lines are ignored and political subdivisions are employed 
to enable the reader of the map to determine relative locations. 
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Graphic Presentation 


DEFINITION.—Graphic presentation consists-in the use of curves to 
show the relationship between two or more variable quantities. As much 
statistical data is either historical or frequency in character, so graphs may 
be used to show the occurrence of a series of events or a tendency during 
time, or it may be used to show the facts with regard to a variable condition 
as at a given point in time. 


CONSTRUCTION OF GRAPHS.—Graphs are based upon mathematical 
principles and every curve has its corresponding equation in which x may 
be said to represent one variable and y the other. Three simple equations 
and their corresponding graphs are shown in } 

Fig. 21. Population. 

For ordinary graphic work a knowledge of 100,000,000 
mathematics is not necessary. In case of fre-  gyp00,000 
quency series it is customary to plot the units sab 
or quantities along the horizontal axis known 60,000,000 
as the abscissa, and the frequencies along the 
vertical axis, known as the ordinate. Tosecure 40,000,000 
the curve, extend lines at right angles from 
ordinate and abscissa until they meet, as shown 
by dotted lines in the first graph above. The 
meeting point of corresponding lines thus ex- 
tended from ordinate to abscissa determines the 
eurve. In case of continuous series the curve 
is properly smoothed to indicate the form it (1) 
would take if the number of measurements were 
indefinitely increased. In case of discrete series it is better to connect the 
points of intersection of lines extended from ordinate and abscissa by 
straight lines, because the only purpose of the connecting line is to guide the 
eye of the reader. The essentials of graphic presentation have been embodied 
in a report by the committee on graphic presentation of the American Society 
of Mechanical Engineers. This is reproduced below. 


Year Tons 

1900, 270,588 Sam oad 

1914. 555,031 SRS pa | oa 
(2) 


1. The general arrangement of a diagram should proceed from left to 
right. 

2. Where possible, represent quantities by linear magnitudes, as areas 
or volumes are more likely to be misinterpreted. 

3. For a curve, the vertical scale, whenever practicable, should be so 
selected that the zero line will appear on the diagram. 

4. If the zero line of the vertical scale will not normally appear on the 
curve diagram, the zero line should be shown by the use of a horizontal 
break in the diagram. 
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5. The zero lines of the scales for a curve should be sharply distinguished 
from the other co-ordinate lines. 


H GEE 
(9) 0 
623 4567/8 910 Wile CO US? SSeS Sry 
{ Months Hours 
(3) (4) 


6. For curves having a scale representing percentages, it is usually de- 


sirable to emphasize in some distinctive way the 100 per cent line or other 
line used as a basis of comparison. 


Population 
100,000,000 


0 
O 5 10 1520 25 30 35 
Miles T per Hr 


(Sa) (Sb) (Sc) 


7. When the scale of a diagram refers to dates, and the period represented 
is not a complete unit, it is better not to emphasize the first and last ordinates 
since such a diagram does not represent the beginning or end of time. 


Relative 
Cost 


Ghiived 


0 
ZSRBP ERB 25883885889 S°oegeReeses 
Year = Year Per Cent of Income ~ 
(6a) (6b) (6c) 


8. When curves are drawn on logarithmic co-ordinates, the limiting lines 
of the diagram should each be at some power of ten on the logarithmic scales. 
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9. It is advisable not to show any more co-ordinate lines than necessary 
to guide the eye in reading the diagram. 


Population 
100,000,000 


Population 
100,000,000 


80,000,000 
68,000,000 


1,000,000. 
‘sa erReeee 8LRRSRBRSRY 
Year Year 
(7) (8) 
Population Population 
100,000,000 100,000,000 7-75 
80,000,000 0,000,000 H 
60,000,000 60,000,000 H 
40,000,000 40,000,600 
20,000,000 20.00.0004 
"gar Rees RB: 
Year Year 
(9a) (9b) 
Population 
100,000,000 


80,000,000 
60,000,000 
40,000,000 


20,000,000 


10. The curve lines of a diagram should be sharply distinguished from 
the ruling. 


11. In curves representing a series of observations, it is advisable, when- 
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ever possible, to indicate clearly on the diagram all the points representing 
the separate observations. 


Analysis 
% Ash 
10 
Population 9 
00, 8 HH 
7 } 
ett 
5 fl 
4 | 
3 | 
2 
000, ne 
° 
3 ZR 228232 ees 10 15 «20 230 
Vean eo 9 Days 


(11a) (11b) (11c) 


12. The horizontal scale for curves should usually read from left to right, 
and the vertical scale from the bottom to top. 


, Population 
“100,000,000 


"10 


BRFE 8s: 


ms S 


(12) 


13. Figures for the scales of a diagram should be placed at the left and at 
the bottom, or along the respective axes. 


“Population 


‘ 100,000,000 


Set) aetehseatstar 
i & \ SS83S8 85 
i Year 
(13a) (13b) (13c) 


14. It is often desirable to include in the diagram the numerical data or 
formulze represented. 
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‘ 15. If numerical data are not included in the diagram it is desirable to 
give the data in tabular form accompanying the diagram. 
16. All lettering and all figures on a diagram should be placed so as to 


be easily read from the base as the bottom or from the right-hand edge of 
the diagram as the bottom. 
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37 

783 
250 
578 
266 


Wt 28 5, eB AS Pita kelpciedisdoccate | 
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17. The title of a diagram should be made as clear and complete as pos- 


sible. Subtitles or descriptions should be added if necessary to insure clear- 
ness. 


Population 
100,000,000 


g 2228832 
ce) 
Year 
(15) 


PLOTTING FREQUENCY SERIES.—In plotting frequency distri- 
butions, plot the measurements of the groups into which the series is 
divided. On the ordinate scale plot the frequencies which appear in the vari- 
ous groups. Ordinarily the points on abscissa and ordinate should be sep- 
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Number of Telephone Messages Each Hour for One Day in a Business 
District in New York City as Compared with a Residence District 
Solid line, the “Broad” exchange—a typical business exchange. 
Dotted line, the “‘ Riverside”’ exchange—a typical residence exchange. 
Note the great number of business calls after mail has been opened in the morning and 
after return from lunch. In the residence district there is much morning shopping by 


telephone, 
(From W. C. Brinton, ‘Graphic Methods for Presenting Facts’) 
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Table 30. Frequency Table Showing 
Results of Throwing Three Dice 


No. of Spots No. of Times 
(Size of Item) Occurring 
(Frequency) 


OO NT Oe 3 
» 


w 
(eo) 


Frequen 
(No. of Throws) 
Nh 
(eo) 


Size of Items 
(No. of Spots Thrown ) 


Fic. 23. Frequency Line Diagram (Based on Table 30) 
(From W. I. King, “The Elements of Statistical Method”’) 
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arated by the same distance. Use judgment in determining the range of 
both measurements, that is, from ordinate and abscissa, in order to throw 
the graph into proper relief. If the ordinate scale is too short, the curve 
will be flattened too much. That part of the curve which shows the greatest 
rate of increase should be well inclined to the vertical, but all fluctuations 
must be clearly indicated. If co-ordinated paper is used, the scale points 
should correspond to the ruling. If paper is divided into tenths, the scale 
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Data of Amy Hewes, in Publications Am. Statistical Assn. 
Fic. 24. Age at Marriage of 439 Married Graduates of Mount Holyoke Col- 
lege, who graduated from 1890 to 1909 


The vertical scale shows the percentage of the whole 439 who married at each age given 
on the horizontal scale. The total of all percentage figures at the upper margin of the chart 
is 100%. If a greater number of persons were included in a frequency curve of this sort, 
the curve would be less irre gular and the mode would show more distinctly. 

(From W, C, Brinton, “Graphic Methods for Presenting Facts’’) 


é 


© 


points should correspond to that base whenever the scale consistent with 
the proper graphic presentation of the data can be so adjusted. See that 
the frequency groups to be represented are uniform in size. Frequency dis- 
tributions are either discrete or continuous. In case of discrete series, units 
on the abcissa should be regarded as points, not spaces. For that reason 
lines connecting the ordinates — points of intersection of lines extended from 
ordinate and abscissa—should be straight, their function being to guide 
the eye. The graph (Fig. 22, p, 768) shows a frequency distribution for 
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the number of telephone messages each hour for one day in a business dis; 
trict in New York City as compared with a residential district.8 Prefer- 
ably the data should accompany the graph in tabular form. Note that the 
lines connecting ordinates are straight. 

In ease of frequency distributions describing continuous series, it is proper 
to curve the line connecting ordinates so that it approximates the line which 
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Data of Amy Hewes, in Publications Am. Statistical Assn. 


Fic. 25. Percentage of 439 Married Graduates of Mount Holyoke College 
(Women), graduating 1890 to 1909, who married at ages greater than any spe- 
cific age selected from the horizontal scale of the chart. 


This is a cumulative frequency curve plotted from exactly the same data as Fig. 24. 
The word “over” with the arrow at the lower left-hand corner of the chart shows that the 
chart does not indicate the percentage who marry of any age but the number who marry 
Jater than any specific age read from the horizontal scale. 


(From W. C. Brinton, ‘Graphic Methods for Presenting Facts’’) 


would result were an indefinite number of measurements taken. The curve 
should be free from sharp angles. At each point the relative size of adjoining 
frequencies and the nature of the entire distribution must determine the 
contour. The above (Table 30) and graph (Fig. 23) are from King’s 
“Blements of Statistical Method” (pp. 103, 104). The table shows the 
results of 196 throws of 3 dice. The graph shows the actual results, also a 
smooth curve which is an approximation to what could be expected if the 


8 Reproduced from Brinton’s Graphic Methods for Presenting Facts, p. 108. 
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number of throws were increased indefinitely. Although this series is not 
strictly continuous it illustrates the point under consideration. 

Frequently it is desirable to plot frequency distributions in form of cumu- 
lative graphs, or ogives. The above figures (Figs. 24, 25), reproduced from 
Brinton’s ‘‘Graphic Methods for Presenting Facts’”’ (pp. 166 and 167), show 
the same data plotted as frequency and as cumulative graphs. 
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Fic. 26. The Imports of Flaxseed and Linseed Oil 


PLOTTING HISTORICAL SERIES.—The principles to be followed are 
much the same as in case of frequency series. Time is a constant element. 
Short- and long-time tendencies must be brought out. The changes may be 
shown either as absolute or ratio differences (see pp. 745, 746). If absolute 
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Fig. 27. Typical Chart of Production, Shipments, and Orders, over a Period 
of 15 Months 
(From article by P. M. Marshall in Management Engineering, October, 1922) 


differences are to be shown, study the extreme range of variations, then 
adopt a unit of measurement which will give the proper emphasis to fluc- 
tuations. The size of the paper used, the nature of the graph, its use, and 
80 on, must be considered. Plot the, variable factor on the ordinate and 
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time on the abscissa. Divide the scales into equal parts and see that the 
scale corresponds to the ruling of the paper used. If two or more curves 
are to be shown on the same sheet, it may be necessary to use different scales 
for them, as in the illustrations on pp. 745, 746. However, the use of 
more than one scale should be avoided, if possible. Another plan is to indi- 
cate the break by a wavy line drawn between the two curves parallel to the 
base. Above are two illustrations of historical graphs (Figs. 26, Dr yhe 
The first (Fig. 26) shows the imports of flaxseed and linseed oil. The sec- 
ond (Fig. 27) shows a typical chart of production, shipments and orders, 
over a period of 15 months. 


RATIO CHARTS.—Ratio charts and logarithmic charts are based on the 
same principle, viz., that increases and decreases are represented as per- 
centages or ratios, not as absolute quantities. A knowledge of logarithms is 


Population in Millions 


Fic. 28. Ratio Plotting 
Uniformity is here evident to the eye, being represented by a straight line. 


not necessary in the use of ratio or logarithmic charts. The fundamental 
principle of ratio charts is that equal vertical intervals on the charts repre- 
sent equal ratios of increase, instead of equal amounts of increase. Ordinary 
plotting paper can be transformed into ratio plotting paper by labeling the 
existing lines and interpolating new lines. To do this, label the existing 
equidistant horizontal lines with numbers increasing in a given ratio, as 
shown in Fig. 28, reproduced from Professor Irving Fisher’s ‘“‘The ‘Ratio’ 
Chart.” 

Each interval of vertical space on this chart represents an increase of 
10% over the next lower one. The same data shown on a difference chart, 
ji.e., one in which equal spaces represent equal absolute amounts, are shown 
in Fig. 29. In the ratio chart uniformity in the percentage rate of growth 
is represented by a straight line, whereas in the ordinary difference chart 
uniformity in the rate of growth is represented by an exponential curve, 
which it is impossible to interpret accurately on a-percentage basis. The 
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rising curve is apt to be interpreted as representing an increasing ratio. The 
difference between the ratio chart and the difference chart is merely one of 
spacing. In the ratio chart vertical spaces representing equal absolute amounts 
are unequally spaced, while in the difference chart they are equally spaced. 

The actual growth of population in the United States from 1790 to 1910 
is shown in Figs. 29, 30. The first chart (Fig. 29) is the ordinary or difference 
chart; the second one (Fig. 30) is the ratio chart. The rising curve on the 
difference chart does not represent an increasing rate of growth, but might 
be interpreted as such. The ratio chart shows a nearly uniform rate of 
growth from 1790 to 1860, and a slightly decreasing rate of growth since 
1860. 


Ratio chart curves are more easily compared than are difference chart 
curves. This is shown in the three charts (Figs. 31, 32, 33), which are repro- 
duced from Fisher’s ‘‘The ‘Ratio’ Chart.’ Fig. 31 shows a comparison of 
index numbers by the difference method. Apparently ‘all commodities” 
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Fic. 29. Actual Population in U. 8.—Difference Method 
Showing the impossibility of correctly comparing rates of increase at different periods 
(From I. Fisher, “The Ratio Chart for Plotting Statistics”’) 


fluctuated more than ‘‘breadstuffs.”’ In reality ‘“‘breadstuffs’” fluctuated 
more, as is shown by the second, or ratio, chart (Fig. 32). Fig. 33 brings 
out the comparison by bringing the curves close together, a procedure legiti- 
mate when the ratio method is used but not when the difference method is 
used. Business men are sometimes greatly surprised when they change 
difference charts into ratio charts. 


The following summary is adapted from Professor Fisher’s “The ‘Ratio’ 
Chart’’’ (p. 23): - 

In ratio charts a straight line represents a constant percentage rate of 
increase or decrease. A curve indicates a changing rate of increase or de- 
crease. Two parallel curves represent the same ratios of increase or de- 
crease. Curves not parallel represent differing ratios of increase or decrease. 
When numbers to be plotted are halved or changed in any other ratio, the 
direction of the resulting curve will not be changed. The curve will sinply 
be raised or lowered. There being no base line, no waste results on its ac- 
count, and the diagrams can be cut off close, both above and below the 
curve. The necessity of reducing original data to index numbers is avoided. 
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Fra. 30. Actual Population of U. S.—Ratio Method 
Showing clearly the slight deviations, since 1860, from a uniform rate of growth. 
(From I. Fisher, ‘The Ratio Chart for Plotting Statistics”) 
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Index Numbers 
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Fig. 32. Index Numbers Compared—Ratio Method 
Actually, “‘breadstuffs” fluctuated more than ‘‘all commodities.” 
(From I, Fisher, “The Ratio Chart for Plotting Statistics”) 
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Internal Financial Statistics 


COMPARATIVE RECORDS.—Comparative records may be kept for 
nearly every form of activity. The trend of sales and profits by depart- 
ments and for the entire enterprise, activity of salesmen, inventories carried, 
and other phases of business enterprise, may be compared by means of sta- 
tistical tables and graphs. Percentage as well as absolute quantities are 
useful, because they show relative increases and decreases. 


OPERATING AND FINANCIAL STATISTICS.—Certain financial sta- 
tistics should be planned and developed to support and explain the income 
statement and the balance sheet. Likewise account classifications should 
be in co-ordination with these statements. In this way the accounts and 
statistics are co-ordinated. Statistics intended for use of executives should 
measure relationships, and so should represent analyses of data supplied 
by the accounts. Operating statistics are those developed, in part at least, 
to support and explain the income statement. They should show on their 
face all important analyses. Financial statistics are those developed, in 
part at least, to support and explain the balance sheet. 

Operating and financial statistics are usually presented in either report 
or progressive form. By the report form is meant that used to afford com- 
parisons with previous periods. By the progressive form is meant an open, 
running file, in which the current periods figures are entered as available, 
thus permitting study of broken trends. This method is applicable to most 
forms of statistics from balance sheet down and has distinct advantages. In 
the following illustrative plan (Table 31) the first columns show progress 
by weeks and the last columns show accumulations to date. The plan is 
applicable to sales, expenses, earnings, etc. 


Table 31. Sales—Department M 


By WEEKS YEAR TO DATE 
Weeks 
Weight Amount Weight Amount 
1922 | 1923 | 1922 | 1923 | 1922 | 1923 | 1922 | 1923 
PTs tied mailed: 
A, UArctic 
BG Chewkraeronnd sere: 


Study of operating and financial statistics should be made from the point 
of view of the balance sheet and income statement, because these show the 
major trends and relationships, and statistical analysis is applied to bring to 
light facts not discernible in these general statements although forming parts 
of the general information reflected in them. Thus if the final results indi- 
cated by the income statement are unfavorable, statistical analysis of the 
items found in it will bring to light the source of loss. 


SALES STATISTICS.—Those most commonly kept are for daily, weekly, 
and monthly sales by departments and by salesmen. Prepare columns to 
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show increases and decreases by both quantities and percentages. Cumula- 
tive figures to date may be shown, and averages may be reduced to per- 
centages. The combinations desirable must be determined by the nature 
of the business and the information needed. Following are simple forms 
of statistical records.® 


Table 32. Monthly Record of Sales by Departments 


Months Dept. 1 Dept. 2 Dept. 3 Dept. 4 Dept. 5 Total 
PANUATY | sso. = $1,327.76 |$2,976.47 |$4,567.34 |$3,091.23 |$5,684.92 
February....... 1,094.25 | 3,462.45 | 4,809.67 | 2,890.67 | 5,892.48 
Miareheny se) alee 1,213.06 | 3,126.87 | 5,003.29 | 2,901.56 | 6,045.42 
PATOVIL Gen. Ropers iss 1,164.36 | 3,879.65 | 4,782.54 | 2,875.69 | 5,587.67 
Mayes Mina ievcisises - 1,086.79 | 2,580.56 | 4,347.83 | 2,784.35 | 5,469.57 
JUNG porrecreion ec 987.57 | 2,784.66 | 4,476.21 | 2,783.52 | 5,472.31 
DULY wenre sisters a 975.64 | 2,564.43 | 4,357.81 | 2,569.58 | 5,216.49 
AUS USDavenene Fores 16 976.56 | 2,376.65 | 4,235.68 | 2,467.92 | 5,127.65 
September...... 1,234.43 | 3,107.52 | 4,460.34 | 2,984.62 | 5,436.53 
Octobertenecaan « 1,321.26 | 3,245.63 | 4,532.25 | 3,012.56 | 5,542.32 
November...... 1,109.60 | 2,895.64 | 4,463.38 | 2,982.29 | 5,463.38 
December.......| 1,437.87 | 3,256.76 | 4,987.56 | 3,248.90 | 5,873.24 

otal ecm cnt 


Table 33. Comparative Daily Record of Sales by Departments 
Week beginning.......... 


% of 
Dept. Mon. Tues. Wed. Thurs. Fri. Sat. Total | Grand 
Total 
Tyee 3 $1,321.76)/$1, 210. 34/$1,040.30|$1, 243. 65|$1,121.09|$1, 324.65 
Teac: 987.56} 1,324.65] 2,134.67] 1,432.46] 1,253.54] 1,421.78 
III......] 1,276.41] 2,109.72] 1,967.73] 1,563.27| 2,136.76] 1,038.08 
IV......| 2,107.63) 2,371.10] 1,986.78) 2,083.52] 2,376.82] 2,171.19 
Vieira: 987 .64| 1,097.47 897.74) 1,107.27) 985.71] 1,207.24 
VI......| 3,217.78) 3,241.36] 3,269.91) 2,987.21) 3,009.21] 3,218.18 
Total... : 
% of 
Grand 
Total 


® These tables taken from'Edgerton’s Business Mathematics, Ch. I. 
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Table 34. Comparative Monthly Record of Sales 
Salesman’s First Second Third Fourth Total ee a 
Number Week Week Week Week res 
Total 
der $350.65 $567 . 87 $436 .65 $654.43 
Da 456.76 W6Ga03 876.65 465.35 
Ss Oe coro eee 387 .57 476.53 587 .76 745 .36 
4.. 341.25 675.83 436.54 456.76 
Be 324.43 546 .67 478.35 765.28 
(hs deeatuthen i aeeeeen 678.93 468.59 359 148 468.75 
Wir 426 .47 578.64 658 .47 536.28 
Sn iciccn latins 276.34 527 .35 621.34 438 .27 
OM is sid creraminens 576.27 364.14 713.26 465.27 
Oars taticicteks 5 264.64 475.37 718.88 635.47 
Total 
Table 35. Comparative Sales for Corresponding Days of Two Years 
Dept. Sales, Wed. | Sales, Wed. % of % of 
No. Dec. 4, 1919 | Dec. 3, 1920 Tnerease >) Decresse Increase | Decrease 
| aioe eRe eee $1,052.37 $1,781.65 
2.. 1,342.54 1,254.46 
Bie see wae LA a: ie 1,324.56 
(2 Aon ea OR 1,576.57 1,456.53 
Bi 2,564.34 2,657 .62 
Gea toreehorals ikeive: 3% 465.76 512.35 
dns 1,467 .43 1,547.25 
‘2c bhcactueee aS 1,564.37 1,652.48 
D cee eee 1,231.12 1,235.65 
Legace een ee 1,357.48 1,469.51 
EP Otal ss ; 
a eee 


782 STATISTICS AND GRAPHICS [Sec. 15 
Table 36. Monthly Sales of a Number of Clerks 
Clerk’s Number Sales Per Cent of Average 
Sin Uae aetoo race ene $1,256.43 
1551 aoa ec chore 1,356.87 
SPAM al raeyetons ooo 1,124.34 
SiS 4p Je capane Bae 1,067.27 
ssa Ia as Pereira 987 .56 
Byiineeo es ame Ae 1,246.47 
BO Olas ereere aut eae 1,456.32 
STEAL Rah totes BA ofa 15245 -36 
iio es coe Tee 1,034.75 
OD Oa cearenimetes ucts 975.86 
SOORE Annes aekecells 1,326. 52 
SOI ey amare ats meos 
SOZaee ckeutata torte rT: 1,364.37 
oO talaecereris 
PAV CTA LO nensnaine nese 
Table 37. Sales and Returned Goods by Departments 
Wearvendin gs caster serene 
Returned % of Sales 
; Ss @ 
Dept ales Cio Net Sales etaned 
Meee asc arve 25,431.76 $ 768.63 
ON 5 ESTES AG eis ORTON 48,976.53 876.52 
23 hes bec M RG ENC RED RORES 76,432.56 1,097 .57 
Ane eA M aren ke he 98,742.27 GPO), 7Ass 
See ebastnd sen SSPE soe ons 67,834.62 895.68 
GMa. oeoierivorias ot 110,532.65 873.45 
Totalensse case | 
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Table 38. Individual Daily Sales Sheet 


Section 13, Dry Goods Date,*May 11, 19— 
Clerk’s | Gross Returned Net Average 
Number | Sales Goods Sales Checks Net Sales 

! Per Check 

GAYA See eA cas eee $312.67 127 

DT ee oe oes 413.36 ES (ore 705) 136 | 

[IPB iene ah Aaainmecrd ts 215,23 97 

OE I Eee ae 318.56 ihe} 118 

SS epee Xarc tetera aysxe 456.78 124 

V2G) Mestat. a.ore teers 235.67 8.79 79 

Ody prey Ee Aap eee er 102.46 lees 81 

WS eter sae reccrara ite 189.67 2.34 104 

NY? Oh aie ete ans 213e 05 3.2) 115 

Als Omri sex it ust 346.76 9.56 121 | 
Total | 


Table 39. Comparison of Sales by Corresponding Months 
Salesman, John Doe 


Sales Sales % of s % of 
Month Last Year | This Year Tease Increase ION Decrease 
LESTE a eieieige mien $356.76 $430.12 $73.36 20.6 
February ....... 456 . 87 515.60 
NRE doo bere, aeeaeeeaere 345.65 356.45 
PRPOLIL ct tik stan ccs. 450.10 390.50 
ENG avis Beccatic eh stew. 287 .65 324.36 
LNG Fase his stoi ee 231.90 245.87 
ll Acie Seadest (ans 450.65 467 . 54 
PANG US bis 5 cine esn/ens 346.75 356 . 52 
September...... 436.47 420.75 
Wetobera. a=. 4.4. 567.35 580.67 
November...... 478.56 487 .64 
December....... 564.32 545.53 
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Table 40. Salesman’s Cumulative Record of Sales by Departments 
Salesman, H. Williams 


Total 2 Total 3 5 Total 4 
Dept. January February Moats March Hisaths April Months 
iT aOR ieee $ 546.56 |$ 348.76 $ 4385.65 $ 350.46 
De varus Gaeke = 768.56 756.46 675.87 763.54 
eS oases 876.45 983.24 875.45 865.73 
AS aay aricuelsveie'ss 1,134.76 1,234.58 1,346.43 1,265.87 
tee OAC On 1,056.87 1,121.09 1,234.57 1,364.24 
Total 
Average 


External Financial Statistics 


GENERAL STATEMENT.—A great. amount of financial statistical] 
material is now collected by various governmental and private agencies. 
Proper attention to this material will often aid business men to determine what 
policy to adopt relative to future operations. 

BAROMETRICS.—Barometrics makes use of statistics to forecast busi- 
ness conditions, tendencies in the prices of commodities, stocks and bonds, 
and so on. Well-known agencies such as Babson’s and Brookmire’s provide 
a regular service to which thousands of business men subscribe. Several 
journals have statistical departments given over wholly or in part to baro- 
metrics. Among these are the ‘‘Annalist’’ (published by the New York Times) 
and ‘‘Conditions and Prospects in Business and Industry,’”’ by Lewis H. 
Haney, in Management and Administration (published monthly by the Ronald 
Press Co.). The accompanying chart and explanation (Fig. 34) are repro- 
duced from September, 1923, number of Management and Administration. It 
shows the manner in which this type of barometer operates. 

THE BUSINESS CYCLE.—Barometrics attempts to forecast the business 
eycle, which is the more or less regular recurrence of periods of prosperity 
and depression. There are a number of monthly indices of industrial and 
commercial activity which reflect business conditions. Certain of these 
serve as forecasters because they act in advance of those movements which, 
taken together, constitute prosperity. Reliance should never be placed on 
any one series of statistics as an index of conditions, and special care should 
be taken a:ways to discount the effects of abnormal circumstances, such as 
a war. In the autumn of 1919 statistics of pig-iron production were use- 
less because of labor difficulties. In 1920 the disorganization of the railroad 
system made railway statistics unreliable guides to conditions. It is better 
tc use an average, giving due weight to the various factors. The Harvard 
Committee on Economic Research has classified the principal business indices 
in accordance with the promptness with which they respond to changed 
conditions. Three series resulted: 

1. Those reflecting speculation. 
2. Those reflecting business activity. 
3. Those reflecting banking conditions. 
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FINANCE 


Forms of Business Organization 


DEFINITION.—As used in this section the term finance covers the ob- 
taining and handling of funds by business enterprises and the various details 
of handling money and credit. To carry on business it is necessary to raise 
capital both for plant and working purposes; to determine profit and loss 
and its resulting effect on capital; and to determine policies regarding divi- 
dends, reserves, and upkeep. 

RELATION OF FINANCE TO ACCOUNTING.—Proper financing is 
dependent upon correct accounting for the information needed for determin- 
ing policies. Among topics which relate to both accounting and finance are 
depreciation, treatment of reserves, good-will, valuation, handling of sink- 
ing funds and redemption of various obligations. Accountants are fre- 
quently asked to give advice regarding methods of borrowing, investing, 
surplus distribution, etc. Accounting records past transactions, whereas 
finance deals with the obtaining of certain results, such as raising funds, 
issuing securities, and use of proceeds thus obtained. 


TYPES OF BUSINESS ORGANIZATION.—The three fundamental 
types of business organization are: (1) sole proprietorship, in which an 
individual owns and manages his own business; (2) partnership, in which 
there are two or more owners working together under an agreement; (3) 
corporation, in which several or many individuals associate themselves 
under a more or less formal organization specifically sanctioned by general 
state laws or by special legislation. The corporation is the product of mod- 
ern industrial conditions. Whereas sole proprietorships and partnerships 
are largely personal in nature, the corporation is more formal and contains 
much in its method of control that is impersonal. 

Under any form of organization there are three elements to be distributed, 
viz., risk, income, and management. Under sole proprietorship and part- 
nerships the owners assume the risk, take the income, and do the managing. 
Under the corporate form the situation is different. Creditors and -share- 
holders assume the risk and divide the income according to some more or 
less complicated form, but the management, is- delegated to officers and 
directors. Thus the ownership and management of capital is in different 
hands. 

Sole proprietorships are the simplest forms of business organization. 
Illustrations are found in firms, shops, the professions, ete. Ownership and 
management are in one man. There are some large businesses still in 
form of sole proprietorships, having started as small concerns. Informality 
and freedom from legal restrictions are advantages found in sole proprietor- 
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ship. Disadvantages are: limited supply of capital, actual or potential; lack 
of experienced executive ability; and personal liability of the proprietor. 

Partnerships, [fundamentally, are like sole proprietorships. The chief 
difference is that risk, income, and management are distributed among 
several persons instead of being centered in one. The partnership agreement 
is the contract to which the partners are parties. The number of possible 
partners is unlimited. A sleeping partner is one not known publicly to be 
a partner. A limited partner is one whose liability is limited to the amount 
of his investment. Special forms of partnerships are found in syndicates 
and joint ventures. 

Professional activities are usually carried on as partnerships. In certain 
other activities where the unlimited liability feature of partnerships is 
desirable, the partnership form of organization is retained. Examples are 
brokers and underwriters. 

The chief defects of partnership organization are unlimited liability and 
limited command on capital. 

In partnership the personal element is a consideration of great importance 
and perhaps increases with the increase in number of partners. Each part- 
ner’s fortune is dependent upon the behavior of all the other partners. 

In case of corporations capital is supplied by the stockholders and man- 
agement by officers and directors whom the stockholders elect. The stock- 
holders thus exercise control indirectly. Their liability is limited to the 
amount of capital they contribute. Division of capital into shares makes 
wide distribution of ownership easy. The corporation is a distinct legal 
entity capable of suing and being sued, making contracts, ete., all operations 
being carried on by the officers in the name of the corporation. 

Limited partnerships are formed under special laws to enable one or 
more silent partners to be members of a firm. Silent partners have no 
part in management but share in profits. Partners with limited lability 
are known also as special partners, to distinguish them from the general 
partners who have unlimited liability. W.H. Lough says:! 


To secure this restricted liability it is necessary to comply closely with the statutory 
provisions. The procedure necessary to form a limited partnership is almost as formal 
as the incorporation of a stock company, and failure to observe the required formalities 
may result in making the special partners liable as general partners. Sometimes it is 
attempted to secure the benefits of this limited liability without complying with the law. 
In such case, the individual who invests his money keeps the matter secret and is known 
as a dormant or “sleeping” partner. If the arrangement is discovered, he would be lable 
in exactly the same way and to the same extent as an active partner. 


A joint-stock company is a partnership having transferable shares to 
represent its capital. In New York, joint-stock companies must conform 
to the state kaw regulating their organization. In other states they are 
formed by ordinary agreement. Owing to the unlimited liability feature of 
joint-stock companies and to the fact that those of the voluntary type can- 
not hold real estate, little recourse is had to this form of organization out- 
side of New York. In New York individual members cannot be sued until 
it is proved that the claim cannot be collected from the company; also, 
joint-stovk companies sue or are sued in the name of the president or treas- 
urer. Outside New York these companies bring suit in the name of all 
their members, and only those members served with process can be held. 
In Great Britain the joint-stock company is practically the equivalent of 
the American corporation. 


1 Business Finance, p. 19. 
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Trusts are sometimes formed to carry out business undertakings. One 
plan is to organize a board of trustees who take over stock of constituent 
companies and thus form a unified control. The owners of the stock receive 
therefor receipts known as trust certificates. This form of organization has 
veen declared illegal as restricting competition. 

Holding companies have superseded the trusts, but are often wrongly 
called trusts. 

In Massachusetts ‘‘voluntary associations’ are a type of trust originally 
organized to deal in real estate because prior to 1912 the state law did not 
authorize corporations to do this. Recently these have become active in other 
forms of business. Lough gives the important features of these as follows: 


1. A deed or declaration of trust, drawn up to define the rights and 
powers of the trustees and the shareholders. 

2. Two or more trustees who are authorized to take over and manage 
the capital, business, or property supplied by the shareholders. 

8. Shareholders who receive transferable certificates representing their 
respective interests in the profits and in the property on dissolu- 
tion. 

4. Provisions for division of profits, appointment of trustees to fill 
vacancies, and for dissolution at termination of the trust. 


The advantages of such voluntary associations are thus summarized by 
the Massachusetts Commissioner of Corporations: 


1. The experience of 25 years shows that they furnish a convenient, 
safe, and unobjectionable form of co-operation, ownership, and man- 
agement. 

2. Their form of management is more flexible, more economical, and 
more convenient than that of a corporation. Trustees can do business 
with more ease and rapidity than a board of directors. 

3. In particular they afford a convenient form for combining capital 
for the development and improvement of real estate as the form of 
organization insures a continuity of management and control that 
specially appeals to investors in real estate, and which cannot be secured 
by a corporation on account of the change of officers each year. Trus- 
tees are not changed as frequently as are directors of a corporation. 


Capital Financing 


COMMON STOCK.—The problem of securing funds for the construc- 
tion of production facilities arises not only at the inception of an enterprise 
but also at intervals during its career. Usually the company makes some 
form of appeal to outside investors. To persuade them to in¥est it is neces- 
sary to show to their satisfaction that their principal will be safe and that 
an income therefrom is assured. Stocks and bonds are the securities usually 
offered. 


Stocks represent ownership. 
Bonds represent loans. 


Stocks carry with them the risks of the business. Bonds carry fixed inter- 
est charges and their holders are creditors of the company issuing them. In 
case of liquidation the bondholders have a claim upon the assets superior 
to that of stockholders. Failure to pay interest on bonds, other than income 
bonds, means insolvency. Failure to pay dividends leads to no direct legal 
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consequences. Dividends are a division of profits made only when profits 
exist. Stock represents a proprietary interest, not a liability. It also usually 
represents a proportionate contribution to the corporation’s original capital. 
The values back of stock may or may not include the entire assets of the 
company. : 

TYPES OF CAPITAL STOCK.—There are two principal kinds of stock, 
common and preferred. One kind of common stock stands for the entire 
capital of the business, if there are no preferred stockholders, no bondhold- 
ers, and no noteholders. Another kind of common stock merely represents 
an equity in the assets after other securities having a prior lien are consid- 
ered. The tendency is away from the simple capital structure of the older 
form of corporation with but one class of stock, all common, toward a more 
complicated capital structure. Dewing says that common stocks of the 
first groups are now 

: _ restricted to a few small railroads, the majority of Massachusetts electric 
light and gas companies, most small and medium-sized cotton mills, locally owned manu- 
facturing companies, banks, insurance companies, and mines. There have been in al- 
most every case some special reasons tending to hold back these types of industry from 
developing the more elaborate form of capitalization. Until recently the tax laws in 
Massachusetts levied a general property tax on bonds, but not on stocks, so that gas 
companies, electric light companies, and even cotton mills, found a readier sale for their 
tax-exempt stocks among local capitalists.” 


Form 1 shows the essential provisions of the stock of the New York Cen- 
¢ral and Hudson River Railroad Co. Form 2 shows the essential of the 
partnership shares of the American Express Co. 


PAR-VALUE vs. NO-PAR-VALUE SHARES.— When shares of stock have 
par value, this par value theoretically expresses the amount of the stock- 
holder’s original investment. It does not represent a right of ownership 
because there is no right to collect such par value. The real value of a share 
changes with the changing fortunes of the enterprise. Since each share 
represents a proportionate interest in net worth of an enterprise there has 
arisen recently a demand for stock of no-par value. No-par shares do away 
with the meaninglessness of “‘par value,” avoiding any supposition that 
there is an equivalence between actual values and par value of stock. The 
following is from the report of the Hadley Railroad Securities Commission: 


We do not believe that the retention of the hundred-dollar mark, upon the face of the 
share of stock, is of essential importance... . . It is less in accord with existing busi- 
ness habits and usages; but it has the cardinal merit of accuracy. It makes no claim 
that the share thus issued is anything more than a participation certificate. 


FULL-PAID STOCK.—When stock is exchanged for money or property 
equivalent in value to the par of the stock, the stock is full-paid. Frequently 
full-paid stock is a legal fiction, the directors resolving that such equivalence 
exists when it in reality does not. When admittedly not full-paid, stock is 
subject to assessment for the unpaid balance. This enables the directors 
to call for the unpaid balances at any time, but interferes with marketing 
the stock. 


VOTING POWERS.—Ordinarily the owner of stock has the power to 
vote at stockholders’ meetings. Frequently ownership and voting power 
are held by different parties. A voting trust is created when stockholders 
owning a majority of the stock pool their voting power by transferring their 
stock to trustees who issue voting trust certificates in exchange. Dividends 


2 Corporation Finance, p, 11, 
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received by the trustees are turned over to the real owners but the voting 
power lies in the trustees’ hands. Voting trusts are formed most frequently 
to control for a certain period of years the activities and policies of reor- 
ganized concerns. To prevent mismanagement by speculators, the bond- 
holders and minority stockholders sometimes require that the voting trust 
be controlled by three or five responsible men. When the voting trust is 
used properly, it insures a stable and continuous policy and provides re- 
sponsible management. 

In most states the laws require that such trusts be kept open to all stock- 
holders who desire to enter it. Even thus restricted these trusts sometimes 
operate to the advantage of the trustees rather than to that of the corpo- 
ration. The voting trust, when organized to look after shareholders’ 
interests, are usually supervised by some large banking firm interested in 
protecting its own reputation and the interest of its customers. 


TRANSFER OF STOCK.—Stock certificates show on the face the number 
of shares represented, to whom they were issued, and the legal conditions 
under which issued. Stock certificates are transferable, and when indorsed 
in blank by person to whom issued, are negotiable. They sometimes pass 
through many hands before being transferred on corporation’s books. Divi- 
dends are paid to stockholders of record. One purchasing shares should 
attend at once to their transfer, although if the dividend is paid to the previ- 
ous holder who sold it before it become ex-dividend, the purchaser has re- 
course against him for the amount of the dividend. 

Issuance, transfer, and handling of capital stock, in case of large corpora- 
tions, are entrusted to a transfer agent and a registrar. The transfer agent 
sees that the record of stockholders is kept up to date—that when transfers 
are made old certificates are canceled and new ones issued. The registrar 
checks the issuance and sees that the total does not exceed the amount 
authorized to be issued. 


CORPORATION’S OWN STOCK.—In some states, including Wiscon- 
sin, California, and New York, the courts have held that, in absence of 
contrary statutory provisions, a corporation may deal in its own stock if 
the transaction is bona fide. In many states the practice is forbidden. If 
used to reduce outstanding stock without due process of law, it is objec- 
tionable. 


PREFERRED STOCK.—Preferred stocks are those given a preference 
over common stocks as to dividends and sometimes as to other rights. The 
most common rate is 7%. Preferred stock dividends are either cumulative 
or non-cumulative. A cumulative dividend, if not paid, accumulates from 
year to year, so that if profits are not sufficient to pay full rate in one year 
the unpaid dividend or portion thereof is a prior claim in succeeding years 
before holders of common stock receive dividends. Non-cumulative pre- 
ferred stock has a prior claim on the profits of the current year only, so that 
the corporation need not make up in future years any unpaid dividends. 
Ordinarily non-cumulative preferred stock is undesirable because it is to 
the interest of the common stockholders to defer dividends on it. Most 
industrial preferred stocks bear cumulative dividends at the rate of 6%, 
7%, or 8%. Unless the charter provisions authorizing the preferred stock 
specifically state that it is non-cumulative, it will be held to be cumulative. 
It is best, however, to have the cumulative feature expressly provided, 
Unpaid cumulative dividends which have accumulated over a period of 
years and have so become burdensome are sometimes funded, securities of 


Sec. 16] CAPITAL FINANCING 795 


one kind being issued in satisfaction of the claims of the preferred stock- 
olders. 


Conditions and limitations governing issue of preferred stock may be 
classified as: 


1. Those regarding the position of preferred stock in case of corporate 
liquidation. 

2. Those pertaining to the lien of the preferred stock on earnings. 

3. Those pertaining to the protection of preferred stock against issuance 
in future of securities having a prior lien on assets or earnings. 

4. Those pertaining to the participation of preferred stock in manage- 


ment of the corporation. 


These are enlarged upon below: 

1. The lien on assets given preferred stock in case of liquidation usually 
is equal to its par value. This, however, may not be worth as much as it 
appears to be, as other securities having a prior lien may, in case of liqui- 
dation, absorb most of the value. It has been found, in practice, that in 
industrtal and railroad reorganizations preferred stockholders possess no 
material advantages over common stockholders. 

2. As to earnings the points to be covered are: (a) what the fixed divi- 
dend rate shall be; (b) whether or not the dividend shall be cumulative; 
(c) what rights of participation may be given in excess earnings. 

3. Protection against bond issues is frequently provided for, because 
these take a lien prior to that of the preferred stock. There is usually no 
restriction on any increase in floating indebtedness. Protection against bond 
issues usually takes the form of a provision requiring that the consent of a 
large majority of outstanding preferred stock is necessary to secure author- 
ization of a bond issue. Sometimes mortgaging the property is prohibited 
entirely. In some instances directors have destroyed the effect of such pro- 
tective provisions by guaranteeing bonds of other companies. Sometimes 
preferred stockholders are protected against an increase in their stock with- 
out their consent by requiring that a special meeting of preferred stock- 
holders be called to get consent. Sometimes the amount of authorized 
preferred stock is: made so large that such consent is unnecessary. In such 
cases a possible way of protecting holders of outstanding preferred is to 
require that net earnings or surplus be ample to meet all dividend require- 
ments on both old and new stock. 

4. Voting privileges are usually denied preferred stock. Sometimes con-~- 
trol is transferred to preferred stock if dividend payments are not made in 
accord with requirements. 

Preferred stock in industrial corporations usually represents the tangible 
assets, whereas common stock is a capitalization of expected excess income. 

Frequently corporations retain the right to redeem preferred stock, usu- 
ally at a premium of from 5% to 20%. Sinking funds may be established 
for this purpose. 

The following provisions appear in the certificate of incorporation of the 
New York Air Brake Co. The class A stock to which it refers is, in effect, 
non-pai cumulative preferred as to dividends and preferred as to assets. 

1. Out of the surplus or net profits arising from the business of the corporation, the holders 
of the Class A Stock shall be entitled to receive dividends at the rate of $4. per share per 
annum, payable quarterly on the first day of January, of April, of July and of October in 
each year, from October 16, 1922, (or if so determined by the Board of Directors and so 
expressed in the certificates of stock, from the date of issue), before any dividends shall be 
declared or paid upon or set apart for the common stock, and such dividends shall be 
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cumulative, so that if in any year or years dividends upon the outstanding Class A Stock 
at the rate of $4. per share per annum shall not have been paid the deficiency shall be paid 
before any dividends shall be declared or paid upon or set apart for the common stock. 

2. The corporation shall set aside, on January Ist, 1925, and, so long as any of the Ciass A 
Stock shall be outstanding, on each succeeding January Ist, as a Sinking Fund for the 
purchase or redemption of its Class A Stock, a sum equal to one dollar per share on the 
maximum aggregate number of shares of the Class A Stock which shall theretofore have been 
issued and not converted into common stock, whether or not such Class A Stock shall be 
then outstanding. The sum or sums so set aside in each year shall be promptly applied to 
the purchase of Class A Stock at public or private sale at the lowest price at which the same 
may with reasonable diligence be obtained by the corporation, but in no event shall any 
stock be purchased under the provisions of this paragraph at a pric® exceeding $50. per 
share, or if the price which the corporation shall have received for the said stock upon the 
issuance thereof shall have been less than $50. per share, then at a price not in excess of 
such issue price; and to the extent that the same cannot be so applied within one year from 
the date when the same shall have been so set aside it shall thereafter revert to the company 
free from the restrictions contained in this clause 2. All amounts required to be set aside 
for the Sinking Fund, as herein provided, shall be set aside in each year from, and only from, 
surplus or net profits of the corporation (including surplus or net profits accumulated in 
previous years and unapplied) remaining after full cumulative dividends on the Class A 
Stock outstanding shall have been declared and paid or provided for, including all accrued 
unpaid dividends, and this obligation shall be cumulative so that if in any year said re- 
maining surplus or net profits shall be insufficient to permit the full amount required as 
aforesaid to be set aside, or if for any reason the full amount shall not be set aside, the 
deficiency shall be made good out of the surplus or net profits of the succeeding year or 
years before any dividends shall be declared upon or set aside for the common stock. 
If in any twelve months’ period ending December 31st, the corporation shall have set aside 
and applied out of such remaining surplus or net profits any amounts in excess of or in 
advance of the above requirements, the corporation shall be entitled to be credited on its 
obligation to set aside moneys as aforesaid in subsequent periods to the amount of such 
excess or advance. The obligation of the corporation as to the setting aside and application 
of the Sinking Fund, provision for which is in this clause 2 contained, shall be contingent 
upon such action by the stockholders of the corporation as is necessary under the laws of 
the State of New Jersey. Prior to January 1, 1925, and during each year thereafter so 
long as any of the Class A Stock of the corporation is outstanding, the corporation will, 
however, either at a special meeting of the stockholders called for the purpose or at their 
annual meeting, upon due notice, request such consent of the stockholders as is necessary 
under the laws of the State of New Jersey for full compliance with the provisions of this 
clause 2. 

3. Out of any surplus or net profits arising from the business of the corporation remaining 
after full cumulative dividends as aforesaid upon the Class A Stock shall have been paid for 
all past quarterly periods, and after or concurrently with making payment of or provision 
for full dividends on the Class A Stock for the current quarterly dividend period and the 
quarterly period next succeeding, and after the corporation shall have complied with the 
foregoing clause 2 in respect of any and all amounts then or theretofore required to be set 
aside or applied in respect of the Class A Stock Sinking Fund and shall have made ratable 
provision for compliance with said clause 2 in respect of the twelve months’ period ending 
the next ensuing December 31, and after making such provision, if any, as the Board of 
Directors of the corporation may deem necessary for working capital, then, and not other- 
wise. dividends may be declared upon the common stock at a rate not in excess of four 
dollars per share per annum, except that when in any year dividends amounting to four 
dollars per share thereon have been declared and paid upon the common stock of the cor- 
poration, dividends in excess of four dollars per share may be declared and paid upon the 
common stock, but only concurrently with the declaration and payment of a dividend or 
dividends upon each outstanding share of Class A Stock equal in amount to that declared 
or paid on each share of common stock over and above the said four dollars per share thereon. 
The dividend of four dollars per share per annum upon the common stock herein provided 
shall be non-cumulative, so that if in any year or years the corporation shall have failed to 
declare and pay dividends on its common stock at the rate of four dollars per share per 
annum, nevertheless the corporation shall not in any year declare or pay dividends on its 
common stock in excess of four dollars per share unless concurrently therewith a dividend 
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(in addition to the preferential dividend of four dollars per share hereinabove provided) 
shall be declared and paid upon each share of its outstanding Class A Stock equal in amount 
to that paid upon each share of the outstanding common stock of the corporation in excess 
of four dollars per share. No increase in the annual rate of cash dividends on the common 
stock above the annual rate of four dollars per share shall be made, and no extra cash 
dividend which shall cause the dividends on the common stock for the fiscal year in which 
such extra dividend is declared to exceed in the aggregate four dollars per share and no 
stock dividend shall be declared, and no right to subscribe for additional stock of any class 
shall be granted, upon or to the common stock, unless notice of such increase in rate or 
declaration or grant shall be given by publication at least once a week for three successive 
weeks in one newspaper of general circulation in the Borough of Manhattan, City of 
New York, and a similar notice be mailed to each record holder of Ciass A Stock of the 
corporation at his last known post office address at the same time as the first publication 
hereinbefore provided is made. 

4. The Class A Stock shall be preferred also as to assets, and in the event of any volun- 
tary liquidation or dissolution or winding up of the corporation the holders of the Class A 
Stock shall be entitled to receive an amount equal to sixty dollars per share, or if such liqui- 
dation or dissolution or winding up be involuntary, a sum equal to fifty dollars per share, 
in each case with all dividends accrued or in arrears, for every share of their holdings of 
Class A Stock, before any distribution of the assets shall be made to the holders of the com- 
mon stock; and, in the event of any such distribution of assets, the holders of the common 
stock shall be entitled to the exclusion of the holders of the Class A Stock to share ratably 
in all the assets of the corporation then remaining. If upon any such liquidation, disso- 
lution or winding up of the corporation, the assets thus distributable among the holders 
of such Class A Stock shall be insufficient to permit the payment to such Class A stock- 
holders of the preferential amounts aforesaid, then the entire assets of the corporation 
to be distributed shall be distributed ratably among the holders of the Class A Stock. 
The terms ‘dividends accrued or in arrears” and ‘full cumulative dividends’”” whenever 
used herein with reference to Class A Stock shall be deemed to mean that amount which 
shall be equal to four dollars per share per annum thereon to date from October 16, 1922, 
(or in the case of stock certificates which express that dividends thereon shall be payable 
and cumulative from some other date, from such other date), less the amount of all dividends 
paid upon such stock. 

5. Upon at least sixty days’ previous notice, given both by mail to the record holders of 
Class A Stock to be redeemed and by publication at least once a week for three successive 
weeks in one newspaper of general circulation in the Borough of Manhattan, City of New 
York, the corporation may redeem the whole of the Class A Stock or any part thereof 
by lot or pro rata on the first day of January in the year 1926, or on any quarterly dividend 
payment date or dates thereafter, at the price of sixty dollars per share plus dividends 
accrued or in arrears, or if said price be less than the price which the corporation shall 
have received upon the issuance thereof, then at a price equal to such sum plus ten dollars 
per share—all by such method as shall be provided from time to time by resolution of the 
Board of Directors and permitted by law. From and after the date fixed in any such notice 
as the date of redemption, unless default shall be made by the corporation in providing 
moneys at the time and place specified for the payment of the redemption price pursuant 
to such notice, all dividends on the Class A Stock thereby called for redemption shall 
cease to accrue and all rights of the holders thereof as stockholders of the corporation, 
except the right to receive the redemption price, shall cease and determine. Class A Stock 
redeemed or purchased under any provision of this Certificate of Incorporation or otherwise 
shall not be reissued and no Class A Stock shall be issued in lieu thereof or in exchange 
therefor and such stock shall be retired from time to time in the manner permitted by 


law. 
The following provision relating to the retirement of preferred stock 
appears in the charter of the Underwood Typewriter Co.: 


There shall be set aside from the net profits of the Company at the rate of not less than 
$100,000 per annum a fund to be known as Special Surplus Capital Reserve Account, 
which shall be made and kept going at the rate of $100,000 per annum for each year before 
any dividend shall be paid on the common stock and after the expiration of three years 
from the date of incorporation of the company said Special Surplus Capital Reserve Account 
shall be used annually in the purchase and retirement of said preferred stock at the lewest 
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price at which the same may be obtainable, but in no event exceeding a premium of 25% 
over and above the par value thereof. Such purchases may be made at the option of the 
Company either at a public or private sale, and all preferred stock so acquired shall be 
cancelled. 


Other provisions looking to the security of preferred stock are as follows. 
A cumulative reserve fund of 50% of outstanding preferred stock, main- 
tained by setting aside out of earnings an amount equal to at least 3% 
par value on outstanding preferred stock, is provided by the charter 
of the Canadian Inter-Lake Line. The Moline Plow Co. must keep net 
quick assets always equal to at least $140 per share of first preferred. Before 
additional preferred stock can be issued by Montgomery Ward & Co., it 
must be shown that net quick assets equal 120% of outstanding preferred 
stock. Sometimes preferred stockholders have power to veto an increase 
of bonds or preferred stock. The preferred stockholders of the American 
Sumatra Tobacco Co. obtain the right to elect a majority of the stock- 
holders if unpaid dividends accumulate above 14%. The preferred stock- 
holders of the American Rolling Mill Co. secure the right to vote if three 
successive preferred dividends are passed. The chief objection to giving 
preferred stockholders control in this way is that it may involve frequent 
shifting of control from one set of stockholders to another. In Canada it is 
customary to give preferred shareholders the right to vote. 

Participation equally with common stock in all dividends after common and 
preferred have received an equal dividend, is the rule unless specific provision 
is made to the contrary. However, such provision to the contrary usually 
js found in the charter, according to which the preferred stock receives a 
fixed dividend and no more. But numerous exceptions are found. The 
charter of the New York Air Brake Co. provides specifically for equal partici- 
pation of its preference ‘“‘A’’ and common stock after both receive the regular 
$4 dividend. The preferred stock of Aberthaw & Bristol Channel Portland 
Cement Co., an English concern, receives 10%, and after 10% is paid on the 
common, two-thirds of additional dividends declared. 

Redemption of preferred stock is frequently the subject-matter of charter 
provisions. Often preferred stock is made convertible into common, which 
gives it speculative possibilities. The conversion may be on a share for 
share basis, or the ratio may not be equal. Market value is made the basis 
of redemption in case of some English companies. 

Special forms of stock are frequent. In close corporations the sale of 
stock to persons not already stockholders, or its sale without the consent 
of the directors, is a frequent qualification; but such provisions are illegal. 
The stockholders may, of course, agree among themselves not to sell to 
outsiders. Usually such restrictions prove ineffective when tested. 

Stock certificates are formal receipts indicating the number of shares owned 
by the individual to whom issued. The terms under which the stock is 
issued are usually set forth briefly on the face of the certificate and detailed 
provisions may appear on the back. Loss of a‘certificate, while inconvenient, 
in no way affects ownership thereof. The tendency is to consider stock 
certificates strictly negotiable and transferable by indorsements, thus making 
possession of an indorsed certificate proof of ownership. Stock certificates of 
large corporations are registered, i.e., a register is kept containing a list of 
stockholders. Transfers are made from the name of one stockholder to 
that of another when a certificate properly indorsed is presented. In England 
a bearer form of certificate is issued but this is practically unknown in the 
United States. 
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Watered stock results when the capitalization of a corporation is fixed at 
a figure higher than is warranted by asset values. With the exception of cash, 
most assets admit of overvaluation; but the ones in which it is most difficult 
to detect such overvaluation are the intangible assets—patents, good-will, 
trade-marks, etc. Services are also sometimes capitalized as organization 
expenses and afford an opportunity for being overvalued. Sometimes 
the optimism of promoters proves to be justified through later earnings, 
but frequently not. The U. 8. Steel Corp. started with a large amount of 
water in its stock as is shown by the fact that the common stock sold at first 
for about one-third of par value. The water arose through the overvaluation 
of the securities of subsidiary corporations purchased to secure control and 
of syndicate services rendered in carrying out the organization procedure. 
Courts do not insist on a more strict adherence to the law requiring that 
stock be full-paid because of the difficulty of proving declared valuations 
incorrect. When the question comes before a court, two possible rules of 
procedure may be followed. The true value rule is to the effect that in case of 
wide discrepancy between market value of property and par value of shares 
issued therefor, it is assumed that the shares are not full-paid and therefore 
the holders may be sued for difference between true property value and par 
of stock issued for it. The good faith rule assumes that the directors are 
acting in good faith unless fraud is conclusively shown. Legal evidence of 
fraud is usually difficult to prove. 


VOTING.—It is customary to give one vote to each share of stock, unless 
there is an express provision to the effect that preferred stock has no voting 
power. This gives control to the large stockholders. This also makes it 
comparatively easy for one man or a small group of men to secure control 
of a corporation, sometimes through minority ownership. In England, to 
prevent control by large stockholders, the number of votes which any one 
stockholder may cast is limited. Sometimes this is accomplished by making 
the number of votes which a stockholder may cast smaller in proportion to the 
number of shares as that number increases. Some English companies limit 
the number of votes per shareholder to a specific number, as 20 or 30. 

Cumulative voting’ is that method of voting at elections of directors by 
virtue of which a stockholder is entitled to as many votes as equal the number 
of his shares of stock multiplied by the number of directors to be elected, 
all of which votes may be cast for a single director or distributed among 
any two or more of them. 

In Pennsylvania the right to vote in this manner is given to stockholders 
by the Constitution. In Delaware, New Jersey, and New York it is permitted 
where provision therefor is contained in the certificate of incorporation. 

RULES AND FORMULAS FOR CUMULATIVE VOTING.— 

First Rule.—To ascertain how many votes a stockholder may cumulate on 
a particular number of directors, multiply the whole number of directors 
by the number of shares held and divide by the number to be cumulated on. 
This may be put in a simple algebraic formula as follows: 

First Formula.—Let d represent the whole number of directors; ’ the 
number of shares held; » the number of directors upon whom it is desired 
to cumulate votes; and « the number of votes which may be cast for each 
of such directors. 


Then, z= ee 
n 


3 Quoted in entirety from ‘‘ Where And How,” a handbook on business corporations. by 
John 8. Parker, (6th Edition). 


800 FINANCE [Sec. 16 


For example, there are 5 directors to be elected, a person holds 200 shares, 
and he desires to cumulate his votes on 2 directors. 


16 200 
abe 


Second Rule.—To determine the minimum number of shares a person must 
hold or control to elect a certain number of directors, multiply the whole 
number of shares by the number of directors it is desired to elect and divide 
by the whole number of directors plus one and add one share, disregarding 
the fraction if any. The following formula may be used: 

Second Formula.—Let s represent the whole number of shares entitled 
to vote at the election; d the whole number of directors to be elected; n the 
number of directors it is desired to elect; and « the number of shares required 
to elect n. 


= 500 


Then, z= +1 


rae 


For example, there are 1,000 shares voting; 5 directors to be elected: 
it is desired to know how many shares are needed to elect 2 directors. 


1,000 x 2 2 om 
C= Ba +1= +1 = 3343 
Disregarding the fraction, the number of shares needed is 334. 

Third Rule.—To determine how many directors a stockholder or group 
of stockholders holding a certain number of shares may elect, multiply 
the whole number of directors plus one by the number of shares held and 
divide by the whole number of shares, disregarding the fraction, if any. 
The following formula may be used: 

Third Formula.—Let s represent the whole number of shares Br eelod to 
vote at the election; d the whole number of directors to be elected; h the 
number of shares held; and z the maximum number of directors h may elect. 


hid +1) 
8 


hens 


For example, in the case supposed, of 1,000 shares voting and 5 directors 
to be elected, it is desired to know how many directors a stockholder or 
combination of stockholders holding 400 shares may surely elect. 


_ 400 (5+1) _ 2,400 
hat al OCOum ata LOOU 


and applying the second rule and formula, it being found that only 334 
shares are needed to elect 2 directors, the 66 additional shares may be cumu- 
lated on one or more other candidates. 

There are many opportunities for surprise where cumulative voting is 
allowed, and, unless careful, the holders of a majority of the stock may lose 
control of the company. Thus, in the case supposed of 1,000 shares voting 
and 5 directors to be elected, if the holders of only 376 shares should cumu- 
late their votes on 3 candidates and the holders of the remaining 624 shares 
should cast a straight vote for 5 directors, the holdings of the 376 shares 
would be successful, as they could cast 626 votes for each man on their 
ticket as against the 624 votes received by each of the majority candidates. 

VOTING BY PROXY.—WNotice of stockholders’ annual meetings are 
mailed to stockholders. Proxies are sent with the notices by means of which 
the stockholder may authorize some officer of the corporation, usually the 


=2 
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secretary, to cast his vote if the stockholder cannot attend in person. It 
is customary to request that the stockholder forward his proxy, and for 
that purpose a stamped envelope is usually sent him. The stockholder 
signs the proxy and returns it. In practice many proxies fail of return be- 
cause of the stockholders’ lack of interest. Frequently at stockholders’ 
meetings there are present the secretary and one or two other officers who 
carry out the usual formalities, elect a chairman and a secretary, make the 
usual reports, cast the votes, and carry out a program already agreed upon. 


BORROWED CAPITAL.—Borrowed capital is a popular method of 
financing, owing to the improved machinery of credit facilities. Usually 
funds secured by means of loans are cheaper than funds secured through 
stock issues, because the security is better. First-class bonds yield 4%, 5%, or 
6%. Preferred stocks yield 6%, 7%, or 8%. Common stocks yield still 
higher. When money borrowed at 5% can be made to earn a considerably 
larger return, borrowing becomes profitable. Owned capital then receives 
a higher return than when borrowing is not resorted to. In extreme in- 
stances a very large proportion of total capital is borrowed. Increasing 
accumulations of funds in hands of individuals, trustees, life insurance 
companies, and savings banks make it relatively easy to market good bonds. 
The chief disadvantage of borrowed capital is the increased risk to owners 
of capital stock, especially in case of corporations whose earnings fluctuate 
widely from year to year. It is for this reason that industrial corporations 
prefer to raise their capital through stock issues rather than bond issues. 
The general rule to follow is that capital should be borrowed only in case of 
certainty of continued ability to pay the interest thereon. In putting this 
rule into practice the lowest earnings that are possible during periods of 
industrial depression must be considered. 


SHORT-TERM SECURITIES.—Borrowed capital is divided into two 
general classes, short-term and long-term. Although the distinction be- 
tween the two is not always clear, obligations having not more than 5 years 
to run are usually regarded as short-term; securities having 20 or more 
years to run are regarded as long-term; while those running from 5 to 20 
years are classed in either group. 

Short-term securities comprise notes, acceptances, and accounts payable. 
Notes are further classified as merchandise notes, notes discounted at banks, 
and notes sold to the public. Accounts payable acceptances, and merchan- 
dise notes, comprise the principal forms of trade credit. Trade credit is 
one method of borrowing capital. It is frequently found in form of credit 
by manufacturers to wholesalers, and in turn by wholesalers to retailers. 
Note-giving is till common in certain lines of business, but in most lines goods 
are sold only on open account, use of notes being resorted to only when sales 
are made to weak concerns. 

Bank credit enables merchants to bridge over short periods of stringency 
in cash and to take advantage of cash discounts in making theie purchases. 
The custom of thus depending on banks for short-term loans is well estab- 
lished. In some lines of business, notably manufacturing, it is customary 
to sell notes through brokers, who in turn sell them to bankers. In this way 
the notes of reliable concerns become widely scattered among the banks 
of the country that have idle funds to invest. One method of avoiding an 
overissue of such notes by a concern is to have them registered by a trust 
company. A concern should avoid use of both banks and note-brokers 
simultaneously, so that in an emergency one or the other may be tvirned to 
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for aid. Bank credit may be abused by making wrong use of funds secured 
or by securing funds by means of misrepresentation of conditions. The 
three legitimate reasons for bank loans are: 


1. ‘To finance temporary shortages. 
2. To purchase additional goods. 
3. To extend additional credit to customers. 


Misuse of bank credit may take the form of financing of permanent in- 
vestments, or in securing funds by means of discounted notes which do not 
represent actual business transactions, i.e., are not based on merchandise 
purchases and sales. Accommodation indorsements, given as business favors, 
are being given up as a means of lending credit. Since such indorsements 
are given without consideration, it is probably illegal for corporations to 
give them. piers 

If a concern borrows at’ a bank.on an unsecured note, it does so on the 
basis of its general credit standing. It is often customary to back up notes 
thus discounted by collateral security. -Such collateral security may con- 
sist of stocks and bonds; merchandise, or notes and accounts receivable. 
On account of their ready marketability, stocks and bonds are favored by 
bankers. Of course, not all stocks and bonds have a ready market. It is 
not good practice to use stock of subsidiary companies as collateral, be- 
cause it usually has no active market and because the corporation which 
hypothecates it may thus lose control of the subsidiary which issued it. 
They may, however, quite properly be used as collateral for long-term bond 
issues. Merchandise may be used as collateral by hypothecating warehouse 
receipts, bills of lading, or other forms of specific liens thereon. In this 
manner great quantities of grain, livestock, and various kinds of goods in 
transit are used as collateral. When, the salability of the merchandise is 
questionable, bankers will ordinarily make advances up to, say, not over 
60%, or 70% of the face value of the draft. This is also true in case of per- 
ishable goods. Accounts receivable are not usually regarded as sound col- 
lateral by bankers. Borrowing on general credit of a company is usually 
preferable to assigning its accounts receivable. Certain concerns make a 
specialty of advancing money against assigned accounts receivable. Usually 
they make advances up to from 70% to 85% of face value of accounts as- 
signed, and charge 6% interest plus a commission of 1% or 2%. The chief 
principles underlying bank loans are four in number, as follows: 


1. Bankers should confine themselves to short-term loans. 

2. Bankers should ascertain that the funds loaned will not be so ex- 
pended that they cannot be readily converted into cash. 

3. Bankers should secure full knowledge of the internal affairs of a 
concern before making a loan. 

4. The collateral taken should consist of readily salable merchandise 
or of securities easily convertible inte cash. 


The custom of requiring detailed financial statements from customers 
is spreading, and customers of banks are coming to view this requirement 
as a just one, for in this way they, improve their credit standing. Many 
bankers insist on statements certified by public accountants because such 
statements reflect the results of wide experience. 

If notes are to be rediscounted under the requirements of the federal 
reserve system, they must conform with certain requirements, the chief 
one being that they must arise out of actual commercial transactions, Time 
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to run is also carefully regulated. Paper based on certified statements is 
given preference. 

Banks pursue certain lines of policy in regard to commercial paper. It is 
customary to clean up all loans yearly or oftener, to prevent them from 
going into permanent investments. This rule is given special emphasis 
in case of loans made to concerns engaged in seasonal business. 

Whereas notes sold to bankers usually mature within 3 to 6 months, 
notes sold to the public customarily run for from 1 to 5 years. They are 
frequently issued in series to facilitate redemption, an equal amount matur- 
ing each year; are usually issued in $1,000 and $500 denominations, although 
sometimes lower or higher than this; and are employed to secure funds in 
anticipation of issues of long-term securities or to finance undertakings which 
will produce enough revenue to redeem them at maturity. They are em- 
ployed during temporary periods of financial stress when interest rates are 
high, being refunded later on by long-term issues at lower rates of interest. 


LONG-TERM SECURITIES.—Long-term obligations usually take the 
form of a bond and mortgage. This theoretically consists of a transfer of 
title to real estate to a new owner under condition that former owner may 
redeem it by repaying the loan at maturity. The bond is his formal written 
promise to pay. In reality a mortgage is a pledge of the property as security 
for repayment of the loan, no actual transfer of ownership taking place. 
The bond and mortgage is used when the amount of loan is relatively small 
and the whole is to be secured from one party. When it is necessary to 
appeal to many persons in order to secure a large sum, bond and mortgage 
are separated, the mortgage then becoming a deed of trust. This is placed 
in the hands of a trustee, usually a trust company, which thus holds title 
to the mortgaged property and presumably acts in behalf of the bondholders. 
Sometimes, owing to the fact that the corporation selects the trustees, such 
action is not very vigorous. The deed of trust is usually a long and compli- 
cated document. The preamble sets forth the legal status of the company, 
the amount of the bond issue, the authority therefor, the text of the bond, 
and other data. The granting clause transfers the property to the trustee, 
describes his duties, and sets forth the company’s obligation as to principal 
and interest. Other clauses govern the duty of the corporation to keep the 
property in good condition, insured and free of tax liens. It provides that 
in case of defaults the trustee shall foreclose the mortgage, and gives details 
governing the duties and compensation of the trustee. 


Various special provisions are found in individual instances. Some trust 
deeds contain an after-acquired-property clause by which the mortgage is 
made to cover property acquired at a later date. This serves as additional 
protection to bondholders but may be disadvantageous to the company 
in that it may make it difficult to secure additional loans. Frequently this 
difficulty is obviated by turning the title of the newly acquired property 
over to a subsidiary company which is then able to give a first mortgage 
thereon. A closed mortgage is one under which, after the bonds under con- 
sideration are issued, no further bonds can be issued. An open-end mort- 
gage does not place a limit on the amount of bonds issuable thereunder. 
Limited open-end mortgages are a compromise between the two, the amount 
authorized exceeding the amount it is desirable to issue at first. 


CORPORATION BONDS.—Most corporation bonds are in denominations 
of $1,000 and $500, but $100 bonds are more frequent than formerly. The 
disadvantage of small denominations is the increased cost of marketing 
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them. The totals of single issues sometimes run into the hundreds of mil- 
lions, there being many issues in this country of $100,000,000 or over. 

Bonds are frequently made payable both as to principal and interest in 
gold coin. This prevents their depreciation in value as the result of fluc- 
tuations in the value of irredeemable currencies. Corporations may suffer 
losses as a result of such provision and it may occasion their bankruptcy. 

The life of bond issues is determined on various considerations. Nature 
of the business is a factor. Some issues are perpetual and many run for 100 
years or longer, especially railroad bonds. Condition of the money market 
is frequently a determining factor. 

Interest on bonds is usually paid semiannually. Interest dates vary, but 
January and July are most popular. More or less complicated problems 
arise in connection with the handling of discount and premium on bonds and 
these are closely related to the rate of interest. (For full treatment of these 
problems, see section on ‘‘Mathematics.’’) When bonds are sold at a dis- 
count, the discount becomes a burden supplementary to the nominal or 
coupon rate and should be distributed over the life of the bonds. When 
bonds are sold at a premium, the premium becomes a deduction from the 
nominal rate to be distributed over the life of the bonds. 

Bonds are registered and bearer in form. Bearer bonds are transferable 
by delivery, whereas registered bonds are transferable by assignment. It is 
customary to permit bondholders to change from one form to another. 
Registration affords safety, whereas the bearer form affords convenience. 
Frequently bonds are registered as to principal and have interest coupons 
attached. 

Security for bonds may be of one or more of the following four types: 


1. Real estate. 

2. Stocks and bonds. 

3. Movable property. 

4. General credit of the issuing company, 


Bonds secured by real estate are known as mortgage bonds. Ordinarily 
these are the most satisfactory type of security from the investor’s point of 
view, because land very often tends to increase in value and buildings are 
tangible and fairly permanent. For small corporations it is about the only 
practicable type of bond. The other types necessitate a widely distributed 
knowledge of the credit standing of the issuing concern. Mortgage bonds are 
first, second, third, ete. Most of them are first mortgage, but some companies 
have been compelled to create junior lien issues. Naturally the quality of 
first mortgage bonds of any given company is better than that of its junior 
lien mortgage bonds; consequently the interest rate on the junior liens is 
usually higher. 

In case of the best mortgage bonds the amounts of the issues do not exceed 
50% or 60% of the value of the property as conservatively appraised, and 
when a second mortgage is issued the prior and junior liens combined should 
not exceed 80% of-the property value. 

Equipment trust bonds differ from first mortgage bonds in that title to the 
equipment remains with the manufacturer, the equipment being leased to the 
user, usually a railroad company. The lessee secures title ultimately by 
completing a series of payments to the lessor. Sometimes a financing com- 
pany intervenes between lessor and lessee. This company secures title to 
the equipment by paying the manufacturer and issues a series of equipment 
trust obligations secured by the equipment. This is an excellent security and 
defaults on such bonds are practically unknown. 
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Collateral trust bonds are those secured by deposits of other securities 
with the trustee who holds the deed of trust. Usually securities of subsidiary 
companies are used for this purpose. This type of bond is often used to 
finance the purchase by one concern of the securities of another. Loans are 
secured temporarily from bankers, these being repaid from the proceeds 
of the sale of the collateral trust bonds. Railroad and public utility companies 
make frequent use of this type of security. 

Debenture bonds are those issued on the general credit of the company, 
without any specific pledged security. To successfully float an issue of this 
type, the issuing company should enjoy high credit standing. Debenture 
bonds are sometimes used as a means of obtaining funds by corporations 
having a small amount of money invested in tangible assets but a large amount 
of good-will. 

Various provisions are inserted in debenture bonds to give them a better 
credit standing than would otherwise be the case. One of these is to provide 
that in case of any default in interest payment, the principal shall at once 
fall due. Sometimes the owners are given a preferred charge upon property 
and income over owners of subsequent issues of debentures or certain other 
obligations. 

Income bonds are secured as to principal, usually by mortgage, but the 
only claim for interest rests upon the existence of sufficient excess earnings 
over prior claims from which to make payment of the interest. This unsatis- 
factory form of bond usually results from the scaling down of creditors’ 
claims in reorganization proceedings, the junior bondholders being compelled 
to accept income bonds in place of their former holdings. Sometimes the com- 
mon stockholders, by manipulating the accounts, manage to defer payment ot 
interest on income bonds longer than necessary. 

Convertible bonds are those which possess the privilege of conversion 
into some form of security on some predetermined basis. Usually the 
security into which bonds may be converted is common stock. The con- 
version privilege adds a speculative element to the bond which possesses 
it. If the privilege is valuable, the bonds sell on a basis higher than is 
justified by their purely investment merits. The value of the conversion 
depends upon the likelihood that its exercise will become profitable. Issuance 
of convertible bonds is usually a concession made by the issuing company 
because of unfavorable money market conditions. The New York Central 
Railroad Co. in 1915 issued $100,000,000 of 20-year 6% convertible deben- 
tures, convertible into capital stock of the company at any time prior to 
May 1, 1925, at 105. This means that $105 par value of the bonds is con- 
vertible into one share of $100 par value of stock. After the conversion priv- 
ilege expires, the bonds sell on a purely investment basis. 


REPAYMENT OF BONDED INDEBTEDNESS. —Provision should be 
made in advance of the issuance of bonds for their repayment when due. 
Investors demand this measure of safety. Theoretically a sinking fund 
which accumulates by the process of periodic instalments and the accretions 
of compound interest until at maturity of the bond issue it is just sufficient 
to pay off the bonds, is the ideal method. (For principles governing growth 
of sinking fund, see section on ‘‘Mathematics.’’) The various plans used in 
practice are usually more or less radical variations from such an ideal 
program, and the term sinking fund is applied tw practically any plan which 
provides a definite arrangement for the repayment of long-term indebtedness, 
The actual provision for repayment of a debt is known as its amortization. 
Some of the ~ariations in plans are as follows. The debtor may set aside 
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fixed sums in the hands of a trustee, annually or semiannually, which the 
trustee invests, being governed by such general rules as may have been 
agreed upon. Instead of placing these funds in the hands of a trustee, the 
debtor may administer them itself. Also instead of investing the funds to 
accumulate until the issue matures, they may be used to repurchase out- 
standing bonds. Frequently bonds are issued in series, a given amount 
falling due each year. In business it is no longer customary to establish 
sinking funds to accumulate to the amount of the bond issue at maturity. 
Either more or less continuous repurchase of outstanding bonds or the issue 
of serial bonds is now the custom. Usually when bonds are repurchased 
they are kept alive and interest payments are continued. This forms a 
kind of sinking fund. Sometimes, however, the bonds are canceled, in which 
case the effect is approximately that secured by serial maturities. 

Under the formal sinking fund plan the trustee sometimes invests the 
funds with a view to his own advantage and he sometimes makes poor invest- 
ments. If high-class securities only are purchased, the rate of return is low. 
In practice sinking funds rarely meet expectations. The process of investing 
and reinvesting funds occasions much idle money. For these reasons re- 
demption of portions of the outstanding issue has become the most popular 
plan of amortization, which leads to a choice of two methods, viz., (1) serial 
maturities, and (2) the regular setting aside of the fixed amounts for the 
redemption of bonds. Serial maturities are preferable for short-term issues; 
redemption is preferable for long-term issues. W. H. Lough‘ suggests that 
the best device for amortizing long-term issues is to establish a sinking fund 
and invest it solely in bonds of the issue outstanding. He lists the follow- 
ing advantages of this plan: 


1. Danger of losing money is avoided when a corporation invests in 
its own bonds. 

2. The interest earned is at the same rate as is yielded by the market 
price of the bonds being amortized. 

3. Repurchase of the bonds tends to maintain their market price, 
and thus to sustain the corporation’s credit. 

4. The burden on the corporation is equally distributed over the life 
of the bond issue. By keeping the bonds alive the corporation pays 
out the same amount of interest each year. If interest payments on 
the bonds thus held are added to the sinking fund, an increasing amount 
is redeemed each year, but the actual burden remains constant from 
year to year. 


When a call price is specified in the bond, the corporation has the right 
to redeem at that price, having first met requirements as to notice. Bonds 
are frequently made callable at interest dates on, say, 60 days’ notice, and 
at premiums ranging from a fraction of 1% to 10% or 15%. Such bonds 
are preferably made callable by lot to avoid discrimination against holders. 
Payment of redemption premiums may be avoided by adopting serial bonds. 


TRADING ON THE EQUITY.—This phrase, borrowed from English 
financial terminology, refers to the practice of increasing the profits by bor- 
rowing funds at rates of interest lower than the rate of profit which can be 
earned by the use of the funds in the business of the borrower. If a manu- 
facturer can make 15% in his business, he increases his profits when he bor- 
rows at 6%. ‘There are limits, however, beyond which it is dangerous to 


4 Business Finance, pp."165-166, 
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carry this policy. If in a year of depression he ‘can earn only 4% on his in- 
vested capital, he earns less for himself than if he had not borrowed, because 
ee is compelled to pay a higher rate than this on the part borrowed. 

Illustration.»—A manufacturer in good years makes 15% on his capital 
of $20,000. His affairs at end of first fiscal year are as follows: 


Personal capital invested................ $20,000 
Percentage earned on capital............ 15% 
VECO OUCH Dba sett rcay ete ene tie ee $ 3,000 
After borrowing, his annual statement is: 

Personal capital invested................ $20,000 
Borrowed capital invested............... 20,000 

ova lecamlpal ener ecteren crs oyetcrn etenays $40, 000 
Percentage earned on capital............ 15% 
MRotalerehuriTrom Capital. os. ere ee sisi pec $6,000 
87 OUEDOLLOW eG CADItale 4.0.44 se mitienes 1,600 
Return on personal capital.............. $4,400 


By borrowing at 8%, the manufacturer’s return on his own investment 
is increased from 15% to 22%. 

If in a bad year, with borrowed capital as above, he can earn only 5% on 
his own investment, his statement is as follows: 


Personal capital invested... 2. ..« «n)1s1e6 216.8 $20,000 
Borrowed capital invested..............- 20,000 

AT OCA] MreN ee te lac oe airereroyin s4 oierate 18 els emer $40, 000 
Percentage earned on capital............ 5% 
MOtaereoUrnONNCa DLL ee itera -ueanieyara cous $2,000 
8% on borrowed'capital................. 1,600 
Return on personal capital.............. $400 


This is only 2% on the manufacturer’s own investment, whereas he would 
have earned 5%, or $1,000, had he not borrowed. The lender is thus pro- 
tected in the bad year by the proprietor’s equity. In corporations the 
common stockholder is the trader on the equity, making large profits in 
good years and sacrificing income in bad years. 

A corporation disburses its gross income as operating expenses, interest, 
and dividends. In the income statement, net income is the first significant 
figure. Its amount and fluctuations depend on amount and range of fluc- 
tuations in gross income in relation to amount and range of fluctuation of 
the percentage of gross income used in operating expenses. This is the 
business risk, being dependent on managerial ability, etc. The next sig- 
nificant figure is surplus, being the one from which dividends are paid. It 
depends on changes in net earnings in relation to interest costs. This is the 
financial risk. 


PRINCIPLES OF CAPITALIZATION.—The word capitalization as used 
in law refers to the total par value of a corporation’s authorized capital 
stock. In the popular sense it refers to par value of secuurity isses, both 


5 Taken from Lyon’s Corporation Finance, Part I, pp. 51-52. 
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stocks and bonds, outstanding at a given time. The word capital refers to 
the actual value of the investment, or net worth. Theoretically when a 
corporation begins business its capital stock plus any paid-in surplus is 
supposed to be a fair index of values, but this is not always true. After 
operations begin the net worth changes constantly, the result being re- 
flected in periodical adjustments of surplus. Net worth, as represented in 
book figures, is at best an awkward measure of value. Values change con- 
stantly, whereas book figures representative of values are adjusted only at 
intervals and then perhaps on an arbitrary basis. Also, the criteria of value 
are difficult to limit and define. Three bases of value of interest to account- 
ants are cost, cost to reproduce, and earning power. Cost plays such a large 
part in accounting that it is sometimes mistaken for value, with which it is 
rarely equivalent in any given instance. Cost to reproduce is frequently 
more nearly the equivalent of value, yet there are sometimes elements of 
intangible value adhering to used property which would be neglected by 
using this as an exclusive criterion of value. This takes the form of good- 
will, system, harmonious operation, etc. Earning power as a valuation 
basis considers both tangible and intangible factors. Merely to consider 
current earnings is insufficient. Potential future earnings are a factor. 

For most accounting purposes the accepted basis of value is invest- 
ment. Inaccuracies resulting from the use of this basis are usually disre- 
garded until conversion of the property through sale or otherwise makes 
necessary an adjustment of book values. Sometimes appraisals show such 
material discrepancies between book values and present values that the 
differences are adjusted through capital surplus, but all such changes should 
be made in a conservative way. 

When, as is the policy of most small corporations, stocks and bonds are 
issued on a basis which causes par value to correspond as closely as possible 
to actual value, capital stock and net worth are practically equivalent. 
The agreement which thus exists between capital stock and investment 
disappears after profits or losses from operations occur. In case of most 
large corporations such agreement between capital stock and investment 
at the beginning rarely exists, most corporations starting with a burden of 
watered stock. In some cases the discrepancy is great. 

Initial capitalization legitimately covers not only cost of tangible assets, 
but also certain intangible elements in form of promotion, engineering, and 
developmental expenses. Frequently these are capitalized in a single account, 
such as Organization Expenses or Deferred Ixpenses. Ultimately, depend- 
ing on the nature of the items and the policy of the management, these are 
either written off or are permanently capitalized. Interest during construc- 
ion is usually permanently capitalized. 

Where capitalization is based on earning power it usually bears little 
relationship to tangible values, and frequently is not even based on a carefully 
considered plan. In case of railroads and public utility companies, stocks 
yielding 6% or 7% sell around par, but industrial stocks, to sell near par, 
must ordinarily yield a somewhat higher return. Many corporations whose 
earnings have been large have adjusted their assets to agree, later to find 
themselves unable to pay dividends on their increased capital stock. The 
objection to attempting to capitalize on the basis of earnings is the difficulty 
involved in estimating future earnings. This is especially true of industrial 
corporations. The following table shows the percentage of earnings of a 
number of industrial consolidations as related to earnings of the subsidiary 
companies before consolidation took place. 


Sec 16] CAPITAL FINANCING 809 


Mount Vernon-Woodberry Cotton Duck Co.........-- 166% 
NationaliSalt (0.400; » act bie cee Beh «ers rare Beh op 134 . 
New England Cotton Yarn Co.........--++eeereeeees 98 
International Cotton Mills Corp..........-.500++eee0- 56 

. United States Ship Building Co.......-.-+-++++++eee- 56 
United States Realty & Construction Co........-..--- 50 
Asphalt Co. of America.......-.5:62ee ects ener eneeee 40 
Asnerican Malting COsstaaeg so one oe cele cles 3 oni aie 31 
American Bicycle Co...5..00 cc eset beeen tenet e ne ces 24 


Good-Will is frequently an important factor in capitalization. (For full 
treatment of the subject see section on “Good-Will.”’) Valuation of good- 
will must not be made on an arbitrary basis. Before capitalizing good-will 
‘its permanency should be considered. This is a factor which varies greatly 
in different businesses. 

For discussion of surplus in its relation to capitalization see section or 
“Net Income and Surplus.” 


THE FINANCIAL PLAN.—Every corporation should pursue a systematic 
plan of financing its activities. This involves the exercise of discrimination 
in the selection of types of securities and the use of judgment in fixing their 
relative proportions. The familiar forms of securities should be adhered to 
as they are more easily marketed and their legal status is fixed. The general 
financial condition at time securities are marketed is an important factor to 
be considered in selecting the type of security. Issues which under normal 
conditions are readily marketed, may slump when conditions are unfavor- 
able. Attention should be given to the desires of prospective investors. 
At the same time the requirements of the company must be kept in mind; 
and this may make necessary the rejection of a form of security which is 
otherwise desirable. This involves the consideration of the outstanding 
securities in relation to assets and to earnings. Failure to observe the prin- 
ciple results in the incurrence of indebtedness which the company is not able 


to liquidate, or else capital is secured at an excessive cost. 


RELATIVE PROPORTIONS OF SECURITY ISSUES.—In certain types 
of enterprise it is necessary to secure a considerable part of capital by means of 
bond issues if the common stockholders are to receive a sufficiently high 
dividend to make their investment attractive. This applies especially to the 
public utilities in which earnings are low but relatively stable. Under such 
circumstances it may be an injustice to common stockholders to expect them 
to supply all funds required for capital financing. 

As to the issuance of funded obligations, the rule should be followed that 
income of the company at its minimum must be sufficient to cover fixed 
charges including interest and sinking fund payments, and also leave a reason- 
ably large margin in addition. 

Prudence requires that corporate income under all conditions be adequate 
to meet contingent liabilities, such as may arise through guaranty of bonds 
of other companies. Good faith requires that in connection with the issue 
of common stock there be reasonable certainty that there will be an increasing 
return on such stocks. In brief, estimates of future earnings should not be 
mere optimistic guesses but should be based on careful analysis. 

In addition to proper relative proportions of assets inter se, their relation- 
ship to the liabilities should receive consideration. Assets usually fall into 
three natural divisions: fixed, current, and intangible. The relationship 
between these is as follows: 
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Actual value, not mere book value, of fixed assets should exceed at least 
25% to 50% outstanding bonded obligations. 

Actual value of fixed assets, plus value of net current assets (after deducting 
current liabilities) should equal, and generally exceed, all outstanding con- 
tingent obligations—preferred stock, income bonds, etc. 

Actual value of tangible assets plus value of intangible assets should equal 
or exceed all outstanding obligations, such as bonds, and preferred and com- 
mon stock. 

Common stock, when found in connection with preferred stock, ordinarily 
represents the capitalization of intangible values, whereas bonds and pre- 
ferred stock ordinarily represent the full value of tangible assets. Frequently 
intangible values back of common stock are shown in a Good-Will or other 
account. Usually no direct correlation between classes of assets and classes _ 
of securities can be discovered, although a measure of relationship may in 
reality exist. 


ILLUSTRATION OF A FINANCIAL PLAN.—The financing of a short 
railroad involves the investment in construction work, including terminals, 
of about $4,183,000. It is estimated that two years after date of opening the 
road to operations gross earnings will be $2,018,000. Operating expenses 
are estimated at about 65%, or $1,300,000, and taxes and insurance at 
$80,000, a total expense of $1,380,000. Thisleaves an estimated net revenue 
of $638,000 to pay fixed charges and provide surplus. It is estimated that 
there will be a deficit of about $100,000 during first 2 years of operation. 
Equipment is estimated to cost $1,650,000 and the working capital to amount 
to $500,000. Total capital required is: 


Costrol constructions aaa eileen oe $4,183,000 
Costiofirequipment! :s kk. (eis whee ae ieee 1,650,000 
Loss first 2 years of:operation.)<..22 i. bch elo. 100,000 
Working capitalsict... .ARRieita.ee 2 Sneek oe 500, 000 

$6,433 , 000 


Some capital required for earlier stages of construction is tied up without 
any income to pay interest on it, until operations begin. One plan of taking 
care of this expense is to form a construction company to build the road and 
furnish all other required property and cash. This company should be 
prepared to hand over to the railroad company $600,000 in cash, the sum 
required to provide working capital and to cover loss on first 2 years’ opera- 
tion. Construction company should also pay interest, taxes, insurance, 
etc., up to time property is handed over to railroad company. In exchange 
for the railroad and cash the railroad company will then turn over all its 
securities to construction company, from sale of which construction company 
will derive its profit. The promoters of the railroad will be the organizers 
of the construction company. 

On basis of normal earnings of $638,000 the éompany might be capitalized 
as in the following table. 

This leaves a balance of $58,000 a year for contingencies out of income for 
first 10 years. 

Common stock required for bonuses to purchasers of first mortgage bonds 
and preferred stock is $1,100,000. For their own remuneration and to retain 
control of the company the promoters issue $4,000,000 common stock to 
the construction company, which, under above estimates, leaves $2,900,000 
common stock for themselves. 
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Wohinat Cash Fixed and 
elas Receipts to Contingent 
Corporation Charges 
5 % first mortgage bonds on all 
property, exclusive of equipment, 
to be disposed of at 90 with a 
bonus of 2 shares of common ; 
stock to each $1,000 bond...... $4,000,000 $3,600,000 $220,000 
6% 10-yr. serial equipment notes. . 1,500,000 1,500,000 90,000 
Annual payment during Ist 10 years 
of operation to retire above notes 150,000 
8% cumulative stock to be disposed 
of at 90, with a bonus of 1 share 
of common to each 5 shares of 
Prelerned wmncee ae wat eae so elec: 1,500,000 1,350,000 120,000 


$7,000,000 $6,450,000 $580, 000 


During first 10 years common stock could not expect to receive dividends 
$150,000 of serial notes is to be retired each year. Interest on that amount 
each year should be added to the balance available for contingencies. At 
the end of 10 years there will be no interest to pay on the notes and annual 
payments on the principal will cease. Therefore $298,000, less any reserve 
or payments for contingencies, may then be paid as dividends on common 
stock. ; 

Note that first mortgage bonds are approximately equal in amount to 
actual cost of mortgaged property, not a very conservative arrangement, but 
rather common in railroad finance. Preferred stock is equal to more than 
remaining value of tangible assets, being partly offset by good-will. Common 
stock is offset only by good-will and prospective earning power. The amounts 
of the different classes of securities have been determined rather on the basis 
of earnings than of asset values. 


FINANCIAL PLAN FOR CORPORATE COMBINATIONS.—Combina- 
tions may be divided into two classes. Vertical combinations are those in 
which joint control is established over two or more concerns having buying 
and selling relations. Horizontal combinations are those in which joint con- 
trol is established over two or more concerns having competitive relations. 
Vertical combinations are frequent between producers of raw materials and 
those who consume these materials in manufacture. The U. S. Stee! Corp. 
is an illustration, carrying on the whole process of mining, manufacture, and 
selling. Promotion is not a distinct process where one concern purchases & 
controlling interest in others, but it is where a new concern is established to 
take over previously existing concerns. Although combinations are most 
important in the field of manufacturing, there are numerous instances of it 
in trading concerns and in the theatrical and moving picture field. Combina- 
tions among banks are also frequent. Also among public utilities—gas and 
electric light and power companies, water works, etc. Cities Service Co. 
owns or controls over 100 subsidiary companies. Following are notes of the 
meeting at which the early plans for the United States Starch combination 
were arranged. 
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Mermoranpum or Meeting held in the office of Charles R. Flint, June 30, at 10 a.m. 

Present: Messrs. Flint, Auerbach, T. P. Kingsford, Higgins, Duryea, Morton and Allen. 

It is agreed to organize the United States Starch Company with a capital of $2,500,000 
preferred 6% cumulative stock and $3,500,000 common stock. And that the former shall 
be held in trust by the United States Mortgage and Trust Company, and issued later 
through bankers to be provided by Mr. Flint. The common stock shall also be held in 
trust for the owners for such a time as they may elect. 

It is agreed and understood that the vendors shall receive $950,000 in: cash, $1,550,000 
preferred stock, and $3,000,000 in common stock, for their plants and inventories, to be 
provided for as follows: 

First, a loan shall be made by the United States Mortgage and Trust Company for 
$950,000 for nine months, same to be paid from the proceeds of the sale of an equal amount 
of preferred stock to be issued at such time as in the judgment of the Directors may be 
proper. The proceeds of this loan to be used as follows: 


ompaye amestordeet cineca er een. Waar eee $400 , 000 
gene VLOrbomnc tr et ee ni ee ca meee tere cents 175,000 
OO ae BUEN Eohigel Ya ina ae trond ROP ERE PA wheerioh 2 Ine tenet atts ates rt ce 350,000 
ab eh ok ITY C8 Sees op.toc en e  ensas A RE ee ee 25,000 

CLOG AD ce serayo sre eavautna eh orrencae RN ee ge conaetre te totie ates os $950,000 


Second, in addition to the cash paid as above, preferred stock shall be assigned to the 
vendors as follows: 


ingstord yee ee area ee ee $1,100,000 on plant and inventory 
INORG Orin arpeesne a Atenas 125,000 ‘ plant 
DUYVES teaser ena ecto eee 100,000 “ inventory 
SAAC eticee Eee * 75,000 “ plant 
Graves ath Br Tet CAE ets. See 100,000 ‘‘ inventory 
SY oR Raina SAE ee 50,000 ‘ plant 
TP OGM a str sce snare ee eke ion $1,550,000 


which shall be held in trust by the United States Mortgage and Trust Company for account 
of the owners until the time of issue. 

$3,000,000 of common stock is to be issued to the vendors in part payment of real and 
personal property turned over to the new company, as follows: 


Kin gSlorGndite. sated Beater eee ae: Baers eee $2,422,500 
i Ror oalea ce emee Ree mE emer eee cher ters more inion eee te Mee ae 255,000 
DUTY C2 oe age resehNavisaiche SHAS eve TAL TRC RE CI Te a 322,500 

otalyga ATA Sst A ON. SEE Oe cea oe Se ee ee aS $3,000, 000 


Included in the property turned over by the vendors, it is estimated that there will be 
about $750,000 of quick assets, consisting of grain, package materials, and starch manufac- 
tured and in process. 

$500,000 in common stock shall be paid to cover the entire costs of promoting the com- 
pany, including the charter, the organization, the commission paid in stock for securing the 
loan, the fee of the bankers who issue the preferred. 


Comin on stockasOnyenc OLS i Rien nei ne aera eee $3,000,000 
Commonistock toipromoterss ays penitence an tenn 500,000 
Total ree Ape) rane ia Sales ery UE af $3, 500,000 


ILLUSTRATION OF PLAN FOR A SMALL COMBINATION.—The 
Western Manufacturing Co. was organized to manufacture patented special- 
ties. Its capital stock was $150,000. First mortgage bonds were issued 
for $25,000. $100,000 capital stock was given for patents, and $50,000 was 
given to a promoter for selling the bonds at par. The $25,000 received for 
the bonds represented total cash actually invested. 

It was found that the business could not thrive with the few specialties it 
controlled, and other specialties were added. As a result, practically all 
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profits earned from year to year were spent securing and developing new 
patents. After 5 or 6 years the output became satisfactory. Then a depres- 
sion wiped out the company’s business and cut profits to zero. A recovery 
has occurred and profits are now about $20,000 yearly. The business has 
changed considerably in character and is established on a reasonably sound 
basis. The company, however, is handicapped by its location which is not 
favorable for its business. 

A few miles away is located the Western Machinery Co., a related but not 
competitive business, owned by James Smith. His plant is worth $60,000 
and net earnings are $6,500. In the neighborhood there is also the plant of 
a concern which went bankrupt some years ago. It has been closed over 
three years. In their run-down condition the building and other assets are 
worth over $100,000 but can be bought for much less. 

The proposed plan is to combine these three plants under the name and 
charter of the first-named company. Smith will remain for a short time with 
the new organization and then retire. Itis proposed to capitalize the Western 
Machinery Co. as follows: 


Issued at 
Authorized Time of 

Issue Combination 
GU whist Mmorteave DONS! ye iler love lolsts oles efoleryelel= $500, 000 $150,000 
6% cumulative preferred stock.............++. 250,000 186, 000 
Gomnrvon- stock see eee acu betes ial fokgsiaher ates 250,000 250,000 


It is proposed to distribute the securities of the reorganized company as 
follows: 


Preferred Common 
Bonds Stock Stock 
Western Machinery Co............... $ 30,000 $100, 000 $250,000 
USNC Ss OINIG Ir ee epee rei iace male. clone (eran 20,000 
Owners of abandoned plant........... 20,000 40,000 
Mor bersOld: LOND UDWC, ss cusinie) ae oes clears 100,000 20, 000, 


$150,000 $180, 000 $250,000 


It is anticipated that the bonds, with a 20% bonus of preferred stock, can 
be sold to an underwriting syndicate at par. The syndicate can probably 
dispose of the bonds alone at par, its selling expenses and profits being covered 
by the preferred stock bonus. The company will realize $100,000 cash. 

The financial plan also provides that Smith shall receive in addition to 
$20,000 preferred, $30,000 cash, leaving $70,000 cash to rehabilitate the 
abandoned plant and for working capital. 

It also provides that when earnings on preferred amount to 12%, the 70% 
of preferred remaining unissued at time of organization shall be distributed 
as a bonus in agreed proportion among owners of the three plants entering 
the combine. 

Net profits are estimated to average at least $60,000, or about three times 
interest and preferred dividend requirements at the outset. 

An independent analysis and criticism of the foregoing plan shows that 
earnings of proposed combination appear to be loosely estimated, and that 
a much more thorough investigation of probable markets for products, of 
selling expenses, and of actual expenditures required to build up an efficient 
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working organization in the abandoned plant, would be demanded by careful 
investors. Unless it can be shown as a reasonable certainty that earnings will 
average $60,000 or more, there will be no advantage to the Western Machinery 
Co. in carrying through the combination. Its plantis the only one earning large 
profits. Although the Western Machinery Co. could advantageously use en- 
larged facilities, it may be asked whetber a small bond or preferred stock issue 
based upon its own assets would not provide needed additional facilities with 
less risk. Under the plan proposed this company assumes most of the risk, 
contributes its own profits to the payment of interest and dividends, and must 
rely on its ability to develop new business for the other two plants. The most 
successful of the three companies would have to give up the certainty of con- 
tinued satisfactory profits for the uncertainty of developing a new enterprise. 
The wisdom of combining = successful going concern with an unsuccessful one 
may always be questioned. It may be better for the successful concern to 
raise cash on its own credit and purchase outright the assets of the unsuccess- 
ful one. The above plan was abandoned for these reasons. 


Application of Funds 


FIXED AND WORKING CAPITAL.—Money expended on permanent 
investments such as plant, machinery, and other equipment to be used as 
instruments in forwarding production or service, constitutes fixed capital. 
Money invested in raw materials, goods in process, finished goods, salable 
securities, and accounts receivable, as well as cash, constitutes working 
capital. Working capital represents a flow of goods, certain parts thereoi 
being constantly converted into cash, and cash being as constantly converted 
into other forms of working capital. Working capital is sometimes termed 
revolving capital. To determine net working capital it is necessary to deduct 
from total working capital or working assets the current liabilities. Instead 
of the term current liabilities, sometimes the term quick liabilities is used. 
These are usually composed of bank loans and accounts payable. 

Fixed assets and a great part of permanent current assets should be coy- 
ered by stockholders’ investments and long-term bonds. Current liabilities 
should be carried chiefly to finance seasonal requirements of current funds. 

It is more difficult to determine working capital requirements than fixed 
capital requirements. The working capital supplied must be sufficient to 
provide the requirements of all normal processes—purchase of materials and 
supplies, production of finished goods, selling costs, and the cost of delay in 
securing payment for the product. Certain unavoidable losses and various 
miscellaneous expenses are liable to be underestimated or entirely overlooked. 
Since quantity of working capital usually bears a more or less definite pro- 
portion to quantity of fixed assets, construction of plant additions involves 
also the need of increased working capital. Failure to provide sufficient 
working capital has been a prolific source of financial embarrassment and 
insolvency. Frequently concerns enjoying a period of prosperity create 
trouble for themselves by failure to reserve sufficient liquid assets to meet 
liabilities which have increased as a natural result of such prosperity. 


ESTIMATING FIXED CAPITAL REQUIREMENTS.—Under favorable 
conditions this is much less difficult than is ordinarily the case with working 
assets. In constructing new plant the cost of many kinds of fixed assets 
can be based on carefully laid plans. Nevertheless change of plans after 
construction is begun, and frequently after operations are under way, requires 
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additional amounts of capital for purchase of fixed assets. Ambitious mana- 
gers often start various new activities of a costly character. These may be 
summarized under the following heads: 


1. Extensions of original plant. 

2. Increased or changed equipment. 
3. Operation of side issues. 

4. Investment in other concerns. 


In considering relative proportions of fixed and working capital, the mistake 
may be made of providing all fixed capital requirements and using whatever 
is left, without much regard to its amount, as working capital. Adequate 
working capital is just as essential as adequate fixed capital, and the latter 
is useless unless business, to the upbuilding of which working capital is essen- 
tial, can be secured. The problem depends largely on the type of undertaking. 
In case of a projected hydroelectric company which is to construct a power 
plant for delivery of current for which contracts have already been secured, 
payments to be made therefor on a monthly basis, fixed capital can be esti- 
mated closely and not much working capital will be required. Quite the 
opposite situation presents itself in case of a company incorporated to produce 
and sell a patented device. Two important functions are involved—pro- 
duction and selling. Instead of experimenting with costly manufacturing 
processes, it is preferable to have had the manufacturing done at first by a 
manufacturer already equipped for the work, and to devote available capital 
to building up a selling organization and developing the sales field. These 
problems solved, the construction of a plant should be considered. In this 
way the tying up of capital is avoided until it can be done with assurance of 
ability to use the products when the factory is finished. 


ESTIMATING WORKING CAPITAL.—The factors to be considered in 
estimating working capital requirements for a manufacturing business are: 


. Amount and cost of raw material. 

Labor cost. 

Overhead. 

Length of time occupied by manufacturing process. 

Rate of turnover. 

Terms of purchase and sale. 

. Ease with which various kinds of working assets may be converted 
into cash. 

8. Seasonal variations. 


BC OT 


Working capital, being the excess of current assets over current liabilities, 
xoust vary in relation to other balance sheet items in accordance with the 
nature of the business. Proportion of current assets to current liabilities in 
manufacturing industry should not, as a rule, be less than 100 to 75, or 100 
to 80. 

The working capital ratio is the relation of current assets to current lia- 
bilities. It is sometimes called the banker’s ratio, because it is used in judg- 
ing a business for credit purposes. It is best expressed in dollars of current 
assets per one dollar of current liabilities. 

Expansion of current assets and current liabilities on the same net working 
capital produces a lower ratio, and vice versa. 

Manufacturing costs are cumulative, beginning with the purchase of raw 
material and following through a series of processes, In some cases a great 
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amount of capital is thus tied up not to be realized for several years, as, for 
example, shipbuilding and the construction of large buildings. Usually 
construction contracts provide payment for work completed at certain 
stages after being inspected and approved. This proviso diminishes some- 
what the investment required on the part of the contractor, but does not 
avoid the necessity of investing large sums. 

Time is an important factor in determining working capital requirements, 
especially where a seasoning period is necessary, as in suburban real estate 
developments and in the hide and lumber businesses. Ordinarily payments 
cannot be secured in advance of delivery of finished product. These condi- 
tions necessitate the more or less constant impounding of large sums of 
working capital. 

Variations in market prices so frequently upset calculations based on 
current or past prices that additional working capital should be provided 
to meet emergencies of this kind. In 1920 the leather companies suffered 
great loss on this account. Whereas the Central Leather Co.’s net profit in 
1919 was over $15,500,000, its loss in 1920 was over $21,000,000. 

Variations in demand are especially troublesome when the manufacturing 
process is lengthy, whereas in case of producers of commodities which can 
be made on short notice this is a relatively unimportant factor. These two 
types are illustrated by bread manufacture and leather manufacture, respec- 
tively. In the one case a sudden shift in demand to a commodity of a different 
quality or type can be readily met without great loss, but not in the other. 

Turnover is considered in detail elsewhere in this section, and also in the 
section on ‘‘Inventories.” It is of greater relative importance to the trader 
than to the manufacturer, but is nevertheless of real importance to the latter 
also. The reason for its greater importance to the trader is the relatively 
larger proportion of his total investment required to be kept in form of 
working assets. The tendency is to shorten terms of credit granted to retail- 
ers by wholesalers and manufacturers, which makes it increasingly difficult 
to dispose of goods thus purchased in time to use the returns in paying for 
them. The time required to dispose of goods is always indefinite and seasonal 
demands have a certain influence. It is for these reasons that large amounts 
of working capital are required in trade. 

Increasing rapidity of turnover means increasing trade per dollar of working 
capital invested. A newspaper stand selling morning and evening papers 
only has a turnover of from 500 to 700 times a year, and requires a small 
working capital. Requirements are increased when magazines and books 
are added because turnover becomes smaller. As stocks increase in size 
and cost this tendency continues. Factors which in any given case tend to 
increase turnover are timeliness and standardization of goods, also the sales 
policy. The latter should be formulated to secure quick results. Shelves 
must not become loaded with unsalable goods. In manufacturing raw mate- 
rials, goods in process, and finished goods must be kept moving. Standard- 
ization is important because it eliminates unsalable materials and reduces 
styles and varieties. It is desirable in so far as possible to avoid the manu- 
facture of articles intended merely to satisfy whims because these may be 
found unsalable at any time. There should be clean-up sales at regular 
intervals. Attention should be given to reduction of time required by the 
manufacturing process. 

Rate of turnover, in general retail stores, is sometimes from 8 to 10, but 
usually 2,3,or4. In retail shoe stores it ranges from .7 to 5.1 according to the 
Harvard Bureau of Business Research. The Bureau found the turnover in 
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many stores to be 1.8, and considers one of 2.5 a fair realizable average. 
Retail hardware stores range from .85 to 5.75, a common figure being 1.8. 
A realizable average is 2.5. Retail grocery stores range from 3.5 to 23.8. 
A common figure is 7, and 12 a standard to strive for. In the wholesale 
grocery business the range is from 2.8 to 11.6 times a year. A common 
figure is 5.7. 

Terms of purchase vary from a cash basis to various periods of credit. 
Where a cash basis is in effect, considerably more working capital is required, 
other things being equal, than where a credit period intervenes between pur- 
chase date and payment date. Sometimes purchase bills can be paid out 
of sales receipts. The tendency is to reduce the credit period by granting 
concessions in the form of cash discounts or other concessions. Six months’ 
time was formerly allowed to retailers. This was cut to 30, 60, or 90 days 
by offer of liberal discounts. To enable themselves to take advantage of 
these terms merchants began borrowing at local banks. The cash discount 
has now come to be a penalty, the wholesaler basing his calculation upon a 
cash price. This tendency has made larger working capital a necessity. 
The shorter the credit period, the larger the working capital required. 

Terms of sale influence working capital in the opposite way from terms of 
purchase. The longer the credit period, the greater the amount of working 
capital required. In the export trade to South America an interval of at 
least 5 months intervenes between date of shipment and date of receiving 
payment—1 for shipment and draft to reach destination, 3 until draft matures, 
and 1 more for payment to reach shipper in the United States. Sometimes 
the period is extended to 6 months or more. These conditions necessitate 
a large working capital. 

The instalment pian is popular in retailing certain high-priced goods, as 
pianos, books, real estate, agricultural machinery, etc. The burden of finan- 
cing such sales has frequently caused bankruptcy, so that many bankers 
discriminate against those merchants who follow the plan. In case of real 
estate payments are sometimes spread over a period of 5 or 10 years; pianos, 
3 years; furniture and agricultural machinery, 1 year. Many buyers default 
on payments, and goods are gotten back only by an expensive process and 
in more or less worn condition. At best, expense of collecting instalments 
is considerable. In case of costly articles it is customary for the seller to 
retain title until the price is paid in full. This is legally permissible in most 
states. Sales of railroad equipment are an illustration. One plan is to 
require the purchaser to give a series of notes covering the several instalments, 
in order to place the transaction on a definite basis and to enable the seller to 
secure funds by hypothecating these notes. 

Illustration of Instalment Plan.—An article sells at retail for $100. Cost 
to manufacturer or retailer is $60; selling expense is $20; overhead charges 
$10; net profit $10. 50 articles are sold during Ist month’s operation; 100 the 
2nd month; 150 the 3rd month; 200 the 4th month; 200 each month’s thereafter. 
Instalments are paid at rate of $10 a month. To simplify matters, assume 
that the whole $90 outgo is incurred when each sale is made. How much 
working capital is required to finance the stated volume of business? 

During 1st month the outgo is 50 x 90, or $4,500, and cash receipts are 
50 X $10, or $500, leaving a cash deficiency of $4,000. During 2d month 
the outgo is 100 times $90, or $9,000, while receipts are $500 covering sales 
made during 1st month, plus $1,000 for sales during 2d month, making a 
total of $5,000; leaving a cash deficiency of $7,500. In tabular form these 
calculations are as follows: 
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Cash Accumu- 
Outgo Receipts Deficiency lating 

for Month Deficiency 

lista Ont hia seietee ree $ 4,500 $ 500. $ 4,000 $ 4,000 
2nd ee typ tans “rn shas 9,000 1,500 7,500 11,500 
3rd i iri beater, Ne 13,500 3,000 10,500 22,000 
4th dN wheelie RRS chee 18, 000 5,000 13,000 35,000 
5th a Nc, eee 18,000 7,000 11,000 46, 000 
6th OS IR nd etal cdi 18,000 9,000 9,000 55, OOL 
7th BAe weee eres 18,000 11,000 7,000 62,000 
8th Eek wh met 18,000 13,000 5,000 67 , 000 
9th Shean St ant oR 18,000 15,000 3,000 70,000 
10th Kk (sete 18,000 17,000 1,000 71,000 
11th ale cats ee aretha 18,000 18,500 500* 70,500 
12th SEE Ae cate BS COOG) 19,500 1,500* 69,000 


* Excess receipts. 


If the seller does all of his own financing, he must have at its maximum a 
working capital of $71,000. These figures emphasize the principle taat 
during periods of rapidly increasing business cash receipts do not keep 
pace with volume of sales and outgo. The first stage in building up an instal- 
ment business is a stage of heavy investing. There are three ways of shifting 
a portion of the financial burden of building up an instalment business to 
financial agencies: 


1. By securing a heavy line of credit from the bank on the strength of 
general showing of profits and accumulating assets in form of ac- 
counts receivable. 

2. By securing notes from purchasers as indicated above, and discounting 
them. 

3. By arranging with a financial company to purchase the instalment 
accounts or notes receivable, or by securing advances on the basis 
of these notes or accounts when used as collateral. 


LIQUIDITY OF ASSETS.—Cash must always be distinguished from other 
quick assets, such as accounts and notes receivable having early maturity 
dates, as well as salable merchandise, although some of these may be regarded 
as being very mearly the equivalent of cash. All items convertible into cash 
only after a consilerable time are in a different category; the more easily 
current assets are convertible into cash, the less need be the proportion of 
current assets to current liabilities, hence the less need of working capital. 
The only method of increasing the liquidity of stocks of merchandise is by 
exercising care to buy only those that are readily salable. 

Finance corporations discount instalment and commercial accounts receiv- 
able, thus aiding merchants to convert them into cash before maturity. 
These corporations operate in two distinct fields and are divisible into two 
groups. One group makes advances against instalment accounts. The 
other makes advances against commercial accounts receivable. On instal- 
ment accounts these finance corporations advance from 60% to 65%; on 
commercial accounts, from 75% to 80% of face value. Sometimes a fixed 
time of credit is granted against which the borrower maintains the required 
amount of collateral, paid and bad accounts being constantly replaced by 
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new ones. On the other hand, the loans may be in blocks, each being based 
on a new group of accounts and being regarded as a distinct transaction. 
Seasonal variations are a serious handicap in some lines, such for example, 
as the manufacture of rubber shoes, agricultural implements, and sporting 
goods. This necessitates either accumulation of large stocks of raw materials 
during the remainder of the year to meet requirements of the busy season, 
or the purchase of large stocks of raw material at a given season to be gradually 
used up during remainder of the year. This requires periodic tying up of 
working assets. The usual method of handling this situation is to secure 
larger bank loans to meet the peak load, then pay them off as the goods are 
sold. But this dependence on banks is unsafe practice; loans or renewals of 
loans are sometimes refused. One solution is to carry a larger permanent 
working capital, investing the surplus not required during the off-season in 


securities which can be easily liquidated, such as short-term notes. These 
do not fluctuate much in value and may be bought in any quantity desired. 


Promotion 


DEFINITION.—Promotion consists in raising required capital for launch- 
ing an enterprise by selling securities, and in making the necessary preliminary 
arrangements for such sale of securities. The promoter is the man who per- 
forms the work of bringing capital and enterprise together. Promotion con- 
sists of three stages: 

1. Making a preliminary investigation of all aspects of the proposed 
enterprise. 

9. Assembling the enterprise—organizing a plan, securing options, 
securing a charter, etc. 

3. Financing the concern, which consists in the actual selling of secur- 
ities. 

INVESTIGATIONS.— Upon the thoroughness and accuracy of the investi- 
gations the future success or failure of the enterprise is largely dependent. 
Investor and promoter are equally interested in the investigation. In case 
of reorganizations or consolidations of old concerns, certain parts of the 
investigation may be omitted. Too frequently all parts are done carelessly, 
resulting in costly miscalculations. Most uncertainties can be eliminated by 
a careful preliminary investigation. Investigation covers an infinite range 
of variations, embracing such unlike subjects as social and political conditions 
on the one hand, and technical engineering and construction problems on the 
other. Large reports contain from 50,000 to 200,000 words of concise, boiléd 
down information. In a paper entitled ‘Initial Financing of an Enterprise,” 
E. K. Chapman, president of the Hudson Trust Co. of New York City, lists 
the following points to be covered in investigating the desirability of pro- 
moting a manufacturing corporation which is to take over either tangible 
property or such intangible assets as patents, copyrights, and good-will: 

1. Validity of the patents, copyrights, and other titles and rights, or 
the soundness of the claim of good-will. 

2. Strength and dangers of present and potential competition. 

3. Likelihood of securing for the new'company proper grade of mana- 
gerial talent. 

4. Sufficiency of ‘capital and dependable resources. Enough capital 
should be provided to afford a margin to meet emergencies and cover 
losses and expenses of ‘the experimental stage. A second application 
for capital should be avoided. 
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5. Par of capital shares should be low if an appeal is to be made to 
smail investors, and in any case not over $100. 

6. Contract between corporation and promoter. Promoter should be 
reimbursed in cash for his actual cash expenditures; for his services he 
should be paid in stock of the company promoted. 

7. Necessity of investing a large sum of capital in constructing a plant 
for manufacturing proposed product. It may be less risky to have the 
product manufactured under contract by outsiders or by assembling the 
parts which have been purchased or manufactured under contract. 

8. Probability of securing capital from men with experience in similar 
lines of business or with special information. 


The preliminary analysis of enterprises should, in so far as possible, con- 
form to accepted standards. In the field of public utilities bankers have 
worked out certain standards, so that their preliminary estimates of earnings 
are based on the following probable yearly receipts, from each person in 
the territory to be covered by the utility:6 


Electric light and power companies.................... $3 to $6 per capita 
Gasicompaniés ih) Aya Bn 0 elspa ete: 2 S16 LE # 
Electric street railways in small cities.................. 4“ 5 g 
Electric street railways in large cities.................. G0? 0554 g 
Interurban railways.) Weel Uae. Ging es Sine 64740" Se bs 


The following description of the preliminary survey of an electric railway 
project is adapted from the Annalist, July 20, 1914: 

In New York City, 25 or 30 banking houses specialize in financing electric 
railways. Each year each of these receives from 500 to 1,000 proposals for 
building new lines or purchasing and rehabilitating old ones. In judging new 
projects the bankers take into consideration, first, the political attitude of 
the state or city regarding public utilities. They have on file tabulated data 
regarding the political record and activities of each state. They consider, 
next, the United States census figures of population and statistics, which 
indicate rate of growth of population. 

Next, the promoter is asked to pay the expenses and fees of an expert 
engineer designated by the banking house, who makes a preliminary survey 
of the proposed line. He tabulates the number of cuts and fills, and arrives 
at an approximate estimate of cost of construction. He also inquires closely 
into costs of rights of way and terminals. His advance estimates of cost of 
construction and operation are expected to come within 5% of the actual 
figures. 

This preliminary report is checked against the previous experience of the 
house. They add to cost of construction the carrying charges on the invest- 
ment before it begins to make any return. They may get bids on the con- 
struction of power plants. This office analysis and checking is expected to 
result in very accurate estimates of gross earnings and outgo. 

Some bankers decline to take up any such propositions unless advance 
estimates show net interest earnings equal to 2} times interest charges on 
the bonds that will be necessary. Each mile of track should earn a minimum 
of $5,000, a generally accepted figure for interurban roads. 

If operating cost is 60%, this leaves net earnings of $2,000. If construction 
cost is $25,000, all provided by bonds at 5%, interest charges per mile are 


fs Psomeg on and Organization of ,Public Service Corporations, by L. R. Nash, of Stone & 
ebster. 
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$1,250, leaving $750 per mile to provide for depreciation, unexpected losses, 
and accidents. 

A population per mile in a strip 2 miles wide on each side of the road is 
considered a safe - minimum. The interurban railroad which exists mostly 
on paper is not in large favor, as it is believed that most choice locations are 
occupied. 

The preliminary analysis required in case of a railroad is indicated by the 
following questions put to the promoter of a proposed railroad, 30 miles long, 
passing through three prosperous villages, and connecting a rich agricultural 
and lumber country with Port ‘‘D”’ on the sea: 


. How much traffic is now hauled by existing transportation agencies in this region? 
_ How much standing lumber will be made available for shipment by this new road? 
. What are the important markets for this lumber? 
. At what price can it probably be sold in these markets? 
. What, approximately, will be the cost of cutting and of hauling lumber to railroad 
and loading on cars? 

(Answers to the above questions will give a basis for figuring the possible rates on lumber 
from the point of loading to the markets.) 

6. Just how much rail and water traffic through ‘D”’ is in sight? 

7. What advantages as a port for rail and water traffic will Port ‘““D” have over 
eompeting ports? 

8. What inducements can be offered which will lead to the diversion of traffic now 
moving through competing ports to the route through Port ‘“‘“D’’? 

9. At what rates does traffic now move through competing ports to and from the markets 
which the promoter hopes to reach by his proposed route? 

10. What is the attitude of connecting rail and water lines? Will they be inclined to 
assist in the development of Port “D”’ or will they find it to their interest rather to discour- 
age the growth of this port? (This is perhaps the most important question of all, for a 
short railroad, such as the promoter has in view, could scarcely exist, let alone thrive, 
unless it has the cordial co-operation of connecting lines.) 

11. Assuming that connecting lines are friendly, what rate per ton-mile can the proposed 
railroad probably secure on through traffic? 

12. What will be the exact cost of securing the right of way and constructing the proposed 
road? 

13. What will be the cost of providing docks and other terminal facilities at Port “D’’? 

14. Do the above estimates contemplate providing a well-built, modern road, or rather 
a temporary construction which will have to be replaced later? 

15. What will be the cost of equipment and of necessary supplies of all kinds? 

16. Will it be possible to secure local subsidies or other assistance? 

17. Does the promoter have banking connections on which he can rely for assistance 
in floating the securities of the proposed road? 

18. Does the promoter know any capitalists who may be willing—provided satisfactory 
answers to all the above questions are given—to buy the stock issues of the proposed road? 

19. Is the promoter able and willing to incur the expense that will be necessary to secure 
correct, dependable answers to all the above questions? 


An analysis preliminary to the combination of going concerns should 
cover the following: 


1. What is the financial history of each concern that is to be considered as a possible 
member of the combination? How long has it been in existence? Isits organization stable? 
Are its earnings increasing or decreasing? Are adequate depreciation and other reserves 
deducted before estimating profits? Is the plant and physical property in good condition? 

2. Who are the men engaged in this industry who have shown the most enterprise and 
good judgment? Will they join in the proposed combination and work together on har- 
monious terms? Will it be necessary to give positions to incompetents or to make unfair 
concessions in order to influence men who are essential to the combination? 

3. What, if any, advantages as a money maker will the proposed combination have over 
the separate, independent concerns? Will the combination be in violation of any laws? 
Will it be necessary to raise prices or otherwise incur any unpopularity in order to secure 
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larger profits? Is it possible to introduce more efficient methods into the management of 
the various plants without arousing undue hostility at the beginning? } 

4. Assuming that the combination is agreed to, what should be the financial plan of the 
proposed combination? Upon what basis can its securities be exchanged for the securities 
of the independent concerns? On what basis can other securities be underwritten and sold 
to the public? How much fresh capital will the combination need? Will there remain 
a block of securities sufficient to compensate all who took part in the promotion, for their 
respective risks and expenditures? 


THE PROMOTER.—Promoters are of two types, professional and 
occasional. In the latter class are found lawyers, bankers, engineers, and 
business executives. Local lawyers and bankers are natural leaders in 
organizing local enterprises. Many such opportunities come to the lawyer 
or banker who is in a position to give them attention. This plan is especially 
suitable for small projects. 

A few large engineering firms are actively engaged in organizing, financing, 
and operating public utility properties. Stone & Webster, J. G. White 
Engineering Corp., H. M. Byllesby & Co., and Henry L. Doherty & Co., 
are typical. With these companies promotion has grown from a side issue 
to a leading activity. 

Certain large manufacturing companies finance new enterprises to secure 
their orders for machinery and equipment. Examples are the Westinghouse 
Electric & Manufacturing Co. and the General Electric Co., which, through 
subsidiary companies, sell the securities of the companies which they wish 
to develop. When it is decided to finance some proposed company, one of 
two lines of procedure is followed. One kind of firm works in close co- 
operation with bankers who underwrite the securities and sell them to the 
public. The other kind has its department for selling securities and does 
its own financing, thus carrying the enterprise through the stages of inves- 
tigation, flotation, construction and perhaps the initial stages of manage- 
ment. E 

Business executives are called upon to act as promoters under various 
circumstances. In case of competing manufacturing concerns it is not 
unusual to find the task of carrying through a combination undertaken 
by executive officers of the companies involved. Another instance is where 
one plant is a recognized leader because of size, enterprise, or personality. 
Here the leading concern usually becomes the promoter. Such promotions 
are relatively few in number. The typical instance is where the business 
executive promotes entirely new enterprises, usually expecting to become 
manager after the promotion period is past. Promoters of this type should 
watch the following points: 

1. Sufficient capital should be raised or authorized, but if the construc- 
tion period is long the sale of securities should be postponed until the com- 
pany is on its feet. Connections should be made with bankers to carry 
through the preliminary financing and to underwrite the securities of the 
completed undertaking. This plan is customary in case of large enterprises 
but infrequent in case of small ones, although it is suited to the latter. 

2. He must protect his own interests. Many executives fail to realize 
the amount of compensation to which they are entitled. He should retain 
for himself the equity in the business which remains after he has raised 
needed capital by sale of bonds and stocks. 

3. If the promoter acts as agent rather than as principal, he should pro- 
tect himself by a definite contract, otherwise he may find himself frozen 
out after he has given valuable information to his associates, 
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DIFFICULTIES AND PROFITS OF PROMOTION WORK.—The pro- 
moter’s work is expensive and hazardous, requires patience and diplomacy, 
and may end without profit. If he is attempting to unite previously inde- 
pendent and perhaps competitive enterprises, he must conciliate various 
conflicting interests. Under these circumstances the creation of a working 
organization, involving selection of officials for the combination, is especially 
difficult. One solution is to make an outsider the chief official, giving him 
free rein in choosing subordinates. Another solution is to choose his men 
from among the old organizations, relying on their influence to forward his 
plans. Ordinarily the first alternative is preferable. 

Half of the really serious attempts at promotion result in failure, except in 
certain fields where standards for estimating probable income and expenses 
have become very exact as the result of long experience. 

The promoter’s profit should be whatever remains of the capitalized value 
after the enterprise is financed. 

Illustration.—A promoter estimates that a manufacturing enterprise will 
earn, after completing a 2-year development period, more than $110,000 net 
profits yearly. He plans on creating securities salable at par on following 
basis: 

Interest and Divi- 


dend Require- 
Capitalization ments 
$ 500,000 7% first mortgage hOnds ela oteke SDI RIE tate $ 35,000 
250,000 Preferred stock......-... 20 sees eevee eee eens A! 22,500 
500,000 Common stock yielding 10%.......-+0eeeeteeees 50,000 
$1, 250, 000 $107 , 500 


Assume that the corporation needs $1,000,000 cash, and that expense of 
investigating, securing options, incorporating, and_ selling securities is 
$150,000. The promoter enters into a contract to turn over $1,000,000 cash, 
or possibly property and total assets for which he pays $1,000,000, in ex- 
change for all bonds, preferred and common stock. He then sells bonds, 
preferred stock, and $250,000 common stock, and retains for himself $250,000, 
against which he offsets expenses, $150,000. His net profit, in form of 
common stock, is $100,000. Among conservative promoters it is a recog- 
nized principle that the promoter, to show his faith in the enterprise, should 
receive his compensation in common stock. 

In England founders’ shares, ranking after preference and ordinary 
shares, are taken by promoters. These receive dividends only after certain 
dividends are paid on ordinary shares, when the latter receive a participa- 
tion in additional dividends. Thus the ordinary shares might be given 6% 
preference over founders’ shares, any additional dividends being divided 
equally between ordinary shares and founders’ shares. 

U. S. Realty & Construction Co. was organized in 1902. Capitalization: 
$30,000,000 preferred, $36,000,000 common. The five promoters announced 
that: 


It is proper to state that we expect to receive for the responsibility and risks assumed by 
us in organizing the new corporation, procuring the cash capital, and for the expenses in- 
curred, an individual profit which will or may include the stock of the new corporation 


remaining in our hands after carrying through the transaction. 

In this case the promoter’s profits amounted to about $6,000,000 common 
stock, approximately 10% of total securities, having at the outset a market 
value of about $1,800,000. ‘ 
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PROMOTER’S SECRET PROFITS.—The promoter’s relations to others 
interested in the enterprise are confidential and he must disclose any secret 
profits; otherwise he cannot retain such profits. Any special profits are 
illegal unless made with full knowledge of others interested, or with consent 
of an independent and fully informed board of directors, or unless those to 
whom stock is to be sold are fully informed. Otherwise either the corpora- 
tion or the stockholders who bought the original issue of stock may bring 
suit for redress at any subsequent time. 


OVERVALUATION OF PROPERTY BY PROMOTER.—This may or 
may not be fraudulent. Overvalued property may be accepted by the cor- 
poration and stockholders with full knowledge, in which case they have no 
recourse against the promoter. But a creditor might proceed against the 
stockholders on the ground of overvaluation. 


PROPERTY OWNED BY PROMOTER.—If{ the promoter acquired the 
property in question before inception of the company, he did not act as its 
agent; consequently he can sell it to the company at any price obtainable 
without disclosing amount of profit made. His own interest in the property 
must ke disclosed, however, and his offer be made without misrepresentation. 
Thus, he must not hold himself out as owner when he merely holds an option 
on the property in question. He must not represent that he turned it in at 
cost when he is really making a profit. Without such misrepresentation 
he is entitled to whatever profit he can secure. 


SOURCES OF CAPITAL FUNDS.—The first source of capital funds is 
the stock subscriptions of the men who associate themselves together to 
form the corporation. Next, they may associate with them those who have 
executive ability and money to invest. So far, the capital is supplied by 
those actively engaged in the work of the enterprise. The second source of 
capital is the profit earned and retained in the business. The tendency to 
put profits back into the business is especially strong in case of closely held 
corporations. Sometimes this policy is pursued for years. This policy has 
been followed by some of our largest corporations, such as the U. S. Steel 
Corp. The third source of capital is the outside investing public. The 
outside public consists of investors and speculators. With investors the 
chief consideration is safety of principal. | With speculators the chief con- 
sideration is large profits. Securities issues are designed to be attractive to 
one or the other of these two classes; although no definite dividing line sep- 
arates them. 


Investors may be individuals or institutions. First among institutional 
investors are banks, especially savings banks. Savings banks investments 
are restricted by the laws of most states to certain approved issues. Com- 
mercial banks are also investors, but chiefly in short-term bonds. Insur- 
ance companies also buy great quantities of securities. Other purchasers 
are universities and eleemosynary institutions. Trust companies invest the 
estates of deceased persons in high-grade secutities. 

Individual investors who look after their own funds can take a higher 
degree of risk and need not comply with statutory requirements. 

Investment associations or trusts are popular in Europe. These sell their 
own bonds and shares and invest the proceeds in securities of corporations. 
The purpose is to substitute for the uninformed judgment of the individual 
with a small amount to invest the judgment of men experienced in inyest- 
ments, also to secure a wide risk distribution. As a rule these associations 
are ably managed. 
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Speculative and semi-investment securities are sold chiefly to individuala 
Semi-investments consist of preferred stocks and junior bonds, possessing 
reasonable safety, but subject to greater uncertainty than are gilt-edged 
securities. The above-mentioned individuals consist of three classes: 


1. Those whose first desire is safety of principal. These buy pre- . 
ferred stocks, junior bonds, etc. 

2. Those whose first desire is appreciation of principal, but who 
incidentally do not object to a high yield. These buy common stocks 
not as yet well seasoned. 

3. Those who speculate on margin. Many of these are gamblers; 
others buy and sell on the basis of inside information, or on the basis 
of general business conditions, present and prospective. 


SELLING SECURITIES.—Four methods of sale are in common use: 


1. Allotment to insiders or to previous stockholders. 

2. Direct sale to outside public. 

3. Sale to banking houses, which in turn dispose of the securities by 
direct sale to outside public. 

4. Sale to banking or brokerage houses, which in turn dispose of the 
securities through the machinery of the stock exchange. 


It is a universal rule of law that where new voting stock is issued by an 
established concern, every voting shareholder must be given an opportunity 
to buy new shares in proportion to his holdings of old shares. In close cor- 
porations new issues of common shares are usually allotted on this basis. 
Bonds and preferred stock are more frequently sold to outsiders. 


STOCK RIGHTS.’—The privilege extended to stockholders to subscribe 
to new stock at a price below the market value of outstanding stock is known 
as a ‘“‘stock right.’”’ It is evidenced by a warrant which resembles a stock 
certificate. These rights are transferable and are bought and sold in the 
open market. The right to subscribe is on a pro rata basis, say, for example, 
1 share of new for each 4 shares of old stock. 

Usage varies as to the definition of a single stock right. Sometimes it 
refers to the privilege of subscribing for 1 new share. Sometimes, as in New 
York, it refers to the subscription privilege attaching to each share of old 
stock. 

Illustration.—The McAlister-Brown Co. has a capital stock of 10,000 
shares, par value of $100 per share, all outstanding and selling considerably 
above par. An offer is to be made of 5,000 new shares at par to the stock- 
holders. The announcement reads as follows: 

To Tue STocKHOLDERS: 

The McAlister-Brown Company will extend to shareholders of record on May 1, 19—, 
the privilege of subscribing, at $100 per share, to 5,000 shares of additional common stock, 
par value $100 per share, in the ratio of one new share for every two shares of old stock held. 
Subscriptions will be payable on or before June 1, 19—. Transferable warrants specifying 
number of new shares for which they are entitled to subscribe will be mailed to stockholders 
of record as soon after May 1 as practicable. 

New York, April 2, 19—. 

RIGHTS SOLD ON “WHEN ISSUED” BASIS.—In above illustration 
rights are bought and sold on a when issued basis between Apr. 2 and May 
1. The market price is determined as follows. Suppose Kramer, on Apr. 2, 
buys two shares of old stock on the market at $150 per share, On May 1 


7 Adapted from an article by Thomas York in Conyngton’s Corporation Procedure, pp. 
805-813. 
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he receives 2 rights entitling him to subscribe for 1 new share at par. He 
does this, and on June 1 is the owner of 3 shares which have cost him $400, 
or $1333 a share. 

Instead, Kramer might have sold the rights on Apr. 2, each for the dif- 
ference between $150, the prevailing market price of the old stock, and 
’ $1334, the average cost per share of old and new stock combined, or $163. 
The cost of his 2 shares is thus reduced by $163 to $1334, as is shown below: 


Cost of 2 shares of old stock at $150 per share............ $300 

Amount realized’ on: sale of 2 rights. 93% . VERS ee as 334 
INeticostrof 2ishareseth Pye, Hea en Oe ayes cise ane $2663 
Niet costiof IsharererG, Gt BO Iea IO Giier ee eM a 1334 


A purchaser of the old stock at $150 fares the same if he sells the rights 
at $162 as if he retained them and subscribed for new stock at $100. 

The parity value of rights dealt in on a ‘‘when issued”’ basis is their value 
($162 in above example) when it is immaterial whether one buys 2 shares 
of stock and subscribes for a new share, or whether he buys 6 rights and 
acquires 3 shares by subscription. Cost per share in either case is $1334. 
If m is market price of old stock, s the subscription price of the new, and n 
the number of old shares carrying the subscription privilege to one new 
share, then p, the parity value of the right, is: 


m—s 
n+l 

Actual market price of rights tends to equal parity value and consequently 
fluctuates with the market price of the stock. If an appreciable difference 
arises between parity value and market price of the rights, it is profitable 
+o undertake certain market operations which tend to bring market. price 
of rights back to parity value. 

First Illustration.—Assume that market price of old stock is $150, so that 
parity value of rights is $163, whereas market price of rights is $15. Conse- 
quently rights are relatively cheaper than stock, and those who desire to 
secure stock should take advantage of the opportunity to buy rights and 
subscribe for new shares, as is shown by the following computation: 


1. When old stock is purchased: 


Cost of purchasing 2 shares of old stock at $150.............. $300 
Subscription price of 1 new share (the 2 rights being acquired 

with purchase of old stock)! 2.4) S28e) Lite epenitn Goh 100 
Cost! ofe3 shareats PPintooing 2 Dupage, Sige wien Day ata te: $400 
WOsttOL LESS ree AS Sateen ey Re a ADL > See an eased ey On Te 1334 

2. When rights are purchased: at 

Cost of 6 rights at $15: per share. outa att. Sale. wee ied ee $ 90 
Subscription price of three new shares..............:..)00000- 300 
Cost of. 3idhareswiad #iesd. bauer! seadwis a. tine tee det $390 
Costof lishatie szodgiie . ee aL ees Saihetieta St aati IBA. 130 


By buying rights $34 per share is saved. 


Second Illustration.—If market price of rights is below parity, owner of 
old stock gains by selling it and buying rights, thus: 
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Sale of 2 old shares’ (with rights) at $150 yields............. $300 
Value of the 2 rights attaching to 2 shares sold............. 30 
Amount realized on stock exclusive of the rights........... $270 
Purchase price of 4 rights at $15 per right............. $ 60 

Subscription price of 2 new shares...........0..0..0005 200 

hotak.eost: of new, shares:.agecr chs sshiiih nats (noses oe: * $260 
Profit.on. B-sSharesscfcshe Atigds AOR. beeps OS Boece Aa OE $ 10 
Profition, lisharesovch. hen ontai maae teow oct renehtesh be 5 


Proper basis for comparing amount realized on old stock with cost of 
purchasing rights and subscribing to new stock, is to compare old and new 
stock as they will be after May 1 when old stock loses the value of the rights. 
This is done in the computation by deducting market value of rights from 
proceeds of sale of old shares. 

ARBITRAGING IN STOCK RIGHTS.—Disparity between market price 
of stock and of rights affords opportunity for arbitraging transactions. These 
consist of: 

1. Selling stock short (i.e., broker borrows stock to make delivery). 
2. Buying rights and subscribing to new stock. 
3. Turning this stock over to lender of old stock. 

Illustration of Arbitrageur’s Profit.— 


Het sellsi2old shures'short at) $150}G20H1. 2 t Fe eat Teer $300 
At same time he buys 6 rights at $15 each............ $ 90 
He subseribestor 2mewrzshares)'. 27), et A a, 200 
re eed, \ { BPR 
TEotalcostof2 new-lshiarés2 Veni Vind) POET 2 OT GS EGET $290 
Metal'prohton 2*sharés OF PUNO HOW, 11 JAE) OTT eos oe $ 10 
Profitionesharetis Phi. ORS 0. SAU i: GOL) Sete 5 


Any of the three types of transactions illustrated above, by readjusting 
demand and supply of stock and rights, tends to bring them back to parity. 
Since many stockholders choose to sell their rights rather than subscribe 
for additional stock, any disparity in price of stock and of rights is usually 
a discount from the parity value of the rights. 

STOCK EX-RIGHTS.—When stock ledger is closed (in above illustra- 
tion May 1) to prepare warrants as per list of stockholder on a pro rata 
basis, the stocks sell thereafter ex-rights, i.e., minus the value of the rights, 
and the rights are bought and sold independently of the stock. The formula 
for finding parity value of rights when stock sells ex-rights is: 

m—s 
n 


m being market price of old stock, s subscription price of the new, and 7 
the number of old shares carrying the subscription privilege to one new share. 

SELLING SECURITIES DIRECT TO OUTSIDERS.—The selling prob- 
lems which arise in connection with the sale of securities direct to the public 
are indicated by the following questions: 


1. How shall names of prospective purchasers be secured? 
2. How shall their interest be aroused? 
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How shall these prospective customers be approached? 
How shall their confidence be secured? 

How shall a desire to buy our securities be aroused? 
How shall the sale be consummated? 


Sue 


Circularizing is one method of selling securities, but it is usually worthless 
for good securities. It has been employed extensively for swindling pur- 
poses, and its close connection with fraud causes it to be regarded with sus- 
picion. The expense is also likely to make this method prohibitive—as 
much as 25% to 50% of the offered price—whereas the expense of selling 
good securities ought not to exceed 5% or 10%. The method has, however, 
been employed legitimately by oil companies and by the United States gov- 
ernment in selling Liberty bonds. Moreover, reputable bankers use the 
mails for advertising high-grade securities. A modification of the plan is to use 
selected lists of customers, which, properly safeguarded, is economical and 
effective. 

Personal effort is ordinarily most satisfactory because it arouses a feeling 
of confidence in the prospective buyer. Ordinarily a small company cannot 
market its securities except through the personal influence and work of its 
officers or representatives. These must work through acquaintances and the 
influential business men of their communities. 

The prospectus is essential to a successful selling campaign. It gives the 
history, present status, and future prospects of the company, as well as 
the terms and conditions of sale of the securities to be marketed. It is 
printed, if intended for wide distribution. In case of a going concern the 
most important features of the prospectus are the statement of past earnings 
and the balance sheet. The statement of earnings should extend back at 
least 5 years, if the company is that old. Vague but plausible statements 
should always arouse the suspicion of the reader because they are a favorite 
recourse of fraudulent enterprises. Reference to what other companies have 
done in similar lines should be regarded as valueless. The balance sheet 
should be so constructed that it will submit to analysis and interpretation. 
Widely advertised names appearing on the board of directors are words 
which the shrewd investor examines with suspicion. The style should be 
concise and dignified. A sentimental appeal should not be used unless it is 
really sincere. 

Direct selling ordinarily grows increasingly difficult as the amount of 
capital to be secured increases, so that it may be cheaper to sell through 
bankers. Moreover, as a rule, good investment securities are sold through 
investment bankers, so that there is an initial prejudice against the concern 
which attempts to sell its own securities. This statement does not apply to 
small companies. Bankers do not care, as a rule, to undertake the sale of 
securities for companies capitalized at less than $1,000,000; or to undertake 
the sale of a single issue of less than $200,000. Smaller issues may quite 
properly be sold through the personal effort of the corporation managers. 


DEALERS IN SECURITIES.—Security dealers are either wholesalers or 
retailers, and the retailers do either a general or a special business. The 
wholesalers deal only in large issues. Among leaders in this group are J. P. 
Morgan & Co., and Kuhn, Loeb & Co. These houses usually market large 
issues through syndicates whose members are chiefly in the general retail 
class. Another type of house is represented by such concerns as the National 
City Co. and Harris, Forbes & Co., which sell to investors through large 
sales forces. These concerns frequently take up small issues without form- 
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ing a syndicate. The specialty houses deal only in one kind of security, as 
oil, steel, equipment trusts, etc. 

Before a banking house undertakes to underwrite an issue, it makes a 
preliminary investigation, which, if satisfactory, is followed by a more thor- 
ough one usually carried out by the firm’s own engineers and accountants. 
This is followed by an advertising campaign by means of a conservatively 
written prospectus, the purpose being to aid the salesmen and attract the atten- 
tion of prospective investors.- One of a firm’s best assets is a list of prospec- 
tive buyers, and once secured it is used for future issues. 

Investment bankers usually prefer to underwrite large issues at a small 
commission rate than small ones at a high rate. A commission of from 3% 
to 5% prevails for large railroad bond issues, whereas smaller bond issues 
and first-class preferred stock issues are sold at commissions ranging from 
5% to 10%. Sometimes as high as 20% is charged for marketing small 
industrial preferred stock issues. 

After a banking house has marketed an issue of securities, it has a certain 
moral obligation to look after the interests of the purchasers, although it 
usually is careful not to obligate itself in any contractual way. In fact it 
usually adds some statement to its prospectus to the effect that while it 
regards the information therein contained as correct, it does not guarantee 
that it is. Should an issue prove unsatisfactory, the house which sold it 
will try to protect the interests of its customers, by trying to maintain the 
price. If bankruptcy and reorganization follow, the house obtains the most 
favorable terms possible for the security holders. 

Listing on the New York Stock Exchange usually is a factor in security 
issues of $10,000,000 and over. As in other instances, such issues are under- 
written but listing makes it possible to create a wider demand and thus 
facilitates sales. 

The expense of underwriting and the inability of banking houses to handle 
some issues because of limited facilities are factors which sometimes prevent 
the marketing of some sound securities. 


THE STOCK EXCHANGE.—In the United States the leading exchanges 
are in New York, Boston, Philadelphia, Chicago, Cleveland, Cincinnati, 
New Orleans, and San Francisco. Brokers operating on exchanges charge 
standard commissions for buying and selling. On the New York Stock 


Exchange they are: 


On stock selling below $10 per share.........5-++++seeeee? 74¢ per share 
On stocks selling at $10 per share and above, but under $125 

OF SDSTO xe ne arisen I THREE eee A RIDRIIO OSE lxoer GS “ 
On stocks selling at $125 per share and over......-----++-> 20¢ e vd 


The minimum commission on one transaction is $1. Although the majority 
of transactions are made for speculative purposes, many are for investment 
purposes and so result in real absorption of an issue. 

To dispose of securities through the stock market it is necessary to arouse 
public interest, this process being known as making a market. To do this 
either of two steps may be taken. First, arouse the interest of traders in 
stocks to such a point that the syndicate selling the securities can, by a 
process of buying and selling, gradually dispose of its holdings without 
depressing prices. At the same time it sells over the counter to persons 
who do not care to avail themselves of the stock exchange facilities for buying. 
Second, give the security issue wide publicity, thus aiding sales both through 
the stock exchange and over the counter, 
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Selling securities through the stock exchange is uncertain at best, and buying 
and selling commissions may prove to be very expensive. Frequently listing 
on an exchange is merely incidental to its flotation; if its market price can then 
be maintained above its quoted price, this is an aid to selling over the counter. 


THE UNDERWRITING SYNDICATE.—The chief purpose of underwrit- 
ing syndicates is to relieve the corporation issuing them of all risk. In every 
case the syndicate guarantees to secure for the corporation a fixed sum of 
money within a given time, and either purchases the securities outright or 
agrees to take what cannot be sold at an agreed price. This enables the cor- 
poration to proceed at once with its projected undertaking, since the rais- 
ing of the entire sum required is assured. The corporation also secures the 
assistance of the banker regarding form, price, and other details of the issue, 
thus minimizing the possibility of errors. Purchasers of the securities regard 
the willingness of the syndicate to market the issue as a guaranty of its 
soundness, also as a guaranty that the entire issue will be disposed of, thus 
insuring the success of the enterprise. 


ORGANIZATION OF SYNDICATES.—The essential function of syndi- 
cates is the distribution of risk among banking houses. The original agree- 
ment is usually between the corporation and a single banking house, after 
which other houses join with this banking house to aid in selling the issue, 
thus forming a syndicate. Syndicates not only diversify risk; they also enable 
banking houses to offer to their customers a more diversified list of securities 
than would otherwise be possible. 

In Wall Street there is a tacit understanding among banking houses that 
they will join each other in syndicates, and this is so effective that scarcely 
any consultation precedes their formation. It is not customary to refuse 
participation in a syndicate when the invitation to do so comes from one 
of the three or four leading houses. Syndicates involving millions of dollars 
are formed through informal telephone conversations. 

There is an understanding among banking houses that they will not com- 
pete, so that in trying to secure a contract with a banking house a corpora- 
tion should break off all negotiations with one house before approaching 
another.’ The banker regards his service as professional in character. 


TYPES OF SYNDICATE AGREEMENTS.—There are four types of syn- 
dicate agreements, as follows: 


1. The corporation markets the issue, the function of the syndicate 
being to guarantee disposal of the entire issue within a predetermined 
time. 


Illustration.—A corporation issues $10,000,000 5% bonds, offering same 
at 90. Any bonds unsold at end of 6 months are to be taken by the syndicate 
at 85. For consideration the syndicate is to receive a commission of 2%. 
If the issue is successfully disposed of, the syndicate collects and distributes 
its commission and dissolves. If all the bonds are not sold, the syndicate 
takes over the remaining and sells them at the best price obtainable. 


2. A single banking house contracts with a corporation to handle the 


issue in question. It then invites other houses to participate. All 
dealings with the corporation are through the house which makes the 
original contract. 

3. The contract is between the corporation and the syndicate, the 
latter being formed before the signing of the contract. Management 
and selling activities are, however, left in the hands of the house which 
organized the syndicate, No distribution of securities to the other 
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syndicate members is made unless this member fails to sell them after 
making the attempt to do so. 

4. The contract is between the corporation and the syndicate, the 
securities being distributed at once among the syndicate members in 
participation ratio. This is the most common form of syndicate as’ 
well as the most useful for handling large issues. 


SYNDICATE MANAGEMENT.—In all cases the active management of 
the syndicate is carried on by the house which organizes it. This is illustrated 
by the following extract from the agreement ot the United States Steel syndi- 
cate. 

J. P. Morgan and Company shall be sole managers of the syndicate, and in behalf of the 
syndicate they may make anv and all arrangements, and may perform any and all acts, 
even though not herein provided for, in their opinion necessary or expedient to carry 
out the provisions of this agreement; or to promote or to protect what they deem to be 
the best interests of the syndicate. The enumeration of specific powers in this or any 
other article of this agreement, shall not be construed as in any way abridging the general 
powers of this article intended to be conferred upon or reserved to J. P. Morgan and 
Company. 

For compensation for managerial services the leading house receives a 
special commission, which. is first deducted; then remaining profits are dis- 
tributed among syndicate members. 

Underwriting commissions range from 13% to 10%, or even higher, depend- 
ing, among other things, upon the credit of the issuing company. 


Financial Standards and Policies 


DEFINITION.—A financial standard is the expression, usually in quanti- 
tative form, of normal relationships among tendencies and facts of a business 
nature; or else of averages, secured from collected experience data, which 
may be used as bases from which to judge results secured in a given business. 
Such standards may be applicable only to particular industries or they may 
be of more general usefulness. If, for example, the study of income state- 
ments of a large number of retail stores shows that the cost of conducting 
such business is about 30% of gross sales, this may be regarded as a standard 
of more or less general applicability. Likewise the elements of cost in manu- 
facturing may be reduced to standards. Depreciation rates are being stand- 
ardized in many industries. In general, it should be recognized that such 
standards represent approximations. Trade associations are the organiza- 
tions best equipped to undertake the work of establishing standards. The 
work being done by the U. 8. Chamber of Commerce is illustrative. 

Each branch of industry has its characteristic financial and operating 
ratios, these being the result of its peculiar nature and activities. Within a 
given industry it is possible to average the ratios of individual concerns, thus 
securing standard ratios which each concern may regard as standards by 
which to judge its results. In this way a check on operating and managerial 
efficiency is secured. Consult Bliss’ “Financial and Operating Ratios in 
Management” for a discussion of methods of preparing financial and oper- 
ating standards in business. 

The following is stated by J. H. Bliss: 

In times when business conditions are on an even keel, the statistics on a company’s 
business over a period of years afford the best measure of the standards which should be 
maintained in its fundamental relationships. The several operating ratios, turnovers, 
and other measures will naturally vary from year to year more or less independently of 
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each other. The best ratios, margins, or turnovers obtained at any time, taken together, 
present standards which should be worked for or improved on if possible. It is often very 
much worth while to take the statistics on a business for a current year; and compute the 
improvement in showing made, if all the ratios and measures had been maintained at the 
highest levels reached in any period. In many cases such an analysis develops the most 
“ surprising possibilities of profit. In any event it points out the cost of errors that may 
have been made. Whether they are avoidable or not is another question which should 
be answered. 

With the changes that have come about in the war and post-war periods, one cannot 
refer to the standards of previous years with such assurance that they are either proper or 
possible. The gross margin—the spread between markets—which most industries have 
to work on, is now proportionately much larger than in former years. In many industries 
it has to be, particularly when there has been great expansion in plants and production 
facilities, where organizations have been built up, and where demand has slackened and 
prices fallen off sharply. Competitive conditions in these lines will likely establish some- 
what different normal relationships from pre-war standards. 

Labor conditions and the expanded capitalization in many industries will also have 
considerable influence on the relationships of the future. - Probable future price levels for 
products must be taken into consideration. 

Where a business has an unsatisfactory showing, probably the best basis to work on 
is to obtain full information on present conditions and relationships together with all 
available data on conditions and ratios of previous years, and on this basis to consider 
what possible improvements in relationships are necessary to re-establish profitable business 
conditions. i 

The facts developed by such analysis will not be consoling. On the other hand, if reor- 
ganization may be avoided such information will prove of inestimable value. But if a 
business must go through reorganization or have a house-cleaning, the more intelligently 
and thoroughly the job is done, the better are the prospects for the future. 


RATIO OF WORKING CAPITAL TO TOTAL ASSETS.—The following 
tables show percentage of working capital to total assets of large American 
industrial concerns. The first column shows pre-war conditions; the second, 
post-war conditions. The great increases are due largely to inflated inventory 
values. The three groups classify the corporations on a pre-war percentage 
basis; the first group having working capital below 15% of total assets; 
the second, between 15% and 35% of total assets; and the third, above 35% 
of total assets. 


Percentage of Working Capital to Total Capital 


I 
Pre-War Post-War 

Mexican Petroleum: Conc. 145 ie nae ee eerie aaree 3.5% 
Calstonmia betroloumiCouw: 1. hates ae eae: Meee ee 3.9 ( 6.4%) 
Bloss-Shettiel d: Cows: nas chen meee Seed Reet 6.1 (10.6) 
COmMmETOCUC ts CO gkcractac ican ita: nia aaron etree eta Greg (30.2) 
Bitespure © OGL CO. ne eearetr een ter tr ae ree 8.9 (27.5) 
Winived shruit. Con Anat cnet cnet ete mae ieee cerns 9.0 (28 .2)* 
(UiioneB sen @eba per © Ommta wri cmt ate i oe 9.4 (25.6) 
Harbison Walker Refractories Co..................... 10.0 Cijee 
HATS ATE Nala Cyn an Clones. Jepatcns BRA SSS SH RNS BN Mee ee OR ae 15 (30.2) 
allwayastechopiuitig Coma i emeremine tite ee 13.0 (48.0) 
faternationale paper Com, aca ene niente a EC 14.4 (51.7) 

II ‘ 
Nears-Roebuck (Co... voscci CPR at a el atte 15.1% (69.1%) 
Butterick Co." stensaeys tha cpteeids gon tees eke nin cat 15.6 (14.6) 
The National Enameling & Stamping Co....... MP bl Sing (38.5) 


* Does not include current stock distribution, 
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Pre-War Post-War 


U. S. Food Products Corp........ ayeyensysy esd shades Este eK 2G 16.0 (17.7) ** 
Digs am teely COLD aie heen, a kosan chemi iG ter Tasha Ss IOS athe 16.2 (38.3) 
Pressed steel: @ ar Ont... bates taveeisds ave iste senoey ene 1) aeiery 18.3 (82.8) 
Bethlehem Steel Cows 2. sisie a-ceheport a disccs potters iene oe < 19.4 (51.8)T 
Ahora Hy GOOGTIC MOO gus ours erences tad is, oes les RES aaah er 19.7 (50.0) 
Tiyerawilsl ito hxoveme nafs ard bs Clo eae pr aiaie meena Di Mowe te OP (37.4) 
May, DCDATUMeOMl SLOLCS sec tegedeiel sc stere (choi Buel oe oni acie > ZG (55.8) 
INIOWANGOTIC (Alte LAKE Os pretutn cine + ayscate tha packsirs fens teh staan 21.0 (13.7) 
American SLOCksHOUnCLY, © Oras «supose 1c. shegous i euoy cies nae aad lees (46.3) 
LUG OEIC Crome reed Bae a eee eh Rn Sa peeoee. 1.8 (39.3) 
iNav avery ba Bs odin ial © aye aera RRS RMSE aso bw Cilio US pis oat 22-3 (30.4) 
MGACKA WANTS SEOGIAC Ona cererteie witha eave Nae olonean iis 24.4 (40.1) 
Baldwin Wocomotive Co. st), Hh AIS ee es sre cies s 28.1 (61.9) 
III 

SiudebakernGo sen. oe . BIST « THN ale hele ols ekee ate 85.5% (84.0%) 
Prox CarpetiO©Or anaes sein che Se nOAe: aie TUNE Etter ata %e 36.8 (59.9) 
[Stn GUrGcu On eee ais oR Sok OO a» hones © Piclayeetie 37.0 (68.0) 
AMMErICAN WOGlen! Gosh 2% oa ee ese ale ki tes soles es 37.4 CURD) 
Ameriean Cotton Oil Co. 2.0.2.2 553 eet ee oe ee tees SUT (34.5) 
American Sugar Refining Co.......2.22 sees eee eeeeee 39.6 (57.9) 
American Tobacco Co...%. 2255122 eh settee eee sees 42.8 (53.3) 
Underwood Typewriter Co..:...:. 22 cece ee ee eee et eae 43.2 (74.9) 
(Reneral NI OLOLST OO MRE ea te Her crsra onc chersia sie oe Piel e) shows ile faite 45.0 (45.8) 
@entral eatheriGo:esctace 66 piece} c:s-7. Sama ot tale =) etehee 48.6 (62.0) 
Paekand: NMotom@amOonns so acdc Saisie sia ciss ota 51.0 (102.1) 
SWIC ROC A OF pH eae ene tay ths cvatstan a teeta NaS ote) eis falas 51.0 (84.0) 
Morris 6c Cosa ress n-oe acs eee te La Soa ce Sein ct test aupbete 53...0 (46.6) 
TOIT TEN oR COTE il ol Olea pais Condon es ealclons Olt Glen ea ecuctonUITaR Oaaeo cro 57.0 (190.5) 
I GATEThs CO AAR Maes os bee eke ail hopiingeh sag hebas 70.0 (64.2) 
Imternationalullarvester Comme cae. 2 mee «aie «eile 81.3 (103.4) 


** Name changed in 1919 from Distillers Securities Co. 
+ Including $30,000,000 of 5-year notes. 


The following generalizations are drawn from these tables. Companies 
engaged in competition with each other or doing the same general type of 
business have approximately the same percentage of working to total capital, 
as shown by California Petroleum Co. and Mexican Petroleum Co. Extract- 
ive industries do not require large inventories of raw materials, and their 
chief requirements in form of working assets are cash and accounts receivable. 
Even their accounts receivable are usually for short terms. Railway equip- 
ment companies have relatively low working capitals. All steel manufac- 
turers fall in second group. As in case of paper manufacturers which own 
their own forests, integrated production favors a low working capital because 
it reduces the need for large stocks of raw materials. Note close correspond- 
ence between Loose-Wiles and National Biscuit companies. Two important 
types are found in third group: (1) those which require large inventories of 
raw materials, goods in process, and finished goods, and (2) those which 
grant credit to customers on a long-term or instalment basis. In the first 
class are such concerns as American Sugar Refining Co., Central Leather 
Co., and Crex Carpet Co. In the second class are International Harvester 
Co., Deere & Co., and Underwood Typewriter Co. 

Each kind of business has its appropriate financial structure. Whether in 
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a given instance the financial structure is as it should be, must be determined 
by a consideration of ratios-and-turnovers. Thus, too much capital tied up 
in fixed assets results in a low turnover of fixed assets, and soon. Everything 
depends on economy and efficiency in use of capital. Efficient investment of 
capital is as essential as efficient operation. 


CASH RESOURCES.—These include both cash and assets immediately 
convertible into cash. By experience banks have found that the proportion 
of cash to demand liabilities should be from 15% to 25%. In case of indus- 
trials, average cash to gross sales ranges from about 3% to about 6%, and 
cash resources should be from 12% to 25% of current liabilities. Current 
liabilities should not exceed 20% or 30% of annual sales if the company pays 
its bills on time. 

TURNOVER.—This is discussed elsewhere in this section. See also section 
on ‘“‘Inventories.’’ The following table shows dollars of sales per dollar of 
capital used in leading industries:8 


1914 1919 
BUSINESSES WITH RAPID TURNOVERS: 
Women's clothings iA. < 4s), hen. ok Sei takes eo $3.09 $3.09 
iBreadvand bakery... oe Poe et A eee eee 1.82 2et8 
1 BX OGRE COD cn 5S EE ERENCE T ER PRUE on GUIS a Reh ore 4.08 3.59 
Slauchteringyand meat packing... saasc ee oe eee 3.09 omen 
Sin aT ETO RNIN SAB oa eed Gobo: ta cecach-own Mice Le AEST aaa 2.06 3.78 
BUSINESSES WITH SLOW TURNOVERS: 
Gemeente go ere oe, ee NG ek > Se el ee $0.42 $0.65 
IBricksand tres ies 7 Aare cites tA PO ety Nite ie pe at es .49 .59 
Raper and wood Pulpieessicy me sie one ee ee gains .62 87 
FROTELIEZEL eT et ee Me Mea Oe INN aE ES Roe ate Faas sii .90 
Tron"and steel‘and blast furnaces....:.¢:.%.2¢202:. 69 99 


The following is quoted from Bliss: 


The significance of the difference in turnover must not be overlooked. If a business 
turns its total investment over one time per year, and desires to make a return of 6% on 
its total investment, obviously it must average an operating profit of 6% on its sales. If, 
on the other hand, the sales of the business for a year are 3 times the total amount of 
capital used, and it desires the same 6% return on its total investment, a margin of only 
2% operating profits on the sales is necessary. The more rapid the turnover of capital, 
the smaller is the margin of perjeent profit on'sales necessary to yield any given return on 
the investment. 

Bliss lists the following measures of turnover: 


1. Turnover of accounts. 

2. Turnover of inventories. 

3. Turnover of plant investment. 
4. Turnover of all capital. 


TURNOVER OF ACCOUNTS RECEIVABLE.—This expresses the rela- 
tionship between amount of sales and outstanding accounts receivable. The 
longer an account is carried, the smaller the return realized on the investment 
and the greater the liability of loss. Figure the turnover as number of days 
of average sales outstanding in unpaid accounts receivable to end of period. 
Thus, if receivables outstanding to end of period are $200,000, and average 


§J, H. Bliss, 


‘ 
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daily sales for a period are 6,000, turnover is 33 days of average sales out- 
standing and uncollected. The rapidity of turnover depends on sales terms 
and business conditions. The turnover which should be realized in a given 
business may be approximated by considering sales terms and allowing for 
slow accounts. Slowing up of turnover usually ties up funds when interest 
rates are high, as in 1920 and 1921, thus increasing the cost. Advantages of 
a rapid turnover are illustrated by Bliss, as follows: 

Assume a business does an average daily sales volume of $3,000, and carries 
accounts receivable of $150,000, making outstanding in receivables of 
50 days of average sales. If turnover can be cut to 40 days and capital 
released used to reduce liabilities, bringing accounts receivable down to 
$120,000, a saving of interest on borrowed capital, interest figured at 8%, 
would equal $2,400. 

The following table shows characteristic turnovers in recent years:® 


Average Turnover of Accounts Receivable for Representative Companies 
in Various Industries 


(Stated in Number of Average Days’ Sales Outstanding in Accounts 


Receivable) 
88 Cos. . 54 Cos. 
1916-1921 1914-1921 

LTA Oe Be eae: state Wie SEALE Tone soos oka toneee con cee eceachch a Nake 42 days 
OE Ne soo REP, AE eels, habs AES ohedtye hers eaeTAN obs, RANE Pa elicg staees 45 & 
LONGROM, POAT WW ASTORSHD LI BLOM BIA SRI Te 43 days ASr SS 
U8 Uy a eek 8 bs Cae Mile ae a ed a Ne Ad ee relic a eh ee 41 2 41 se 
0 6 ey BM ee Sd ee ae bk eR a) aie 44 % 38 o 
AO VOQMIER IL te BE SEAT, Sd Re Re NS ote ag'sse a 43 se 44 e 
POZO PRORAIAL AIO SE Es, IEE. US cern ieta ens 49 S 52 . 
HODES SUITOR NOP ERIOR. 20 OS AE ee te chen ae sos 53 . 67 S 
Averaetior periodage tt, DUR A0 F80EP TO Tek. . 44-— 4 4 eee 


In case of coal and electrical machinery companies, turnover is from 80 to 
90 days. In case of retail chain stores 3 days is the average. Below is a com- 
parison of accounts receivable turnover in the railway equipment manu- 
facturing industry, based on statistics of representative concerns, and the 
average of 54 companies: 


Averages of 54 


Railway Cos. in 14 
Equipment Manufacturing 

Cos. Industries 

DUAR wn Pee oe ce tree din laps: 96 days 42 days 
HO se oecrs 3 ac a Pe coca Shotts Shterape eisai ah tay LGV Ah; 3 
OL GUS AHL LA RTE Na Narain eae soe eco Gone 43 “ 
TRONS Bek ley eR ok ls rary eee ei hat ROMO te eee A ee Any "2 
LO Sian Jere. MOR ee aka toa meme ne ea eh was Wins it 3 38 
(Os OI IMS Aarne’, Cane OR RELI ub Coie Oe «Ay 44 * 
LODO oesece cc ce SPO a Lee trata ich. sane tay LOW st Oe 
10 ps aoe ne RAR beret ec Soni BPR RCRCRIS. 1.0.0 One. Ca0 MONOMERS c 2 Gian oxeue 
Average for periods... dese yesh ti + ele Hay 9 ADy at 


9J, H. Bliss. 
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TURNOVER OF FIXED PROPERTY.—This is expressed as relation of 
volume of business done to capital invested in fixed assets. Preferably, the 
ratio should be figured on physical volume of product handled—pounds, tons, 
gallons, etc.—per dollar invested in plant and equipment. These measures 
are absolute. If these statistics cannot be secured, use sales in relation to 
investment in fixed assets. This is not so good because of constant price 
changes. However, it may be possible to eliminate effects of price changes. 
One plan is to compile an index of volume, based on sales, eliminating 
increases or decreases due to price changes. 

An unfavorable investment turnover means increased overhead costs and 
resulting disadvantages in competitive business. The remedies are: 


1. Adjustment of property values. 
2. Increase of output. 


The first is usually difficult or impossible, and the second is also difficult. 
Bliss says: 


The point of this is that these relationships must be watched with the greatest of care. 
Errors made which result in unfavorable relationships in this respect, cannot be cured. 
The burdens imposed by an unfavorable ratio are of a most lasting kind. A disadvan- 
tageous position may be the immediate result of an unwise move or it may be the result 
of a long period of unconservative policies . . . . in the handling of repairs, depreciation, 
replacements and additions to capital. ... . These disadvantages, before they are noted 
and corrective action taken, have in many cases assumed proportions equal to the dividend 
requirements of the average concern. .... 


As between industries there are wide variations in turnover of fixed property, 
because in some lines a heavy fixed investment is necessary relatively to 
amount of business done, while in other lines the amount of fixed investment 
required is relatively small. In similar lines the turnover is a measure of 
competitive advantage or disadvantage. Within large organizations the 
turnover test should be applied to each line of activity. Following table 
shows average turnover of a large number of companies in various industries. 
Measure used is dollar of sales per dollar of fixed property investment. 


1916-1921 1914-1921 


OTA POS HOLL o. oiete lott Ged spe Sgteebots, MONA Ulee SUERTE Tie $ $0.99 
POU Darts LSTA SLNEDS) a. of St shtokd de Bes tae awh the MAAR Leh ee eeaTe NED ed da Leas 
OMG Sits eh «PTI o SSA. ARLE Ta ake UE AR, EEE LOE 1.65 1.66 
LO Teck escape Nase Myce nees rats A Sid atic eet PR a oka Re 1.97 2.06 
MOT Sree Liat AMG SMT CRT eRe ae ES oe UR cae ROR Bae 2.81 2.31 
LOOM eR iccisra oie Se sce a ate ee ee oes Sey ty 1.99 2.07 
O20 Nee I Setar iresenscactnc harvey hee ere ah ein es enc 1.98 2.07 
LOZ ic. Satie rts AST RRR See eee 1 PAS 1.26 

AVerage for periodsar aM mrcsmawe iv cece dice dae: $1.69 $1.73 


Differences in turnover between industries are:shown in following table: 


Average for 


Period of 
Years 
INDUSTRIES wiTtH Rapip TURNOVER: 
Tobacco products manufacture............ Be eee re Ce ane nae $13.05 
Mail-order anerchanclising nei on ere earner nena enna 9.74 
Slaughtering and meat-packing. .- s/s) 10s) /025..7 0 /p GPU 9.62 


Retail chain stores 
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INDUSTRIES WITH SLow TURNOVER: 


Bituminous coal mining........... EER RIALS, TESS Lard tei ste ato $0.34 
Iromand steel products nee. Sect. teens PMI «reas UN). REET 0.70 
PPSETOLSUTI OTL Eee Ae Otte cas ele RAR Lamn ha 5 catadatets gate. atten Sg 9 Aovte, Wats 0.75 
Sugar production and refining.............. sees teeter eee Tee ail 


TURNOVER OF TOTAL ASSETS.—This is expressed as the ratio of 
volume of business to total capital. It is a broad measure of effectiveness 
of financial administration, being a sort of average of all other turnovers. 
Turnover of total assets should be considered as the connecting link between: 

1. Relation of operating profits to sales. 

2. Relation of operating profits to total capital. 
Thus, if the operating profit is 5 % on sales, and turnover of total assets is 
2 times per year (indicating that capital employed is } total sales), operating 
profit is 10 % of capital used. Margin of operating profit on sales multiplied by 
turnover of total capital should agree with percentage of operating profits 
on total capital. 

Variations in turnover of total assets as between different industries are 
the result of differences in the businesses. Sales equal to total assets in some 
lines are made in from 3 to 4 years; in other lines in from 4 to 5 months. As 
between companies engaged in similar lines, differences in turnover of total 
assets reflect relative degrees of economy and efficiency in operation and 
management as well as competitive advantages and disadvantages. The 
following table shows average turnover of total assets of various industrial 
concerns. Note the slowing up in 1921. Such a slowing up increases oper- 
ating costs. 


Turnover on Total Capital Employed in Representative Companies in Various 


Industries t 
95 Cos. 57 Cos. 
1915-1921 1914-1921 
POTASH CUA | C2 $. $0.63 
PODS Pe Oe EA? Bones das 0.69 
LOLGOS A, 2 OED LA Bee 0.86 0.90 
VOUT = LEGA TIO SD we. Oe Tay, 0.93 0.99 
POTSIST A A AE ON. 0.99 1.07 
TOVG!. PICA TAV RUGS OSRIEAN. Siar 0.91 .96 
TOD OU wer peat AAs a itaietegs oa tyeks 0.88 .92 
19216... et SP heTO A Moe VAT 0.62 .64 
Average for period......... $0.84 $0.88 
Range in turnover in different industries is shown below. 
Average 
for Period 
INDUSTRIES WITH RaApip TURNOVER: of Years 
Slaughtering and meat-packing....... $2.36 
Mail-order merchandising............. 1.32 
Retail" Ghain stores. 0. 0s oe ete see 1727 
Auto accessory manufacturing......... iba) 
INDUSTRIES WITH SLOow TURNOVER: 
Bituminous coal mining............... $0.26 
Paper manufacturing...............-- 0.45 
Tromrand steelers at ters sete nese ens > 0.50 
Machinery manufacturing............. 0.57 
Leather manufacturing........... 0.60 
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OPERATING RATIO.—This is the percentage of total running expense, 
including manufacturing, selling, and administrative, to gross sales. The 
difference between 100%, representing gross sales, and the operating ratio, 
is percentage of profit on sales. A high operating ratio indicates instability 
from a money-making point of view, because what profit does exist may 
easily be transformed into a loss. On the other hand, a very low operating 
ratio is so favorable that there is danger of increased competition. The 
use of this ratio was originated by railroad companies, where it ranges from 
55% to 95%, or more, but usually is near 70%. 


HOW TO STUDY FINANCIAL AND OPERATING RATIOS.—In study- 
ing relationships in a given business, these should be brought together in 
condensed form, detailed statistics being relegated to subordinate schedules 
or exhibits. The following form (Form 3) is taken from Bliss and is an 
effective plan for study of all important financial relationships of a business. 
As many columns may be employed as there are years to be compared. 
It may also be arranged to show monthly comparisons for each year. To 
do this, reduce all ratios, turnovers, and earnings to a yearly basis to make 
the months directly comparable with the years. 

The relationships expressed in this form indicate all important trends. 
By reducing it to a monthly basis bad tendencies may be quickly remedied. 


CORRELATION OF ACCOUNTS AND STATISTICS.—Before beginning 
the development of the accounting scheme a careful survey of the business 
should be made. The needs of both general and departmental or operating 
executives should receive consideration. Each class of executive should 
adopt certain measures of efficiency, and the system of accounts and sta- 
tistics must supply the required information. 

Methods of analysis are described in preceding pages. These should be 
applied to both the business as a whole and to all departments, all important 
ratios being worked out. This necessitates the allocation of all financial 
burdens to departments or processes, including capital employed. All 
general results should be traceable to departments or operations. Turnover 
of accounts receivable and working capital ratio are the two important 
measures which cannot be reduced to a departmental basis, unless the 
accounts from which they are determined are kept on a departmental basis. 
The aim should be to make it possible to trace unfavorable trends in general 
results to their specific causes. 


ANALYSIS BASED ON FINANCIAL STANDARDS.—By use of stand- 
ards derived from study of many cases it is possible to analyze data appli- 
cable to a given concern with reference to such common experience. If 
financial standards are available it is sometimes possible to derive valuable 
conclusions from data which in itself is incomplete. The following is an 
illustration of method to pursue in such analysis: 

Illustration.—A firm has paid-in capital of $125,000, has been in business 
3 years, and has surplus of $25,000. Of this capital, $35,000 is invested in 
store building, warehouses, furniture, drays, and general equipment. There is 
approximately $90,000 stock. The surplus is working capital. Credit of 
firm is $25,000 to $200,000 high credit. 

1. What should be average stock of merchandise at all times? 

2. What maximum open accounts is it conservative to earry? Goods 
sold at 60 days’ time, 75% of business sold to merchants with good credit, 
25% of business retail, principally city accounts collected on first of each 
month after purchase. 
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1921 1922 1923 
Particulars 
Amount % | Amount % | Amount | % 

2. Cash: ..:. Hanae sacra os ALCO aes $ 000 

2. Accounts Receivable. .....w. 125,000 

SDL IAVCNUOTICS alntelete’ Sissi icra eilels« 200 ,000 

4, Othér Current Assets... 25,000 

6. Total Current Assets.............] $ 400,000 

6. Investments......2...+--. aa pie aee se $ 75,000 

7. Fixed Property Investment............ 400,000 

8. Intangible Fixed Assets...........-.+¢ 100,000 

9. Deferred Charges. ...........00+0. Ah 25,000 
10. Total Capital Employed..........} $1,000,000 

== — ———| od 

11. Accounts Payable: ....... 0.00.5 se aia $ 25,000 
12. Notes Payable... 2-0 -.-.++eeeeees 100,000 
13. Other Current Liabilities 0, 
14, Total Current Liabilities....... ...| $ 175,000 
25., Long-Term Liabilities. .......++..0+++ $ 200,000 
16. Reserves.....++-+++0005 Brolefaece racists te, ote 25,000 
17. Capital Stock—Preferred.....:++.+++ $ . 100,000 

18. Capital Stock—Common. ....+++++-++ 400 ,000 

19. Surplus Appropriated....,..-.+esee9es 50,000 
20. Surplus Account..... iafoleiatsiate sis alaviveiete 50,000 

21, Net Worth....... Manat pidgg ae ..| $ 600,000 | 60.0 
22., Total Liabilities and Capital,.....| $1,000,000 |100.0 
23, Net Working Capita’. ........---.+0-- $ 225,000 

24. Working Capital Ratio...... Daisisie. siete $2.28 

é % to 

25. Volume of Business, Ibs........-...645 10,000,000 | Sales 
26. Pounds per $1 of Plant investment.. . 25 

OT Sales AmMOUNGSs cee tines kelae weenie ody, $1,000,000 |100.0 
28.  $ of Sales per $1 of All Capital....-. $1.00 

29.  $of Sales per $1 of Plant Investment. $2.50 

30.  $ of Sales per $1 of Inventory....... $5.00 

31. _ $of Sales per $1 of Accounts Receivable] » $38.00 

82. Gross Harnings.ti..... es cee ees cence’ $ 300,000 | 30.0 
33. _ Per Cwt..... At Seri SACD ' $3.0 

34, Expenses......+++eeeeeeeeeee .|7$ 210,000 | 21.0 
B35. Per Cwti is cds dace cccccccesveecses x 2.1 

36. Operating Profits... 6.....eeeeeeeeers $., 90,000 | 9.0 
Ble Pel CW erate tte mad sia $ 0.9! 
38. % on All Cae : 9.0% 
39. Miscellaneous $ 4,500 5 
40, sIntérest Cost, «4st. boise F.4 Sloln octh mi $° 25,500] 2.5 
Al. % on Borrowed Money...... aEdouee 5% 

42. Surplus Net Profits.......-.+..--e..0 $ . 60,000 
43. % on Net Worth... -.ccessvecswers * 10.0% 

44, Dividends—Preferred. . $ 7,000 ‘ 
45. Dividends—Common $: 40,000 

46, Dividends—Other........+++eeeeeeere|eee ee eeesees 
47, Surplus Adjustments. 6... ..-0eeesee efor eee sen eae 
48, Net Change in Surplus... .......000-- $ 13,000 
49. Book Value of Common Stock......... $ 125.00 
50.  % Earned on Common Stock,,..,... 13.2%] 


Nore.—This form may be built very advantageously to compare years, I 
be used for comparing monthly balance sheets, in which case all 


from pre-war times down to date. It may 


turnovers and measures of earnings should be reduced to a yearly basis; for example, 
based op the rate of current month, etc. 


net worth per year as 


preferably to show the changes 


the per cent earned on 


Form 3. Method of Summarizing Financial Statistics and Ratios for a 
Business 


(From J, H. Bliss, ‘Financial and Operating Ratios in Management ”’) 
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3. What maximum amount of bills payable should books show for bor- 
rowed money, goods, etc.? 

4. What amount in bills receivable is conservative at any one time? 

5. What is maximum amount of yearly business frm should do on its 
capital invested? 

6. What amount of dividends should stockholders be paid, average net 
earnings of firm being 25%, after all expenses and@ losses are paid and ac- 
counted for? 

Analysis of Problem.—From information given, a highly condensed bal- 
ance sheet reads somewhat as follows: 


Assets 

Building, Furniture, and Equipment..... $ 35,000 
StOC eee Ue THOT CUE eit EE ee 90,000 
Working Capitalssieritatee cet oe cokes 25,000 

NotalisAssets \see oe eee teens OLOOS O00. 

Liabilities 

Capitaly...0 oe PR Te ae Bee tens $125,000 6 
SUPDMUSH comes tered tet ccnuctemeretr ee ne 25,000 

Total Lia bilitiess. Wael ss face uneek $150,000 


The $25,000 working capital must consist partly of cash and partly of an 
excess of accounts receivable over accounts and other obligations payable. 
To prepare an opinion, the following additional information is essential: 
Normal amount of cash in bank. 
Normal amount of accounts and bills payable. 
Normal amount of accounts and bills receivable. 
Average percentage of gross profits. 
Average operating expenses per month. 


As these facts are not furnished, following assumptions are made: 


NormaliCash Balancemparaseedee soe. $10,000 
Normal Accounts and Bills Receivable... 90,000 
Normal Accounts and Bills Payable... .. 75,000 
Average Operating Expenses per month. 15,000 
Average Gross Profits (on selling price). . 25% 


These assumptions may be far from the facts, but that does not affect the 
, Yreasoning. 
With these assumptions, the balance sheet reads as follows. 


Assets 

Buildingtand: Equipmoente.). J... scicwrawcs. $ 35,000 
Stookesh.bs cto. Sal Geen Ieetanes Re Poe ona 90,000 
Accounts Receivable. i i.84... 4: cn cue 90,000 
LOLs) Desay og eR RAL RTGS Ct RISER TA ras Pa aie 10,000 

(POtalfAssets™. FE CArt pateom ad Dicoils aan $225,000 

Liabilities 

Capitale POMC eS SOR ANA Sat eee $125,000 
Surpligsh) Se Aihara re OC RLY 25,000 
Accounts*Payables: Seay nee seaeii a 75,000 
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The above balance sheet on its face indicates a fairly strong financial 
position. Quick liabilities are only 75% of quick assets, not counting stock, 
most of which is readily salable. This percentage in mercantile companies 
and in manufacturing companies carrying large inventories of finished 
products is conservative. The percentage in emergencies or at certain sea- 
sons of the year may rise as high as 85% or even 90% without indicating 
recklessness, but this high ratio should be short-lived. 

Another ratio to consider is that between quick liabilities and total cur- 
rent assets, including stock. This percentage should not normally be higher 
than 50%. Balance sheets for a period of years of a large wholesale dry 
goods company showed a ratio of quick liabilities to total quick assets at 
end of each fiscal year as follows: 40%, 55%, 40%, 57%, 45%, 40%, 38%. 
In above assumed balance sheet, total of current assets is $190,000, and of 
quick liabilities, $75,000 or less than 40%. This is conservative. 

Buyers of commercial paper, especially large banks, sometimes make an 
arbitrary requirement for a definite ratio. In Babson and May’s treatise 
on ‘‘Commercial Paper”’ following rule is laid down: 


Going back to the hypothetical balance sheet, gross volume of business 
which can be carried on with safety can be determined only by a study of 
proper relations of various assets and liabilities to each other. Assume that 
gross sales in month following date of above balance sheet should amount 
to $100,000. What would be the effect on the business? First, goods of a 
cost value of $75,000 would have been sold and would have to be replaced. 
In addition, with this volume of business, stock on hand would have to be 
increased to, say, $125,000. This would make it necessary to buy during 
the month $110,000. Assume that+$50,000 of $90,000 accounts receivable 
fall due during the month and that $40,000 of accounts payable become 
due, then cash receipts would be $50,000 (assuming that there are no cash 
sales), $15,000 of which would go for operating expenses, leaving $35,000 to 
apply toward accounts payable. It would be necessary in addition to draw 
$5,000 from cash on hand. We must assume that such a volume of business 
would require an increase in equipment, which we may assume amounts 
to $5,000. Condensed balance sheet at end of month would then be: 


Assets 
Building and Equipment................ $ 40,000 
STOCK Ree Laina utr wus eecerts a 125,000 
Accounts: Receivablenigyesccag sense ase 140,000 
POLAT ASSOUS arene ciarsbeares tas: sususie fo cianeus $305, 000 
Liabilities 
(Gisy estate ag an ertacc oid os OD nn cmmrenmorcnd! Cio Ira & $125,000 
Single. ohne mod loo coe DOs 20 FD dd0E 35,000 
Accounts! Payables sii). 6 2. eee ee lee ee 145,000 
Total Mia bilities sari iale dtp eee tottehvt ode $305, 000 


Evidently this is an impossible situation; yet business concerns frequently 
work themselves into a situation like this by trying to carry a volume of 
business far beyond their capital. 
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With only the facts given and with only above assumptions to work on, 
it is not possible to give an intelligent answer to the questions as to amount 
of yearly business a firm of this size should do. Probably something like 
$500,000 a year would be near normal, but it is unsafe to name that figure 
without knowing more about the situation. 

The lst question, as to average stock of merchandise, can be answered 
only with reference to the 5th question, as to maximum amount of yearly 
business. Stock must be proportioned to volume of sales. Sales must be 
proportioned to equipment and working capital. 

It is not possible to answer questions 2, 3, and 4 by giving definite figures, 
because right amounts/of receivables and payables are determined by relations 
of these items to each other and to other assets and liabilities of the business. 
The attempt has been made to indicate above what are generally considered 
the right percentages; also to indicate line of reasoning to be followed in 
passing judgment on any particular business, all essential facts being avail- 
able. 

In a mercantile business running on a sound basis and not increasing 
volume of sales too rapidly, it is proper to pay out a fairly large proportion 
of net earnings in dividends. If net earnings are 25% and the volume of 
sales is near the maximum, a dividend of 15%, or possibly even a little more, 
is not out of place. The case is different if the business is growing rapidly. 
Then it is necessary to reserve more cash to build up working capital. 


The Budget 


ADVANTAGES OF THE BUDGET.—The main object of a budget is to 
secure internal control. The advantages are:!? 


1. Everyone in the establishment has a definite goal to attain. 

2. Sales and production plans are co-ordinated with financial re- 
sources. ‘ 

3. More continuous operation and greater regularity of employment 
is provided. 

4. Products, processes and equipment can be standardized. 

5. Costs can be used for purposes of control rather than as historical 
information. 

6. Reduction of waste is encouraged by the maintenance of better 
balanced inventories, by instituting wage payments based upon re- 
sults, by definitely assigning responsibility for expenditures. 

7. Taken in conjunction with the business cycle, the budget gives 
warning when to be cautious and the cue to go forward with manufac- 
turing plans. 

8. At all times, the budget serves as a measuring stick to compare 
actual performances with promises and standards, showing not only 
what may be done but what should be done.” 


BUDGETARY REQUIREMENTS.—Some of the essentials of a budget 
system are: 


1. Careful estimates of sales based upon previous years’ experience, 
tempered by the immediate business situation. 

2. Scheduling of production in keeping with sales estimates. 

3. Careful gauging of material requirements. 


10 Budgeting for Business Control, published by Fabricated Production Department, 
U.S. Chamber of Commerce, Washington, D. C 
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4. Establishment of standards of labor performance. 

5. Careful analysis of expenses, with limits set for auxiliary services, 
such as power, maintenance, and delivery. 

6. Provision for funds to carry through projected sales and production 
programs. 

7. Provision for checking and revising standards by performances. 

8. Predetermining of profits and losses. 


Material requirements should be determined by anticipating the market 
6 months or more. Expenses should be watched to keep them in balance as 
compared with sales. Provision for funds to meet all accruing liabilities 
should be made. Profits should be estimated in advance by quarters, and, 
if possible, by years. 

Budgets should be flexible. Minimum, maximum, and intermediate pro- 
grams should be provided, these to be made the measures of operations 
according to amount of business done. The manner of operating such a 
flexible budget is described in Factory, June, 1922, as follows: 

By the end of 1920, the Penberthy Injector Co. had a table, on an ordinary 82 by 11-inch 
sheet, showing the amounts allotted to each major item of expense for each $10,000 incre- 
ment of business over the range of business expected to be done in 1921. Assume, for 
example, that the minimum business was likely to be $120,000 moathly, and the maximum 
business $240,000. Then a table was . . . . made out to show the allowable expenditures 
in each department for an incoming monthly business of $120,000, of $130,000 or $140,000, 
and so on up to $240,000. Each department budget was itemized on the same plan so 
that an anticipated business for the month of $200,000 meant a definite figure to be expended 
for fuel oil in the oil melting department, and so on with each item in each department. 
These figures were planned to give not only a reasonable working allowance for each item 
of expenditure throughout the factory, but also to give the profit desired on any given 
volume of business. For a small amount of business the percentage of profit was kept low. 

With these budget sheets prepared in detail for each department and in the hands of 
each department head, the simple announcements to these executives at the beginning of 
the month that a budget of $180,000 or whatever figure has been determined upon as the 
quota for the month will be effective, is enough to notify them what their allotted expenses 
may be. They turn to their budget sheet and the $180,000 column shows their detailed 
expenses. These predetermined figures constitute a great convenience as well as a real 
time saver. At the middle of the month a brief report is made out and sent to each depart- 
ment head showing the half-month’s allowance together with the actual figures for the 
first half of the month. This helps to steady things. A report is also made out showing 
the actual results at the end of each month compared with the budget figures. Over the 
desk of the factory manager is a rack of half a dozen swinging frames, each about 30 
inches square, in which are kept sets of curves for each department showing from month to 
month, the budget set for the month, the cumulated budget figures, and the actual per- 
formance figures. 

In the case of special order establishments, sales cannot be planned so 
definitely, because requirements vary from contract to contract. The ele- 
ments and operations common to all contracts must be ascertained. Analysis 
of past sales may show that output falls into certain definite classes and that 
as between customers only slight and immaterial changes may be necessary. 
As a result many parts may be made for stock. It is possible to plan the 
next year’s business by careful analysis of sales by territory, products, and 
customers, supplemented by a study of market conditions. An engineering 
concern should be able to budget expenses and machine capacity as well as 
a concern producing for stock. 

Auxiliary services such as power, delivery, maintenance, and adminis- 
trative routine, should be budgeted as carefully as production, sales, and 
material requirements. Clerical work and fuel are illustrations In large 
plants these are very considerable items. 
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Finances should be budgeted. Capital will safely reach only so far and 
it must be distributed in ratios most likely to result satisfactorily. These 
ratios necessarily differ in different lines. Care should be taken not to in- 
vest capital in an uneconomical way, because once it is permanently in- 
vested it cannot easily be changed should such investment prove to be larger 
than was thought necessary. 

Working capital is sometimes unprofitably absorbed in inventories which 
are out of proportion to requirements. Installation of a good system of 
production control sometimes frees a large amount of working capital tied 
up in ill-balanced inventories. Sometimes long-time dating ties up working 
capital. Poor collection methods have the same results. A proper budget 
system will help to remedy these evils. Storing finished goods in excess of 
requirements is costly, consequently should be controlled by the budget. 

If possible, finances should be budgeted so as to permit a concern to go 
out of debt once each year, i.e., have on hand sufficient cash to readily liqui- 
date outstanding bank loans. This prevents overexpansion and necessity 
of funding floating indebtedness. This is especially true in seasonal lines. 
Short-time obligations are not a permanent contribution to capital. 

To permit proper budgeting of finances a business should be planned on 
either a minimum plan or on a maximum plan. Under a minimum plan the 
object is to secure a sufficient volume of business to yield a fair return on 
investment. Beyond this point the elasticity of the organization must take 
care of expansion in business. The object is not to secure the greatest pos- 
sible volume of business, but enough to yield a fair profit. Under a maximum 
plan the object is to secure as much business as possible. Greater risks are 
involved and greater profits are possible here than under the minimum 
plan. 


MAXIMUM AND MINIMUM PLAN ILLUSTRATED.—The following 
illustration of minimum and maximum plans is quoted form “ Budgeting 
for Business Control,’’ published by the Fabricated Production Department 
of the U. 8S. Chamber of Commerce: 


A prominent manufacturer of farm implements, in an effort to place before that industry 
something concrete and definite by way of a financial goal, used the following illustration: 

Finding that there is now employed in the agricultural implement industry $1.35 of 
available capital for each dollar of sales, this manufacturer estimates a well-balanced 
farm machinery company would require $1,200,000 fully paid-up capital stock, together 
with the usual seasonal borrowing, to take care of an $800,000 minimum and a $1,000,000 
maximum sales volume. From the information at hand drawn from a number of companies 
over a period of years, he estimates that the $1,200,000 capital would be properly distributed 
as follows: 


Per cent of Per cent of 


Assets Amount Available $800,000 © 
Capital Sales 

Plant eeenisian aes iste eee Ce ee ee one $ 420,000 35 52% 
Inventoryalt a Roe NAGA SRE OE Be 400 ,000 333 50 
Receivablesiat, sch aeeiishs 2 daeie ale tadieottae ates 240,000 20 30 
Gash: khlhaded lant ds tee eden dye atin 140,000 113 174 

TOG .:5.5, setae uses cae act ab unaat uals eiaceceisasis btebeidsks $1,200,000 100 150 

Liabilities 

Capital stock. nities ue eed dua seh eeurtoe ratoenoan: $1,200,000 
Payables, at beginning and end of year......... None 
Siurplusr se cece cee EM ERENT enateee renee As accumulated 


Reserves’... Ui)) PL ARS RED AOE OPENS inate As accumulated 
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The manufacturer then proposes two plans of operation, a maximum plan and a minimum 
plan. The maximum plan contemplated establishes the production and sales organizations 
on the basis of maximum volume of sales possible, and in the event the maximum sales 
are not attained, then the net profits are less than expected, while if sales are materially 
in excess of the maximum, then the finances of the company will be strained. 

The minimum plan is based on organizing for a minimum volume of sales on which a 
satisfactory profit can be made on the capital employed. The minimum plan is predicated 
on the belief that there are few salesmen who cannot increase their sales 25% in favorable 
years over normal experience, and that there are few branch houses that cannot handle an 
increase of 25% with their storage and clerical organizations should the business be avail- 
able. In other words the minimum plan makes full provision for taking advantage of the 
elasticity in the organization, particularly in the sales and production departments, while 
the maximum plan takes no advantage of this elasticity, thus making almost certain large 
losses in earnings if the business does not come up with the maximum amount of sales. 
Illustrating this point, the manufacturer uses the following exhibits: 


Minimum Plan of Organization 


If organized on an $800,000 minimum sales basis, the year’s operations would be somewhat 
as follows: 


Per cent Amount 

Total cost of operations, including— 
WB ELOL DIGUUGULOL er Mert ie crete Cre Te Te eee Csi ee ean renin 
SALA CXDEDSC See en ern stclee c cutert Seite tates apa mir ececreaobere ttre rece eae eee 
General and other expenses (including taxes)...............--: 89.75 $718,000 
TACOLEST: DAL Ger anrepersre nore tsierers Camera aie Tc er a ttOr CTepae ee ee EL, eno ane 
INetiprotitiy. fin teed saris syeto my erates ae ee alee ie clea 10.25 82,000 


Should sales exceed expectations and reach $1,000,000 (cared for in part by reduction 
of inventory and in part by increased production), the showing would be approximately 
as follows: 


Per Cent Amount 

Net profit on $800,000 sales as shown above (before taking into 

account savings as outlined below)................0--00000: 10.25 $ 82,000 

Plus increased earnings due to larger volume on account of: 

Amount saved by having greater production over which 

so distribute overheads.«...ch emer en we oe mee we 4.00% 
Having a larger sales volume over whith to distribute 

Salesxexponse stator serie oere tie ta chee itera 3.00 

SUT ToG HL BON LAI ook Er eteaLnat Mette a susme dena, nat botte easel cumin 7.00% 
Deduct possible increase in interest charges incident 

toumcreased Volumes d's « oharetasislered S cata Syavece .90 

Wer savitig Oe POR eR AE, Sales orale 6.10% 61,000 
Totalnet protit on. $1,000, 0002 ~ cacc sas dese ee csetc $143,000 


Nore: On an increased volume of sales, no saving is estimated on ‘General and other 
expenses,”’ but allowance is made for these to increase in the same ratio on the $1,000,000 
volume as obtained on the $800,000 minimum. 


" Maximum Plan of Organization 


If organized on a $1,000,000 maximum sales basis, the year’s operations would be some- 
what as follows: 


Per Cent Amount 


Total cost of operations, including— 
CostropsproduCtiOn acy caivecve Meee neta eRe RA east eau meen teeye cis OTL Se aaa anne, Meat onape 
Sales expenses, general and other expenses (including taxes) 86.65 $866 , 500 
BAtCrest Dud san Mantes hal ee CDNEE EEE Pie. cian gece se). , meatless 
INetiprofitis «..1asdecumtrodnaitearterale eiian.0 cn Os euOIO RCA aE 13.35 133,500 
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Should sales for any reason reach only $800,000, the showing would be as follows: 


Per Cent Amount 
Net profit on $1,000,000 sales as shown above..........-----+-- 13/35 $133,500 
Less decreased earnings due entirely to lessened sales on account of: 
Reduced factory operations increasing cost of production through 
having to carry full overheads on decreased volume. 4. 00% 
Having to carry a maximum sales expense that could 
not be reduced in time to make material savings.... 3.75 
General expense and other expenses that could not be 
decreased (including taxes) would add in percentage 


SACOKE: Sh Une ecb Ni seca alee erences decttdichind. taondecinte user out scao c aha 2750 
Total decrease in earning percentage............. 10.25% 
Deduct possible saving in interest, which saving is 
GSUBE See ee rae on mnetavelis rats .90 
Total increased cost of carrying on the business on a sales 
volume.of $800,000 GA SS5082-057.. 00, Sheik, MAE... . 9.35 93,500 
Weavite Netupron cree cpreiei sere stue cle sere pertue bales sets elces ens ale 4.00 $40, 000 
Net loss in earnings due to decreased volume when maintaining 
AE MAKUIMUL OLSADIZAON se.) 1g sere ciste ss <a eee 93,500 


The foregoing illustration is an interesting attempt to formulate a financial program 
that will yield a reasonable profit on a balanced volume of business. 

Sweet-Orr Budget Plan.—Through the courtesy of Sweet-Orr & Co., Inc., of New York, 
their budget plan is presented. The descriptive matter has been supplied by Arthur T. 
Davenport, general manager of the company. 


Master Budget 


Da be nile cco. ticghs Sette 
Budget Budget 
Classification Allowance, Ree me seeepee Balance, 
May, 1922 ee: eo June 1, 1922 
Shipments..... 0.0... 
Returns and _ allow- 
ANCES evar ee data. 6 
Total net ship- The monthly budget performance for the 14 factories, 
MONS. oF ake asa purchases, shipments, selling and administrative expenses, 
Purchases material... . are shown on this report. The report shows the manage- 
Purchases trimming... ment just which part of the business is operating within 
Total purchases... or exceeding the budget. The supporting detail budgets 
Administrative....... will show just which factory or department is exceeding 
Advertising «2.065. «6 the budget. Insetting up the budget amounts, the works 
ellingiwe damn mctaae en managers or department heads who are responsible for the 
Warehousing and ship- expenditures are called in conference with the Budget 
BON UIRY etenes elds pee she arate Committee and they set the lowest amount necessary for 
Total distributing. the various classes of expense. The budget allowances 
Factory administra- are figured every 6 months and as our fiscal months con- 
GLOMUS eae reneetarregean eis sist of two periods of 4 weeks each, followed by one of 5 
Factory building...... weeks, the budget for pay-rolls and expenses are so 
Guttine, ees Se figured in our monthly allowances. 
Direct labowwuews sca: Since the budget is revised every 6 months, no changes 
Manufacturing over- are allowed after the budget is passed by the board of 
headin ce oete directors. If the actual sales exceed the budget allow- 
Total manufac- ance, a corresponding excess in the purchase of materials 
Tabbubateare| yi) tbe 4 and factory expenses is satisfactorily explained, 
Purchasing ex- 


PENSCs onus ate 
Total expense.... 


Form 4. Master Budget 
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General and Administrative Expense 
Dates orc cictheeulleremeievoneerene 
Budget Budget 
Classification Allowance, a OTs oe Rasy Balance 
May, 1922 ON ad ay; June 1, 1922 
Wariaress cit, Woden eivesneoeeys + Monthly reports of the budget opera- 


Collection expense...... 
Depreciation furniture a 
tures 


nd fix- 
Insurance 
Insurance on merchandise 
Legal and professional 
Light and heat 
Postage 
Rent 
Salaries 
Janitors and watchmen 
Stationery and printing 
General administration expense. 
Taxes 
Telegraph and telephone 
Traveling 
Water and ice 
Tabulating 
Special 


tions are prepared for each factory and 
for the general and selling expenses of 
the organization. Each executive in 
charge of the various expenditures must 
explain any excess expenditure. The ex- 
penses of each function in the organiza- 
tion are carefully checked up, so that 
when the budget allowances are revised 
every 6 months there will be no possibility 
of economy overlooked. 2 


Form 5, General and Administrative Expense Budget 


Comparative Expense 


Classification 


Year to Date 


1922 1921 


1922 1921 


Administrative expense 
Purchasing expense 
Selling expenses 
Warehouse and shipping 
Factory cutting 
Factory manufacturing 

overhead 
-Factory direct labor 


Factory adminis- 
trative expense.. 

Factory building 
expense J 


Allocated 
in above 


Recapitulation of the expense dis- 
tribution chart and material purchased. 


This report serves the double pur- 
pose of acting as a control for the Mas- 
ter Budget and by comparison with the 
previous year shows the trend of the 
expenses. 


® 


Form 6, 


Comparative Expense Budget 
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Comparative Purchases 


Year to Date 


Classification 1922 1921 
1922 1921 
Material 
Clot era tok ace uustece ottae 
FETIMMUD ES et ea .crct se vgidie so sree 
Plant additions 00 5.2 <icie - ayes oi 
PTOURM crocs cemny segs tse Wels hed? hommiaeys 
Form 7. Comparative Purchases Budget 
Joliet Warehousing and Shipping 
Dates:isic ity tid. VISRabhade 
Budget E Bal. Budget 
Classification Allowance Dene Peek Balance 
May, 1922 | May, 1922 | May, 1922 | yne1, 1922 
Indirectilabor sii icetee peeves Of the 14 manufacturing points in this organi- 
Sundry expense............... zation, 4 are shipping points and as such have a 
PuNndryseUpples a4 <a see oie warehouse and shipping department expense. 
FPrAaNSPOLreatiON taco ie tile This expense, while not a charge against factory 
Trucking «3. Peek, cen iag Bas operations, is under the control and supervision 
Portion of administration...... of the works manager in charge of that particular 
Portion of building expense..... plant. He is therefore held responsible for the 
shipping expense and must satisfactorily explain 
any excess expenditures over the budget allow- 
ance. 
POGEAN Foctrayeieyenemers.(orsitisheamele gar 
Form 8. Warehousing and Shipping Budget 
Material Purchases 
TAGE yer oxoharixaia ste tren tae tere 
Out- : 
Classifi- Budget, | Billed Balance piers standing] Budget, pes Avail- 
Baton May, May, Maxi. May 7 Pur- June, Tae able, 
1922 1922 y oO chases, 1922 ¢ Period 
1922 1922 
June 1 
Shirts... 5: Having arrived at the Budget of Salés—the account of cloth and 
Overalls... trimmings necessary for each class of merchandise is figured. As the 
Cords..... sale of our products is seasonal the purchase of material is much 
Trimmings. greater in certain months, allowing of course for the time necessary 
Pants. .... to secure the piece goods and the process of manufacture. 
Total 


Form 9. Material Purchases Budget ; 
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Selling Expense 


Classification 


Depreciation salesmen’s equip- 


ment 


tures 


Equipment repairs.... 


Export expense 


Freight on equipment 
Insurance on merchandise 
Material cut for samples 


Postage 
Salaries—clerical 


Salesmen’s salaries 
Salesmen’s commissions 
Salesmen’s supplies 
Sample expense labor 
General selling expense 


Supplies 


Telegraph and telephone 


Transportation 
Traveling 


Trucking and delivery 


Depreciation furniture and fix- 


Budget 
Allowance, 
May, 1922 


Expense 
May, 1922 


Salesmen’s traveling expenses... 


Balance, 
May, 1922 


Form 10. 


Advertising 


Selling Expense Budget 


Classification 


Outside signs.... 
Newspaper.....- 
Store signs 
Dealer helps 
Export 
Tug-o-war cam- 

paign 
Mailing and 

printing 
Emergency sales 


Accumu- 
lated 
Budget 
Balance, 
May 31 


Billed, 
May 


Balance, 


Budget, 
M May 


ay 


Out- 
standing | Budget 
Pur- for 
chases, June 
May 31 


Form 11. 


Advertising Budget 
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312 La Fayette Street Factory 


Date scene secs. a teas 
Budget 
Budget Ex 
: p pense, Balance, Balance, 
Classification Allowance, May, 1922 May, 1932 June 1, 
May, 1922 1929 
ADMINISTRATIVE EXPENSE 
Carlee vole wets ake ehonon 
Pattern and drafting expense... 
IBOStag Surya soe tates toners w Beene 
Salariesuclerical fac. wc capi Each of the 14 factories in this 
Stationery and printing........ organization has a budget report 


form. The works manager in 


Sundry expense............ 1 
charge of each one receives a copy 


Telegraph and telephone. ... 


META VOLO Oe cog eave oe i ieeewena Rie ore monthly. Of course, the respon- 
sibility of the factory expenditures 
MOGALR aod tac de nyse oe rests on the works manager in 
; charge and he must explain satis- 
Buiitpine EXPENSE factorily any item exceeding the 
WDE PLE CIAVIOM # vives tes vos ones budget allowance. 


INSUT ANCE eee arent camer ra eee 


1 EES GSU ae oh nS Cnr eIORNene ete art icons 


Currine ExPENSE 
Directelaborieee tet. cy cc oe 
Indirect and supervision. ...... 
Supplies A eee Sie eee 
Portion administration expense. . 
Portion of building expense..... 


MaNUFACTURING OVERHEAD 
Depreciation machinery and 

equipment s.--os-. eee 
Machinery supplies and repairs. 
TROVAIGLESE eee enice cote eas oes 
Endizects laborers j.. ee .: 
Sundry expenses. . he. stings ves 
Sundrysuppliess 7, ee. 4. 
Mransportation:. <0) see ene y. 
Portion of administration ex- 


Form 12. Factory Budget 


Mismanagement and Fraud 


DEFINITION.—Fraud is gross deception or breach of trust operating to 
the injury of an innocent party. It is usually difficult to prove because it is 
necessary to secure evidence of intent to defraud or mislead. Exploitation, 
being more subtle than fraud, is more difficult to expose. Ordinarily 1t does 
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not provide ground for legal action. Nor are mismanagement and consequent 
bankruptcy grounds for inferring exploitation, as these may result from mis- 
takes. ‘‘Exploitation may be said to differ from fraud in that, while the 
intended results are practically the same, there is always room, in case of 
exploitation, for varying interpretations of the facts.” 

The corporate form of organization favors exploitation, because individuals 
hide their identity and avoid personal responsibility. The legal fiction of 
corporate entity favors exploitation. Legislation has been slow to cope with 
new conditions. 


FORMS OF ABUSES.—One form of abuse arises out of personal favorit- 
ism in letting contracts and making purchases. The Interstate Commerce 
Commission says: ‘‘Corporate economy is not practicable where gifts and 
obligations arising from friendship tend to obscure official duty.” Exor- 
bitant salaries are a means of exploitation in the hands of a controlling fac- 
tion. Secret payments are sometimes made to avoid openly increasing 
salaries. These may take the form of a bonus omitted from the pay-roll. 
Contracts beneficial to officers are a frequently employed means of exploita- 
tion. Sometimes construction companies are organized by corporate officials 
and then manipulated to their own advantage by means of improper con- 
tracts. Another plan is to purchase at high prices subsidiary companies in 
which the officials of the purchasing company are interested. 

In some cases contracts with other companies in which the officers are in 
one way or another interested are beneficial, so that it is difficult to affirm 
exploitation. In so far as possible such relationships should be avoided, 
but if unavoidable the negotiations should be open. All such contracts 
should be submitted to disinterested parties for criticism. Officers taking 
part in the organization of a new concern in a related field should leave the 
concern in which they have previously been interested. 

Officers sometimes try to avoid losses in unprofitable enterprises by unload- 
ing their holdings upon the company. If they are active and influential 
they are likely to succeed, especially if the directors know little about the 
details of the business. 

Sometimes officers in a company secure control of another company by 
inducing their board of directors to acquire stock therein which, along with 
their own personal holdings enables these officers to control the other com- 
pany. 

Misuse of inside information is a frequent abuse in connection with specu- 
lative proceedings on the stock market. Officers and directors have peculiar 
responsibilities in respect to speculative operations in the stock of the com 
panies they represent. The fact that they may lose through miscalculation 
does not negative these responsibilities. 

Misuse of corporate funds by officials sometimes occurs, especially in 
connection with speculative ventures. By trying to bolster up the price of 
sisal and hemp two officers of the National Cordage Co. changed it from a 
well-managed enterprise to a speculation. So much eapital was tied up in 
stock of sisal and hemp that the company went into bankruptcy. 

Manipulation of accounts is common to secure an. overstatement of in~ 
come, thus bolstering up tottering enterprises. There are many ways of 
accomplishing this result. The following are examples: 


1. Capitalization of expenses. 
2. Failure to write off adequate depreciation. 
3. Writing up assets and crediting same to Profit and Loss. 
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4. Padding of inventories of merchandise, supplies, etc. 
5. Failure to write off bad notes and accounts receivable. 
6. Understatement or omission of liabilities. 


- Sometimes the purpose is to understate earnings. This may be done by: 


1. Undervaluing assets. 
2. Overstating liabilities. 
3. Writing off excessive depreciation. 


and, in general, doing the opposite of what is done when it is desired to make 
a poor income statement look good. 

Where there are subsidiary companies opportunities to juggle accounts 
are increased, because the statements of the subsidiaries may not be shown. 
In this case falsification of their earnings does not appear. If they incur 
losses these may be omitted and only the results of profitable subsid- 
iaries be brought in. Intercompany sales may be made to swell profits. 
This results in inflated inventory valuations. One scheme sometimes pur- 
sued by corporation officers is to buy stock in subsidiaries when conditions 
appear unfavorable and later dispose of these shares when, as the result of 
grossly inflated statements of earnings, the public is induced to buy them at 
high prices. Properly prepared consolidated statements go far toward 
prevention of these abuses. 

Inside information is sometimes made the basis upon which directors buy 
and sell stock in their own companies. Some financiers approve of this, 
but the ethical view appears to be that it is wrong for a director to base 
such action on information which should be, but is not, made public. It is 
an abuse of trusteeship to profit by the advance information which direc- 
tors, by the nature of their work, secure. 

Stockholders controlling a majority vote sometimes defraud the minority, 
or exploit creditors. One plan of defrauding minority stockholders is to 
pay all profits earned into the treasury of a company owned by the con- 
trolling stockholders. Another plan is to elect themselves officers and then 
vote themselves large salaries. Creditors are sometimes defrauded by of- 
ficers who, having bought heavily, sell out, take the proceeds, and then 
permit the corporation to become bankrupt. This is so grossly fraudulent 
that more refined methods are usually pursued. Bond issues are sometimes 
sold on the strength of large surpluses which are later depleted by heavy 
dividend payments. Sometimes cash secured by sale of bonds is used to 
pay dividends. Sometimes large dividends are paid without regard to 
upkeep requirements, resulting ultimately in heavy losses to creditors. 
Sometimes dividend payments justifiable under more favorable circumstances 
are continued in bad times with resulting injury to creditors. 

Selection of responsible directors is a remedy for many of these abuses. 
The power to do this is, however, largely theoretical in case of most stock- 
holders because they have neither time nor facilities for making careful 
investigation of the affairs of their companies« 

Four methods of tiring out minority stockholders are given by T. Mulvey, 
as follows: 


1. Piling up huge undistributed surplus. 

2. Making a contract with a subsidiary permitting subsidiary to take 
most of the profits. 

3. Paying out profits in form of exorbitant salaries. 

4. Selling profitable features of an enterprise to a new company pro- 
moted by majority stockholders. 
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Charter or by-laws should contain provisions controlling such abuses. 
Mr. Mulvey says: 

Salaries may be limited, the dealings with subsidiary companies for the purpose of 
withholding profits may be regulated, methods of accounting may be devised whereby 
dividends may not be withheld. A sale of the undertaking may be prohibited, except with 
unanimous consent. The shareholder has a contract with the company which is made up 
of the statutes, charter, and articles or by-laws. These may be framed so that exactions 
or overbearing methods of the majority may be eliminated. 

Cumulative voting is a means of securing minority representation on the 
directorate. 

Salaries, contracts, accumulation of surplus, and sale of assets may be 
regulated, if a business is well standardized. But there is the danger of 
placing hampering restrictions. Moreover, it is hardly possible to make 
regulations which prevent misrepresentation and misuse of inside informa- 
tion. 

Publicity is the best remedy for these evils. Statements given wide pub- 
licity must be accurate and impartial. This serves as a powerful incentive 
to honest service on the part of officers and directors of corporations. 


Financial Involvements 


INSOLVENCY.—Somewhat less than 1% of all concerns become insol- 
vent each year. The record for the years 1912-1921, inclusive, is:!! 


No. of 

No. of Business Percentage 

Failures Concerns of Failures 
BIS ade i eS AEE ego 15,452 1,564,279 .98 
TOU Siero esata 16,037 1,616,517 .99 
OU a ewes, Seaver erases 18,280 1,655,496 1.10 
KO) asp ne RS AAS RE 22,156 1,674,788 132 
GWG es cteisecstce « 16,993 1,707,639 .99 
BOS Ne ee OR Lal inn 13,855 1,733,225 .80 
TOTS. err tercea samen a 9,982 1,708,061 .58 
1 QUO are eee 6,451 1,710,909 .38 
TODO Sera eaters ae 8,881 1,821,409 49 
VOD Li. Pe aS og 19,652 1,927,304 1.02 


This table does not cover embarrassments settled out of court, or sale 
of concerns which have grown decrepit and have been sold to men or com- 
panies willing to rebuild them with fresh capital. Some concerns become 
chronic-money losers and pass from hand to hand until liquidated or ab- 
sorbed by some powerful company. In case of many small retail establish- 
ments, the owner himself does not know what the results are until he has 
become hopelessly insolvent. 

Economic insolvency exists when liabilities exceed assets. 

Bankruptcy exists when this condition is recognized by a court of com- 
petent jurisdiction. 

A concern may be economically insolvent but not become a bankrupt. 
Rigid retrenchment may bring it back to a solvent condition. Such a con- 
dition of affairs may arise in periods of rapidly falling prices because in- 
yentories of goods are carried which cannot be sold except at heavy losses. 

Technical or financial insolvency sometimes arises as the result of inabil- 


11 Dun’s Review, January, 1922, 
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ity to meet current liabilities when total assets exceed total liabilities. ’ It 
is the result of poor financial management, there being a wrong distribution 
of fixed and current assets. 

Two chief classes of business failure are: 


1. Those for which the management is responsible. J ‘ 
2. Outside circumstances for which the management is not responsible. 


Under the first class are those resulting from: 


(a) Incompetence. 
(b) Lack of capital. 
(c) Poor credit management, etc. 


About 80% of failures are accounted for by this group. 
Under the second class are those resulting from: 
(a) Competition. 
(b) Physical disasters. 
(c) General business conditions. 


About 20% of failures result from these causes. 

Lack of working capital causes one-third of legal insolvencies in the United 
States. Sometimes lack of working capital results from too rapid growth 
during which working assets are converted into fixed assets. This is capital 
mismanagement. A given type of business requires a certain minimum 
capital to start right. In each industry these limits are so well known that 
those who understand the situation will not launch a new enterprise unless 
sufficient capital is forthcoming. 

Overextension of capital assets frequently absorbs cash which should 
be held in reserve for payment of current liabilities. Under these conditions 
borrowing is difficult because of the company’s poor financial showing. 
Merchandise inventories are sometimes expanded at the expense of a satis- 
factory showing of cash resources. Slow collections from customers after 
merchandise is sold may have a like effect. Payment of dividends when the 
cash position does not justify it, may cause technical insolvency. Inability 
to dispose of refunding securities owing to money market conditions often 
results in great stringency in cash and may cause technical insolvency. 

PROCEDURE IN INSOLVENCY.—The five possible courses of action 
are: 


1. Voluntary agreement among creditors, confirmed by a court, to 
some form of settlement of their claims. This is termed a composition. 

2. Voluntary dissolution on part of corporation, its assets being 
divided among its creditors. 

3. Individual, partnership, or corporation may be adjudged bank- 
rupt and a receiver in bankruptcy be appointed to dispose of assets and 
distribute proceeds. 

4. Corporation may secure appointment of a receiver in equity who 
carries on the business and works out a reorganization plan. 


5. Assignment for benefit of creditors. 


Compositions are more frequent in case of small than of large concerns, 
because it is difficult to get a large number to agree to a plan. It is the most 
economical and satisfactory plan where practical. In some instances an 
agreement on the part of creditors to wait one or more years for the satisfac- 
tion of their claims is effective. It is well in such cases to place some trusted 
person in charge to supervise conditions during the critical period of recovery. 

Dissolution followed by distribution of assets among creditors is not 
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common. To do this it is necessary to secure consent of both creditors and 
shareholders. This is difficult because these parties distrust the officers in 
charge. Voluntary dissolution is, however, often feasible when conditions 
are unsatisfactory but actual insolvency does not exist. Illustrations are 
the dissolution of combinations in restraint of trade due to court decrees. 
The procedure consists in gradually closing down, disposing of assets, and 
distributing proceeds among creditors and stockholders. The U. S. Express 
Co., although solvent, was gradually losing business because of competition 
of other companies and the parcel post. It succeeded in disposing of most 
of its assets to other express companies at reasonable prices and thus avoided 
serious losses. 

Bankruptcy proceedings in the United States are governed by the National 
Bankruptcy Act of 1898, and its various amendments. Bankruptcy pro- 
ceedings have two objects, viz., (a) protect creditors, and (b) free the bank- 
rupt from insupportable debt. Bankruptcy is either voluntary or involuntary. 
Railroads, banks, and insurance companies cannot take advantage of the 
bankruptcy law, because it is against public interest to permit stopping of 
their operations. National and state banking and insurance acts provide 
for the winding up of banks and insurance companies. Under the Bank- 
ruptey Act one is insolvent ‘‘when the aggregate of his property, exclusive 
of any property that he has conveyed, transferred, concealed or removed, 
or permitted to be removed with intent to hinder, delay or defraud his cred- 
itors, is not, at a fair valuation, sufficient in amount to pay his debts.”?’ To 
throw a person or concern into involuntary bankruptcy it is necessary that 
he or it, being insolvent, commit an act of bankruptcy. See section on ‘‘ Bank- 
ruptcy, Insolvency, and Receivership.” 

Owing to the wastefulness of bankruptcy proceedings it is often prefer- 
able to petition a court of equity to appoint a receiver, who carries on the 
business under the court’s supervision until a reorganization plan is worked 
out. In some jurisdictions the petition is known as a bill in chancery. Any 
one of the following parties may present the petition: 


1. The corporation itself 6 
2. The stockholders 

3. Secured creditors 

4. Unsecured creditors 


Applications by stockholders are made but infrequently. Friendly creditors 
frequently make application, requesting the court to appoint one of its own 
officers or some person close to the management as receiver. This is known 
as a friendly receivership. 


POWERS AND DUTIES OF RECEIVERS.—A receiver in bankruptcy 
takes possession of property of the insolvent, disposes of it as quickly as 
possible, and distributes the cash realized. A receiver in equity continues 
the business in operation with as little loss as possible. He introduces as 
many economies of operation as possible and endeavors to place it on a 
profitable going basis. Concerns which are technically insolvent but whose 
assets exceed liabilities are usually handled in this way. It is the best pro- 
cedure in case of practically all forms of undertaking, including banks, insur- 
ance companies and railroads. 

A receiver acts under direct authority of the appointing judge. The 
receiver ordinarily secures special authority from the court for all acts which 
fall outside the ordinary routine of business. Receiver’s certificates are 
securities issued upon such authority and rank ahead of all other claims, 
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The receiver’s powers of management are extensive. He purchases new 
equipment, finds new markets, and establishes improved systems of operation. 
If very successful he may be made an executive of the reorganized concern. 
Receiverships are frequently of 2 or more years’ duration. Occasionally the 
results of receivership are so bad that a reorganization cannot be worked 
out and it becomes necessary to wind up the business; but frequently the 
extensive powers given receivers result in benefit. 


CORPORATE REORGANIZATION.—Reorganization consists in the 
tearing down of an old concern and the use of the materials to reconstruct 
anew one. A financial reorganization consists in the rearrangement of liabil- 
Ities so that dividend and fixed charges will conform to earning power. To 
attain a successful reorganization it is necessary to secure the assent of both 
the court and a sufficient number of security holders. The various, and 
oftentimes conflicting interests are represented by creditors, stockholders, 
and banking houses who underwrite the new plan. Within these general 
groups there may also be conflicting interests, as where there are various 
classes of bondholders possessing various liens. Naturally the most influ- 
ential security holders are owners of prior lien bond issues; next, the holders 
of junior lien issues. These bondholders usually make their wishes effective 
by having as their representative a reliable banking house which acts as 
their advisor. The stockholders, in drastic reorganizations, may have their 
claims brushed aside. On the other hand, the stockholders, if needed to 
supply additional capital, may be given some voice in the reorganization, 
Before a plan can become effective the consent of a high percentage of bond- 
holders of all issues is essential. For this reason free discussion of the situa- 
tion is usually desirable. 

Protective committees of the security holders are formed as soon as an- 
nouncement of insolvency of a large concern is made. Each security issue 
usually has its separate committee, but one committee may represent two 
or more issues if their interests do not conflict. A committee usually con- 
sists of a group of self-appointed individuals who seek to gain the authority 
of their fellow security holders to act for them. The members of these com- 
mittees are paid substantial fees and membership is usually regarded as an 
honor. In some small reorganizations, however, these committee members 
serve without compensation. Attorneys’ fees must in any case be paid; 
also the reorganization managers and trust companies or banks which act 
as depositaries of securities must be paid. Other items of expense are ac- 
countants’ services, costs of advertising and circularizing, receiver’s fees 
and those of his consulting attorneys. The total cost of reorganization is 
heavy. 

These committees, in consultation with the receiver, usually agree to 
form a reorganization committee, which consists of at least one representa- 
tive of each separate interest. This committee, after various conferences 
and negotations, devises a plan of reorganization. When the number of 
security holders is.large tne committee method of reorganization is the only 
practicable one. Even in small corporations the plan sometimes saves 
trouble and expense. ! 

The first step in reorganization is an examination and analysis of the 
accounts. To determine actual income and expense it may be necessary to 
reconstruct the accounts over a series of years. Any plan of reorganization 
must await the results of this examination before being thrown into final 
form. The second step consists in securing agreement of the various com- 
mittees to the proposed plan. This usually requires much time because the 
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members of these committees are occupied with various other interests. 
The third step is the conduct of the company by the receiver as economically 
as possible. He raises new capital, improves the operating organization, and 
disposes of non-essential property. The last step consists in putting the new 
plan into operation. It is customary, although not necessary, to organize 
a new company and sell the property of the old company to the new one. If 
this is done the reorganization committee turns in the securities of the old 
company in payment for the property, issuing securities of the new com- 
pany in exchange. Non-assenting security holders, under these conditions, 
are liable to find themselves interested in a company which is practically 
non-existent. 


WORK ACCOMPLISHED BY REORGANIZATIONS.—Specific ends to 
be attained are: 


1. Raising of additional capital needed and subsequent operation of 
corporation. 

. Reduction of fixed charges. 

. Simplification of financial structure. 

. Increasing facilities for raising capital in future. 

Elimination of unprofitable lines. 

. Liquidation or refunding of urgent obligations. 

. Caring for unpaid dividend accumulated on preferred stock. 
Ordinarily the most urgent task is to secure additional funds either for 

fixed or working capital. Cash is needed. The three possible ways of get- 

ting it or of securing a reduction of indebtedness are: 


NID Crp Go bo 


1. Selling securities on very favorable terms. 

2, Assessing bond or stock holders. 

3. Liquidation of current indebtedness by issuing bonds or preferred 
stock in payment. 


METHODS OF RAISING ADDITIONAL CAPITAL.—One method of 
raising additional capital is to sell securities. If securities of other corpora- 
tions are owned these may be available for sale; but usually this expedient 
for raising capital is exhausted before the receivership occurs. Sometimes 
there are assets sufficiently free from lien to permit the issuance of new 
securities which are marketed at a heavy discount. The tendency is to 
treat old security holders harshly in order to provide issues that are attrac- 
tive to outside investors. 

Assessments are levied on common stockholders in nearly every reor- 
ganization, the reward being an interest in the reorganized concern. Occa- 
sionally preferred stockholders and junior bondholders are assessed; in short, 
any security holder not fully protected by marketable assets may be as- 
sessed. If he refuses to pay, a new corporation is organized which at judicial 
sale turns in prior lien securities in payment for property of the corporation, 
thus automatically wiping out the junior security holder. In return for the 
assessment the person assessed is usually given new stock of nominal value 
and possibly something in securities of better grade. In the reorganiza- 
tion of the San Francisco Railway Co. in 1916 an assessment of $50 per $100 
par of old first preferred, second preferred, and common was levied. In 
return stockholders received $50 par of prior lien bonds and a bonus of com- 
mon stock—the first preferred receiving $100 par of new common, the sec- 
ond preferred $90, the old common $82. 

In 1897 the common stockholders of the Houston & Texas Central Rail- 
road Co. were assessed 73% of the par of their holdings. 
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If the assessment is too drastic it may not be profitable for the stock- 
holder to pay; consequently the assessment should be made sufficiently 
attractive to secure the money asked. It is the experience of most persons 
paying assessments in railroad reorganizations that the increase in value of 
their holdings following the reorganizations has fully justified paying the 
assessment. 

Funding floating indebtedness by issuance of long-term securities is prac- 
ticable only when the company is fundamentally prosperous and is merely 
suffering from temporary shortage of cash. This plan was pursued in both 
Westinghouse reorganizations. 

Services of an underwriting syndicate are an essential when cash is to be 
raised by assessment or sale of new securities. In return for a commission 
the syndicate agrees to pay assessments of defaulting security holders, 
taking over the securities such holders would have received had they paid 
the assessment. If new securities are to be issued the syndicate takes them 


over on an agreed basis, as is done in case of normal financing of solvent 
concerns. 


REDUCTION OF FIXED CHARGES.—In cutting down fixed charges in 
reorganizations, the following principles should be noted: 


1. Maximum fixed charges after reorganization should not exceed 
minimum net earnings of the reorganized company. 

2. As far as possible fixed charges should be limited to bond inter- 
est. Avoid burdensome sinking fund requirements, guaranteed divi- 
dends, fixed rentals, etc. 

3. The junior lien security holders should take the losses; the prior 
lien security holders should not suffer unless the reorganization is drastic. 

4. The nominal value of new securities received by old security hold- 
ers should not be reduced greatly below that of the old securities sur- 
rendered in exchange. 

5. Bondholders who have their claims reduced should benefit by 
future increased earnings. 

In case of 27 industrial reorganizations, reduction of fixed charges aver- 
aged 25%. 

REORGANIZATION RESULTS.—The tendency is toward drastic mea- 
sures to avoid a recurrence of the situation making reorganization neces- 
sary. Frequently capitalization is increased, but by substituting for bonds 
issues having claim on future earnings. Bond capitalization is reduced 
and share capitalization is increased by a greater amount. Simplification of 
financial structure is aimed at. Many small issues are replaced by a few 
large ones, and facilities are provided for raising additional capital in future. 
This is accomplished by securing authorization of issues larger than are 
required for present purposes. The deed of trust usually contains provisions 
to be met in the way of additional security when new bonds are to be sold 
under such provision. Elimination of unprofitable business is frequently 
accomplished in reorganizations. Bondholders who have some unprofitable 
plant as security may be required to reduce their claims, or they may be 
given the plant, thus letting them out of the reorganized company. 
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SECTION 17 


BANKING AND BANK CREDIT 
Banking Fundamentals 


SCOPE OF SECTION.—This section applies mainly to commercial banks, 
or to the commercial departments of banks. 


PURPOSE OF BANKS.—Many individuals and corporations have sur- 
plus funds. Such funds are safely left in banks, ordinarily without charge. 
The bank pays out money on order and keeps a record of transactions. All 
business houses and many individuals actively receive and pay money. In 
some cases payees reside at a distance so that paying actual currency is 
difficult. It always involves risk of robbery and misplacement. Banks pay 
funds on order of depositors. Payments are made by drawing checks for 
the desired amounts. There is no necessity for making change, little or no 
risk is involved, and the checks furnish an absolute record of payment. 


INTEREST ON DEPOSITS.—Usually banks make no charge for this 
service; sometimes they pay the depositor. On savings accounts banks pay 
interest, usually 3% or 4%. A few banks pay higher. In cities where com- 
petition is keen, interest is paid on checking balances. 

The practice of paying interest on checking accounts varies widely. Some 
banks pay interest on an average daily balance of over $500; others on $5,000 
or over. Activity of the account and borrowings are factors considered and 
the rates paid vary between individual accounts in the same bank. The 
most common rate is 2%. 


MAKING FUNDS AVAILABLE.—Active business men are frequently in 
the market for funds needed to promote their undertakings. Most busi- 
nesses are to some extent [seasonal, there being periods when business is 
active, with a large demand for funds, and other. periods when a minimum 
working capital suffices; there are times when collections are slow and others 
when there is outstanding only a moderate total of accounts. 

When a business needs funds to tide it over a peak, or when it can make 
8% on money obtainable at 6%, it tries to borrow. 

The bank’s business is to loan funds to those who can employ them profit- 
ably and safely. Both factors are necessary. 

A bank serves by securing funds from individuals who cannot use them 
immediately, and turning them over to others who can employ them profit- 
ably. The community is thus served by employment of otherwise idle 
capital. 

SUMMARY OF BANKING BENEFITS.—The man who, having surplus 


money, deposits it in a bank, gains through having a safe place for its keeping 
and a convenient method of making payments, and through receiving inter- 
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est. The man who employs extra funds by borrowing gains through having 
such funds available at reasonable market rates. The community gains by 
placing of surplus funds in hands of those who use them to pay wages and 
buy supplies. 

Banks profit through renting out funds for more than they cost the banks. 
The banks’ cost is interest paid depositors, cost of service, and losses. In a 
commercial bank service is the heaviest cost, consisting of wages, taxes: 
supplies, rent, and general operating expenses. 


General Method of Operation 


RECEIVING OF DEPOSITS.—To attract funds, banks encourage open- 
ing accounts and making deposits. The bank takes the signature of the 
new customer for its signature file. Signatures on checks are compared 
with these to determine their genuineness. 

References are sometimes required of new depositors. Banks are jealous 
of their reputation and are judged by their customers. A depositor of poor 
business character harms the bank’s good name and, by depositing uncol- 
lectible items or overdrawing his account, causes loss and expense. 

City banks often require a minimum initial deposit to eliminate small, 
unprofitable accounts. Competition reduces the severity of these require- 
ments. Banks with minimum rules make many individual exceptions. 

Banks furnish passbooks, in which tellers receipt for deposits, and blank 
check books. At intervals, generally each month, a statement of deposits 
received and checks paid, together with canceled checks is given customers. 
In place of such periodic statement, customers in many banks may leave 
passbooks for balancing and return of canceled checks. 

In savings accounts each deposit and each withdrawal is entered in cus- 
tomer’s passbook as made and balance is extended. No statement is re- 
quired. 


LOANS.—Banks, to earn profits, must keep their funds employed. Com- 
mercial banks do this chiefly by means of loans to business borrowers on 30 
to 90 days’ time. 

Banks are usually anxious to make short-time loans to all who are will- 
ing and able to repay them at maturity. They sometimes take the initia- 
tive in locating possible borrowers. Generally, however, there is sufficient 
demand and the banks need only wait for loan applications. With bor- 
rowers as askers there is presented an opportunity for making the necessary 
investigations. These cover both ability and willingness to repay. 

Banks, although anxious to loan, cannot afford to take many losses. 
They scrutinize applicants for credit, eliminating all who present material 
elements of risk. Financial strength, earning power, security, moral char- 
acter, and general conditions are factors affecting ability to repay. 


RESERVE.—A large part of deposits in commercial banks may be with- 
drawn on demand. The first principle of banking is to have sufficient cash 
available to meet this demand. 

Not all customers of banks ask for their money on the same day. De- 
posits normally offset withdrawals, so that it is unnecessary to maintain a 
100% reserve. The amount to maintain varies with individual banks— 
their location, connections, kind of customers, and policies. 

Banks belonging to the federal reserve system are required by law to keep 
their legal reserve with the system. 
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Reserve requirements, member banks: 


In central resetve city, 13% of demand deposits. 

In reserve city, 10% of demand deposits. 

Outside central reserve or reserve city (country banks), 7% of demand 
deposits. 


For all banks reserve requirements on time deposits are the same, 3%. 
No legal requirements exist as to amount of cash to be kept in bank’s own 
possession. The Federal Reserve Board may place a bank in the outlying 
parts of a reserve city, in the country bank class. 

For state banks not members of the system, each state has its own reserve 
requirements. These require that a certain amount of cash be kept in 
bank’s own vaults and that another percentage of bank’s deposits be kept 
either in cash in its own vault or on deposit with approved banks. 

In addition to legal requirements banks must maintain certain reserves 
so that their business will be conducted on sufficient margin of safety. 

Funds are usually kept on deposit with one or more other banks. These 
balances earn interest at from 2% to 3% and may be withdrawn on demand. 
In addition secondary reserves are necessary. These are assets which can 
be converted quickly into cash without disturbing the bank’s customers or 
its general business. United States goyernment bonds or others having a 
wide and ready market, are the most common form. 

To illustrate, a member bank located in a reserve city has demand deposits 
of $3,000,000 and time deposits of $2,000,000. 


10% of $3,000,000 demand deposits........++-+-- $300, 000 

3% of $2,000,000 time deposits......+.++-++++05 60, 000 

Required reserve with federal reserve bank Bee Ao 360, 000 

Actual balance with federal reserve bank......-.---+++-+-++> $ 390,000 
Gash in bank’s own vaults...) -...,-- eee sec ees 100, 000 
On deposit with other banks.... 0.0.0... sees eee eee teeee 400,000 
Federal reserve collection account.....-++ss++seeeer errr cess 90,000 
Loans eligible for rediscount........---+-+4+sserecrtesereee 1,500,000 
(Csrnlil d kaynin teins aie cle ai Gatch Se aaa aioe is fy CORO ater Cnc 0 ep at 124,000 
TRyay ies BS Spe Ie eG Ae oe A ORI ee ROL On me Ons raro inn Sv nnve ager 700 , 000 


The only reserve required by law is with the federal reserve bank. The 
other items are determined by the bank itself. The voluntary reserves may 
vary materially according to bank’s policy and type of business. ‘ 

If customers begin drawing funds faster than they are deposited, banks 
first pay out cash from their own vaults and then draw on federal reserve 
bank and on deposits in other banks. Deposits in other cities may be trans- 
ferred by telegraph. 

If withdrawals continue, money is obtained by selling bonds or redis- 
counting notes. Thus cash is raised quickly without calling in bank’s own 
loans or discommoding customers by refusal to renew. 

Call joans and commercial paper quickly sold furnish another important 
class of reserves. These latter investments are often made through the 
agency of a city bank, chiefly New-York. The owning bank may never 
see the actual paper, holding merely an acknowledgment. 


1 New York and Chicago are the only central reserve cities. There are about 60 reserve 
cities. 
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Banking Development in United States 


ADVANTAGES OF LOCALLY OWNED INSTITUTIONS.—In the United 
States the banking system does not follow the European and Canadian 
practice of having a few large banks with branches spreading throughout 
the country. 

Instead, legislation and custom favor the growth of individual banks. 
There are now about 31,000 independent institutions. 

The advantages claimed for this individual system are: locally owned 
institutions are more interested in community growth; the officers have 
their money invested and make their homes in the town; dividends are 
kept in the community where earned; individual banks prevent centraliza- 
tion of power. 


DISADVANTAGES OF LOCALLY OWNED INSTITUTIONS.— Many 
communities depend on one industry, such as wheat-growing or a single 
factory. In such wheat sections, if crops fail or if market prices drop so that 
farmers produce at a loss, a local bank cannot collect loans. The bank’s 
customers, being dependent on wheat, draw out funds to meet expenses. 
The bank facing demands for funds is unable to realize on its principal assets. 
If such condition continues long, the bank fails. 

If the bank’s business is spread over several states and industries, a crop 
failure in one locality is not serious. National banks are not permitted to 
loan to one borrower more than 10% of the bank’s capital and surplus. 
This restriction, however, does not apply to discount of bills of exchange 
drawn in good faith against actually existing values. With small banks 
this restriction may handicap some of its customers. With large banks 
maintaining branches, individual borrowers can secure the full accommoda- 
tion which their credit and standing rate. 


Federal Reserve System 


HISTORICAL BACKGROUND.—Alexander Hamilton organized the 
Bank of the United States. It was fiscal agent of the government, had 
authority to issue notes which circulated as money, and had branches 
throughout the country. 

In 1816, 5 years after the expiration of the charter of the First Bank, the 
Second Bank of the United States was chartered for 20 years. When the 
charter came up for renewal, President Jackson opposed it and definitely 
and finally destroyed the central bank idea. 

There then sprang up many small state institutions with power to issue 
notes with circulation privilege. There was little or no supervision. 

Gradually control became more strict; state banks were deprived of power 
to issue notes. At the close of the nineteenth century banks generally were 
conservative, well-managed, individual institutions: but the panic of 1907, 
which was a product of our banking system, brought home to the public 
that having well-managed individual banks was not sufficient to prevent 
panics. 

The Aldrich Commission recommended changes in our banking system 
to eliminate ‘‘banking panics.’”’ On the basis of its investigations and 
reports, the federal reserve system was developed. 

PURPOSE OF FEDERAL RESERVE SYSTEM.—One purpose of the 
federal reserve system is to provide means whereby banks with sound assets 
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may convert them quickly into cash. If the public knows that banks can 
obtain quickly all necessary cash, withdrawals due to fear are eliminated. 

The federal reserve system is a compromise between the individual and 
the centralized system. 


MODE OF OPERATION.—Member banks may rediscount short-time 
commercial notes with federal reserve banks. To obtain currency to make 
such loans, the federal reserve banks use this commercial paper as security 
for issuing federal reserve notes. These circulating notes are protected by 
the maturing paper and by a 40% gold reserve. Movements of crops and 
legitimate transactions create the notes and acceptances used for rediscount 
purposes. 

To illustrate, the Northern National Bank has $3,000,000 in promissory 
notes. Needing cash to meet demands of customers it rediscounts $500,000 
of these with its federal reserve bank. Federal reserve bank credits account 
of member bank, $500,000. Member bank’s indorsement guarantees the 
discounted paper. Member bank can convert the credit into cash by draw- 
ing a check. 

Federal reserve bank obtains currency to rediscount this paper by putting 
up promissory notes deposited by member bank as collateral with agent 
of Federal Reserve Board. These agents have authority to authorize issu- 
ance of federal reserve notes. 

Federal reserve bank continues this process as long as it has sufficient 
gold to meet the 40% reserve requirement. This requirement is a check 
on rediscounting which became effective in 1921. 


NATIONAL BANKING SYSTEM.—From 1836 to 1863 only state banks 
existed in the United States. The government, to finance the Civil War, 
desired to enlarge the market for United States bonds and bring stability 
to the demoralized currency situation. Congress authorized the establish- 
ment of banks with authority to issue paper money secured by United 
States bonds. In 1865, to compel application for national charters, a tax 
of 10% was levied on notes issued by state banks. 

At first national banks confined themselves to commercial banking. In 
recent years, savings and trust departments have been added. 


The law has been s0 liberalized that the business of national banks is 
about the same as that carried on by state commercial banks. National 
banks, however, are under supervision of the Comptroller of the Currency, 
while the state banks are supervised by state banking departments. 


FEDERAL AND STATE EXAMINING SYSTEMS.—To protect the 
public, it is necessary to provide supervision and examination of banks. 
Under the national banking system a minimum capital is required based 
on size of the city in which bank is located. Stockholders are liable to assess- 
ment to the extent of the par value of their stock holdings, and the bank 
must make three sworn reports of condition each year, at surprise dates. 
The Comptroller’s office has special examiners who, twice each year, examine 
each national bank to determine solvency. 

The various state banking departments have a similar system. The fed- 
eral reserve banks also make examinations of their member banks. In 
addition, the national laws and those of most states require an examination 
twice yearly by directors. These directors’ examinations, although useful, 
are not as complete as those made by regular examiners, due to lack of 
time and experience. Sometimes directors hire an outside auditing organ- 
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ization, thus obtaining a thorough investigation. In a few cities clearing 
house examiners keep careful check on solvency of member banks. 


Outline of Bank Operation 


RECEIPT AND PAYMENT OF DEPOSITS.—Banking, briefly sketched, 
consists of receiving and repaying deposits; keeping a record of the amount 
owed each depositor; the investment of funds; maintaining investment 
records; and furnishing various collection and exchange services. 

A teller receives the funds deposited, receipts to the customer, and for- 
wards the deposit slip to the bookkeeper (deposit account bookkeeper in 
large banks) to be credited to the depositor’s account. When a check drawn 
against this account is cashed, the teller sends the paid check to the book- 
keeper. It is charged against the account and reduces the balance. By 
keeping a list of deposits received and items cashed, the teller knows how 
much cash he should have at the end of the day. A cash count then deter- 
mines if there have been any errors. 


LOANS AND DISCOUNTS.—When money is loaned, a promissory note 
is received. Information as to the amount of notes so purchased is furnished 
the bookkeeper at the end of the day. He debits the asset account, Loans 
and Discounts. When payment is received a notice is likewise sent the 
bookkeeper (general ledger bookkeeper in large banks), who credits the ac- 
count for the payment on principal. These credit and debit slips, first 
regarded as memorandums, have come to serve, in many cases, as original 
entries. Posting is made directly from these slips into the ledger. 

When a borrower, in place of taking currency, wishes amount of loan 
credited to his checking account, the effect of the entries is exactly the 
same as if the proceeds of the note had been drawn in cash and then de- 
posited by the customer. There is a debit to Loans and Discounts and a 
credit to depositor. In neither case, whether borrower is given cash or credit 
on his account, would entries be made to a cash account. The amount o 
cash at close of business must be counted to get the figure necessary to 
balance. 


INCOME AND EXPENSES.—When the borrower makes an interest 
payment, the teller writes a slip, called a credit, authorizing the bookkeeper 
to credit Interest Income. When expenses are paid, a debit slip authorizes 
the charging of Expense Account. After posting day’s business, the book- 
keeper takes a trial balance, including therein the teller’s cash count. 

When a draft or other item is collected for a customer, a small service 
charge is customarily made. A credit slip is written for the total of such 
fees. The teller sends this slip to the bookkeeper, who credits it to Com- 
missions, or a corresponding account. 

As banks increase in size a division of labor is necessary. In expanding 
the system to cover the division of work, hardly any two banks follow exactly 
the same methods. Details vary widely, but the same broad accounting 
plan is followed. 


Bank Accounting in Detail 


_ TWO GENERAL DIVISIONS.—Bank accounting consists of two general 
divisions. The first deals with the records necessary for the control of the 
bank’s assets and the income therefrom, including liability to stockholders, 
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while the second deals with the records necessary to show the bank’s liability 
to its individual depositors. 

Records which deal with the bank’s assets follow in scope the same gen- 
eral accounting plan as might be found in a simple holding corporation. The 
modifications come chiefly in the manner of making the original entry and 
the necessity of always taking a daily trial balance. 


ORIGINAL ENTRY—DEBIT AND CREDIT SLIPS.—The original entries 
in bank work are usually made on slips. A check, for instance, forms an 
original debit entry. The deposit ticket is another slip which forms an 
original credit entry. Considering the accounting system in its simplest 
forms, suppose that John Jones makes a $1,000 loan at the Northern National 
Bank. 

The note teller uses a printed slip, possibly 3x5 in., with the heading 
“Debit”? (Form 1). On this debit slip he writes the account Loans and Dis~ 


DEBITS Loans and discounts 


Total for day, per register. 


4d: 


Signature 


Form 1. Debit Slip 


counts, a brief explanation of the transaction, and the amount, “$1,000.” 
Then for the credit entry he makes up another slip which serves as deposit 
ticket for John Jones’ account. 

The debit slip goes to the general bookkeeper and is entered in his journal 
opposite loans and discounts, usually with no explanation. The journal is 
posted to the general ledger and the amount of loans and discounts is in- 
ereased. The credit slip goes to the individual ledgers and is posted to the 
eredit of John Jones’ account. It is there grouped with other deposit 
tickets and the total for the day is given to the general bookkeeper who 
enters it in his journal as a credit opposite individual deposits. 

Tf Jones wishes to draw the amount in cash, no credit slip is made. En- 
tries are not made to the Cash account. The contra entry is the only one 
used. A debit to any other account is automatically a credit to Cash. 

The teller starts the day with, say, $10,000. Brown makes a deposit of 
$100 in currency. Brown’s deposit slip is a credit entry to individual deposits. 
The teller should now have $10,100 on hand. Next, a check is cashed for 
$50 on Smith’s account. The check is a debit entry. It decreases the teller’s 
sash, making the net amount that should be on hand, $10,050. 

The teller, to balance his work for the day, adds to his beginning cash all 
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the credit items. He counts his cash on hand at the close of the day and to 
this figure adds his debits. In the example just given, he would add the 
$100. in credits to the beginning cash of $10,000, making $10,100, and to 
the closing cash of $10,050 he would add the debits of $50. If the two totals 
agree, the cage balances. With the volume of work that goes through a 
busy cage, it is the rule almost more than the exception that the exact amount 
of cash needed to balance is not on hand at the close of the day. These dift 
ferences are carried in a suspense account known as Over and Short till the 
close of the current period and then charged off. A record is kept showing 
each teller’s net differences. 

Small banks with five or six employees or less, often do not balance the 
cages separately, but combine the work of the different tellers and strike a 
balance for the bank as a whole. 


JOURNAL.—A bank journal is much the same as that in a commercial 
house. Entries are made in the journal direct from the debit and credit 
slips, with little or no explanation. A number of banks are eliminating the 
journal, posting directly into the general ledger from the slips. 


GENERAL LEDGER.—A common form is the loose-leaf pen-posted 
book with a column for debits, a column for credits, and a column for bal- 
ance. In modern bank work the balance is always extended. Bound led- 
gers, machine-posted ledgers, and Boston ledgers are also used for the gen- 
eral books. 


DAILY STATEMENT BOOK.—Banks take a daily trial balance, having 
for this purpose a bound or loose-leaf book, printed with the names of the 
accounts. Such a trial balance is called a daily statement and is kept as 
part of the bank’s permanent record. The officers in well-managed institu- 
tions watch the ‘daily statement, noting changes in assets and changes in 
deposit totals. 

Reports of condition for the Comptroller’s office and for state banking 
departments are always called for as of some previous date, The information 
is taken from the daily statement book, 


Asset Accounts 


LOANS AND DISCOUNTS.—The most important assets in the ordinary 
commercial bank are notes. These notes are generally for 90 days or less 
and one borrower may have many separate obligations owing to the bank. 
Because of the importance of the asset and the frequency with which the 
items change, this department requires accurate records. 


LOAN REGISTER.—Loans as made are entered on a loan register, usually 
one line to the loan. At the end of the day the new loans are totaled and a 
debit ticket sent to the general books. A serial number is assigned each note. 

When payments are made on notes, the payménts are entered in another 
column of the note register, and an indorsement is made on the note itself. 
Such payments are totaled at the end of the day and the figure is entered on 
a credit slip. Interest payments are handled in the same manner, the credit 
going to interest income. 

In small banks, such items may be entered individually in the journal. 

DISCOUNT REGISTER.—Notes discounted may be kept separate from 


interest-bearing paper by being entered ona separate register. Some banks 
regard all paper, except demand, as discounted by adding to the principal the 
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interest that will be due at maturity and computing discount on the total so 
obtained. 


TICKLER.—Each note is entered on a tickler under its payment date. 
Notices are usually mailed to the makers from 5 to 10 days in advance. The 
tickler may be a book, cards, or a file, in which a notice or a copy of the note 
can be filed under the payment date. 

The notes themselves are filed alphabetically, numerically, or by maturity 
dates. The total notes on hand must balance with the control account in 
the general books. Sometimes notes, as they become due, are sent to another 
department for collection. Those past due may be kept in a separate pouch 
in order to come to the attention of the officers responsible for pushing col- 
lection. 


LIABILITY LEDGER.—As a single borrower may have many different 
notes owing to the bank and may be indorser on other paper, it is advisable 
in all banks and customary in those of any size, to maintain a liability ledger 
(Form 2). This ledger may be in various forms, but with all, the purpose 
is the same. Under the name of the borrower is shown the total amount of 
his obligations to the bank, both on his direct line and on his secondary line 
as indorser. This liability ledger should balance with the control account 
Loans and Discounts. 

Common forms of liability ledger are loose-leaf sheets, cards, and actual 
copies of the notes filed so as to serve the purpose. 


COLLATERAL REGISTER.—On many loans collateral is deposited. As 
this collateral is held in trust and may run into a great deal of money, it is 
necessary for the bank to keep a careful record and control thereof. Hither 
the notes themselves show a record of the collateral, or there is supplementary 
agreement, or the securities are listed on a duplicate or triplicate receipt form. 

In addition, banks use various types of registers for listing collateral. 
To check collateral it is best to work from the original entries and, where 
possible, obtain the borrower’s verification. Care must be taken to see 
that the collateral is genuine, that the market value is sufficient to cover 
the loan, that the amount agrees with the original entry, that all coupons 
which should be attached to bonds are thereon or accounted for, and that 
stock certificates and registered bonds are indorsed so that they can be col- 
lected by the bank in case of necessity. Such indorsements may be made in 
lead pencil. 

The bank is not ordinarily allowed to take its own stock as collateral. 


CHARGED-OFF ITEMS.—Conservatively managed banks charge off 
all assets which become bad or doubtful. 

Such items when charged off are debited directly against Undivided 
Profits, or against Profit and Loss. The explanation is shown in detail on 
the general ledger. The note itself should be kept in a special charged-off 
file or envelope in the vault. The auditor should verify all such entries, 
see if they were authorized, and see if the actual notes are on hand. Pay- 
ments of principal or interest made after date of the charge-off should be 
credited to the Undivided Profits account. The indorsements on the notes 
should be gone over to see that such credits have been made. 


CASH AND DUE FROM BANKS.—On a condensed statement this heading 
is used to cover actual cash, cash items, clearing house items, cash collection 
items, lawful reserve with the federal reserve bank, collection items with the 


federal reserve bank, cash items in transit, and balances due from other 
banks. 
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Actual cash is principally a problem of counting. Foreign currency, if 
the amount on hand is small, may be carried either at par or cost. If the 
total of foreign money is of any size, it should be carried at cost or market, 
whichever is lower, though so doing requires care in verifying the book figures. 

Cash items merit special attention. It is a ‘‘catch-all” account. If a 
check has been cashed for party without an account and the check comes 
back unpaid, it may be carried in cash items for a few days while an attempt 
is made to recover from the indorser. This is only one of the many causes 
for items being carried under this heading. The danger is that such items 
will stay there in place of being charged off; that unauthorized loans will be 
earried; or that checks will be held in place of going on the books and showing 
an overdraft. All items, before being permitted to go as cash items, should 
bear the approval of an officer and the account should be checked through 
frequently. There is no ledger account for cash items, such items being 
run each day and used to balance as would a corresponding amount of cash. 

Clearing house items represent checks drawn on banks that clear through 
the local association. All such items are to be paid in the clearing house 
settlement of the following day. 

Cash collection items are local items that are collected by messenger. 
All items so carried should be current. 

When checks drawn on out-of-town points are deposited with the federal 
reserve bank, immediate credit is not given the depositing bank. The 
items are put in a collection account. The country is divided into zones 
according to the number of days required to make collection. If the check 
is drawn on a 2, 4, or 8-day point, the amount is switched from the collection 
to the reserve account automatically at the end of that time, even though in 
the particular case there might have been required more or less than 2 or 
8 days. The member bank should keep a record showing under each date the 
amount that will come available as reserve. 

The bank gives the customer, in most cases, immediate credit and then 
sends the item to the federal reserve or to another bank. If sent to a bank, 
which is not a correspondent, for collection, the amount sent will be charged 
to the Transit account, or Due from Other Banks—Collection account, 
pending the receipt of payment. When sent to a bank that has funds on 
deposit with the sender, the same practice may be followed, the debit to the 
correspondent’s account not being made until advice is received or days 
required to reach correspondent have elapsed. 

When funds.are on deposit with another bank there is usually carried a 
‘separate general ledger account for that bank. As soon as items are mailed 
to a bank with which funds are deposited, that bank is debited even though 
the items may be in the mail for several days. It is figured that drafts 
drawn on the account will take at least.as long in transit before being pre- 
sented for payment. ; 


BONDS AND WARRANTS.—Banks ordinarily own a number of dif- 
ferent issues of bonds. It is customary to use a subsidiary ledger with an 
account for each issue. In this subsidiary ledger is shown both the par and 
the book value. Thus if a $100 Province of Manitoba bond is purchased 
for $98, a debit ticket for $98 is made to bonds and warrants in the general 
books and a subsidiary ledger account opened. In the subsidiary ledger 
account there is a debit column for the par entry of $100; a debit column 
for the book figure of $98; and final columns for extending both par and 
book balances. 


As the control account does not cover par figures, it is probable that 
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errors will creep in. To find such errors or prove there are none, it is neces- 
sary to check back each par entry and par extension. It is not a sufficient 
check on the bonds on hand merely to see that the total agrees with the pax 
balance called for by the subsidiary ledger. It is necessary to verify the 
par figures as shown. 

With coupon bonds it is important to see that all not-due coupons are 
attached. If an audit is being made, see that the proper amount of inter- 
est was credited on interest dates and on sales to the income account. 

Warrants, when carried as a bank asset, are merely checks drawn by a 
county, city, or other political subdivision, which checks are not paid for 
want of sufficient funds. Under state laws these warrants draw interest 
from date presented and stamped “‘Not paid” to the date on which called 
for payment. The rate varies in different states. As interest ceases on the 
date the warrant is called for payment, it is frequently necessary for the 
holding bank to investigate whether any of the warrants in its possession 
have already been so called. 


BOND DISCOUNT AND PREMIUM.—Banks that have purchased 
bonds at a discount do not ordinarily amortize the discount on a so-called 
scientific basis, although savings banks, are sometimes required to do so. 
Following the principle of always being conservative, the banks continue 
to carry the bonds at their cost figure until paid at maturity or until sold. 
At that date the entire profit is taken up as an earning. 

In case of bond premium the practice is reversed. Here banks may write 
down the premium more rapidly than would be called for under an amor- 
tization plan. The practice varies among institutions. Some banks carry 
all bonds at par irrespective of cost. 


FURNITURE AND FIXTURES.—Banks quite generally write down 
Furniture and Fixtures account to materially below the depreciated value. 
Many banks go so far as to write the furniture and fixtures entirely off, or 
merely show a nominal figure. New purchases are often charged directly 
against expense. For income tax purposes this practice of writing down 
furniture and fixtures arbitrarily or charging purchases to expense is not 
permitted. Where such has been done it is necessary to go back and set 
up a supplementary record from as good data as there is available and charge 
off depreciation on some fair basis. Charging depreciation on supplementary 
records is permitted banks by a specific income tax ruling. 


REAL ESTATE.—Banking laws generally prohibit a bank from owning 
any real estate except that which it occupies for its home and such real 
estate as may have been acquired to protect loans previously made in good 
faith. National banks and state banks of most states are required to dis- 
pose of the property acquired for debts within 5 years or entirely write the 
amount off the books. 

A subsidiary ledger account is usually opened-for each piece. Some insti- 
tutions debit carrying charges and credit income directly against the Real 
Estate account on the theory that the land is not carried as an investment 
but only till it can be disposed of, at which time the net profit or loss will be 
accounted for. The better practice is to charge carrying costs against ex- 
pense as incurred. This is required on income tax returns. 


STOCKS AND SECURITIES.—Items in this account are principally 
those that have been acquired on foreclosure. Real estate may be so carried 
up to the time the mortgagor’s right of redemption expires, Under restrictions, 


Sec. 17] LIABILITY ACCOUNTS—OWING TO CUSTOMERS 873 


banks are permitted to subscribe for and hold stock in international banking 
organizations or to own stock in subsidiary companies. 


Liability Accounts—Owing to Customers 


DEPOSITS.—The most important liability of a bank is its deposits. A 
bank is the only institution that boasts about its liabilities. The reason is 
that the deposits measure the confidence which the community has in the 
bank, and determine the institution’s influence and potential earning power. 

As banks are dependent on public confidence, they must use every care 
that depositors’ accounts are accurately kept. Most accounts can be with- 
drawn on demand. It is of first importance that all entries be posted up 
to date so that the bank may know instantly the amount a customer is 
entitled to withdraw. 

So important is the balance, that modern bank ledgers, almost universally, 
contain space not only for debit and credit entries, but also for the balance. 
This balance may be extended with each posting or, as is usual, at the end 
of each day. 


COMMERCIAL DEPOSITS.—A commercial deposit is subject to check. 
The customer may draw all or any part of it without warning. Ordinarily 
the account is active, with frequent entries. The bank is responsible for 
the genuineness of the checks which it charges against the account. It 
must ordinarily refuse to pay checks presented over the window, or send 
back checks coming through the clearings, if the balance in the account is 
not sufficient. Special arrangements are sometimes made to permit over- 
drafts. In doing this, time is a material element. Clearing house items 
must go back by a definite hour, usually about the middle of the afternoon, 
or not at all; money once paid over the counter is difficult to recover. 


INDIVIDUAL LEDGERS.—There must be an individual account with each 
commercial depositor. These accounts are kept in what is actually a sub- 
sidiary ledger, with a control in the general books. Owing to the volume of 
transactions these individual books dwarf in comparison all other parts of 
the bank’s accounting system. 

There are three principal types of individual ledgers in use: the Boston 
ledger, pen-posted loose-leaf ledger, and the machine-posted ledger. The Bos- 
ton ledger (Form 3, p. 871) is probably the most popular type in New England 
and New York, being quite generally used by the large New York banks. 
It is customary to print the depositor’s name, leaving blank lines for new 
additions. The balance in every account must be carried forward each day, 
whether the account moves or not. The footing of the balance column is a 
daily proof that the ledger total is correct. When there are a number of 
checks on an account, an adding machine tape may be made with only the 
total posted to ledger. 


EXPLANATION OF DIFFERENT TYPES OF CUSTOMERS LED- 
GERS.—The pen-posted loose-leaf ledger (Form 4) is not as widely used 
as either the Boston ledger or machine-posting. 

In case of the machine-posted ledger the machine used in posting to the 
ledger (Form 5) automatically subtracts any entry made in the check column 
and adds any entries made in the deposit column, printing the result to the 
right under ‘“‘balance.”’ 

When the next entry is made, either the following day or a month later, 
this balance is picked up and carriage moved so as to print in the old balance 
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column to the left. The machine then automatically jumps to the check 
column. Items entered there will subtract. The carriage then goes to the 
deposit column and then to the balance column on the right. 

Common method of proof is to give the same items to a second bookkeeper 
who posts the statement. The statement is arranged in the same form and is 
virtually a duplicate of the ledger. After posting an account, the bookkeeper 
offsets the sheet. The statement clerk does the same. After both have 
completed their work, they call back the new balances on these offset accounts. 
If one of the two has made an error by picking up the wrong old balance, 
writing a check or deposit wrong, or posting to the wrong account, the new 
balance which he obtains will not agree with the new balance obtained by 
the other. 

When checks are large enough to cause an overdraft the machine locks, 
thus automatically bringing the overdrafts to the bookkeeper’s attention. 
If he wishes to permit the overdraft, he presses the subtract lever and the 
balance is written with the letters opposite ‘‘O. D.” 

A separate control is kept, usually as a supplementary record, of every 
400 or 500 accounts. Checks and credits are sorted to these divisions. In 
listing these sorted checks on the adding machine, totals are obtained for 
charging or crediting the control balance. 


OVERDRAFTS.—Well-managed banks try to eliminate overdrafts, but 
this ideal is rarely realized. Where overdrafts do not show on books, it is 
possible that they are covered by checks, being carried as cash items or 
otherwise, instead of being charged against the customers’ accounts. 

American banking is run on a speed basis. Thousands of items must be 
handled in an individual bank in a few hours. The labor cost per item must 
be held low. Checks come in in the clearings against an account, and on the 
same day other checks are cashed over the counter. Immediate credit is 
ordinarily given on checks deposited. The customer draws against this 
credit. Sometimes the item deposited comes back unpaid. It is the best 
practice to charge this item back against the customer, even though so doing 
overdraws the account, since with the account shown as being overdrawn, 
no more checks will be paid. 

Usually, however, the overdrawing is done with the knowledge of the bank. 
Many customers are careless in keeping a record of their balance. They issue 
more checks than there are funds to cover. The bank, considering the 
customer’s credit good, pays the item, instead of marking it ‘‘not sufficient 
funds’”’ and thus stigmatizing the depositor among the people with whom he 
does business. Overdrawing from any cause is objectionable and should be 
held to the lowest practical minimum. 

In making official reports banks are called on to show the full amount 
of the deposit liability, without deduction for overdrawn accounts. The 
control account, when posted merely from the totals of debit and credit 
entries, shows only the net amount. It is necessary, therefore, to run the 
overdrafts and add them to the total of deposits shown by the control. 
The overdrafts are then shown on the asset side, either as a separate item, or 
combined with loans and discounts. There is no way of determining the 
correctness of this overdraft figure except by a run of the ledger on the par- 
ticular day. 


VOUCHERS.—Deposit tickets and checks are the ordinary items posted 
to individual accounts. Most banks that use bookkeeping machines no 
longer journalize, but post direct to the ledger. An adding machine list 
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is made to prove the work before it goes to the bookkeeper. These lists are 
preserved. If an item is to be traced, it is necessary to look for the particular 
amount and the identification is seldom positive; there might be other items 
the same day with the same figure. 

This difficulty proves serious in so few cases, compared to the volume of 
work handled, that it is only here and there that a bank goes to the additional] 
work and delay of describing the entries. 

Debit items, consisting of checks and charge tickets, are usually perforated 
with the date by a canceling machine and filed alphabetically. They are 
returned to the customer with the statement or when passbook is balanced. 

The credits are retained by the bank. The filing is by dates and alphabetic 
under the dates. 


STATEMENT AND PASSBOOKS.—When the checking system first 
began to assume its present form and magnitude, the theory was that the 
passbook was the depositor’s record of the account. All deposits were entered 
therein. The depositor was requested to leave the book at intervals and the 
checks which had been paid would be entered as a total and the balance 
brought down. 

There are some objections to this system. It is difficult to get all depositors 
to leave their books regularly. By turning over his book to the bank, the 
customer temporarily loses possession of his receipt for deposits made. As 
the majority of books are left at the first of the month, a peak load is thrown 
on the balancing force. 

To meet these objections, many banks have adopted the statement system. 
The passbook becomes merely a convenient method of issuing a receipt for 
deposits. It is always retained by the customer. Checks as paid, or on the 
next day, are entered on a statement sheet, which is virtually a duplicate of 
the ledger. At the end of the month the vouchers are taken from the check 
file, folded with the statement, and the whole either mailed or placed in a 
a statement file, where the customer may obtain it whenever he calls. 

A few banks use carbon copies of the ledger sheet for statements. Some 
German banks photograph the ledger account. With American banks, the 
most common form is the duplicate posting system. 


DUPLICATE POSTING SYSTEM.—While bookkeeping machines are 
not a necessary part of the duplicate posting system, most duplicate systems 
are machine-kept. Even where the ledger is posted with pen, machines 
are frequently used for the statement. 

Every entry is first posted on the ledger. <A different person, working 
entirely independently, then takes the same items and posts them to the 
statement. The accounts that have moved are marked, ordinarily by off- 
setting, and the ledger balance of each of these accounts called back against 
the statement balance. 

If the calling back is done accurately, no error can go undetected unless 
both bookkeepers have made exactly the same mistake. This method fur- 
nishes a protection against posting to the wrong account, one of the most 
difficult protections to get. In practice this system has proved very satis- 
factory from standpoint of accuracy. Even with help not fully trained, 
undetected errors have been infrequent. 

On the last day of the month, or when called for by the customers, vouch- 
ers are assembled with the statement. Some banks at that time do not 
check the vouchers at all, but depend on the accuracy of the original check 
filing. Others check each voucher against the entry on the statement. 
Still others count the number of vouchers and the number of debit entries, 
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and possibly glance through the signatures. Banks in some sections take 
a receipt for the vouchers and require a postcard be returned within 10 days 
stating that the account has been reconciled. In other places the postcard 
is omitted. Elsewhere no receipt is obtained, the statement being handed 
or mailed out without a record. 


CERTIFICATES OF DEPOSIT.—Checking accounts, as the predomi- 
nating form of banking, are a development of hardly ahundred years. Far 
more ancient are certificates of deposit, dating back to the birth of banks 
and almost before. The goldsmiths that issued negotiable receipts for the 
bullion and coin left in their possession were issuing the same type of docu- 
ment which we now have as certificates of deposit. 

The bank issues a receipt for money deposited. These receipts may be 
either payable on demand or after a certain time, and may or may not bear 
interest. Due to the different reserve requirements, demand certificates 
outstanding are usually kept in a control account separate from time cer- 
tificates. 

The common practice is to have these certificates numbered serially, 
there being a different series for time certificates than for demand. As 
issued an entry is made in a register. At the close of the day a credit is sent 
to the general books for the total. As the certificates come in for payment 
they are charged directly against the general ledger control account and 
the date of payment stamped in the register. If an interest payment is 
involved, a debit to interest expense or to the interest reserve account, is 
made. 

To prove the account, the canceled certificates are compared with regis- 
try entries, to see that every certificate marked ‘‘Paid’’ is canceled and on 
hand. Then all unstamped entries should be outstanding. Such items are 
run and the total compared with the control figure. 

In most city banks in the United States, certificates of deposit do not 
form a large percentage of the deposits. In many country districts they 
still mount to important totals. 

The certificates are negotiable and it is not customary for the bank to 
keep a ledger account with the individuals to whom issued. Where such 
records are kept it is more for information as to the amount of business 
being obtained from an individual than for strictly accounting purposes. 


CASHIER’S CHECKS.—A cashier’s check is a draft drawn by the bank 
on itself. Payment cannot ordinarily be stopped if the check in due course 
comes into the hands of an innocent holder. Cashier’s checks are issued 
when the bank itself pays expense bills or makes nearby remittances. They 
are also issued in exchange for cash at a customer’s request, when either the 
customer does not have a checking account or his personal check would not 
be acceptable. 

There is a control account in the general ledger and the system of issuing 
and proving is practically identical with certificates of deposit. In some small 
banks cashier’s checks are issued in lieu of demand certificates of deposit. 


CERTIFIED CHECKS.—Personal checks are not always acceptable. 
The party to whom presented does not know but that payment may have 
been stopped or that there may not be sufficient funds to cover. To remove 
any question the check can be presented to the bank. If it is good the bank 
will stamp across it ‘‘ Certified” or “‘ Accepted,’’ and have the certification 
signed by an officer. Such a check becomes an obligation of the bank, the 
same as a cashier’s check. Payment cannot be stopped. 

The bank charges the customer’s account immediately and makes an 
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entry of the transaction in a register, similar to a certificate of deposit register. 
The total of checks certified is credited to the Certified Checks account. 
As such checks come in for payment, they are charged against the Certified 
Checks account, but not against the individual drawer. The canceled items 
are not ordinarily returned to the drawer, but are held by the bank so that 
‘“vaid’’ notations in the certified check register may be verified. 

Certified checks are an important element in stock-broker’s settlements 
and as an evidence of good faith in bidding on government or municipal 
propositions. .If certification is obtained by the payee or subsequent holder, 
the drawer is released from liability, but not if the drawer obtains the cer- 
tification. 


SAVINGS DEPOSITS.—The Federal Reserve Act defines savings ac- 
counts as those governed by the following conditions: 


1. The passbook, certificate, or other form of receipt must be pre- 
sented to the bank when a deposit or withdrawal is made. 

2. The depositor may be required to give notice of not less than 30 
days of intended withdrawals. 


In some states only mutual savings banks are allowed to use the word 
‘‘savings.”? Where such a law exists, other banks call their savings depart- 
ment ‘‘special interest department” or ‘“‘thrift department.” For banks 
doing both a commercial and savings business, a few states require that the 
savings department assets be segregated. Savings deposits can only be in- 
vested in specified types of securities. Such securities must be labeled 
“savings department.’ If a bank liquidates, the savings depositors have a 
prior lien on the savings department assets. National banks are not required 
to make such a segregation. In normal times savings banks do not enforce 
the option of requiring notice on withdrawals. The right to notice is re- 
tained in the rules, however, as its elimination would mean that under the 
law the reserve requirements would then become the same as for demand 
deposits. 

Savings department methods vary widely between different banks in 
different sections. The following methods are usedin many banks. Paying 
and receiving is done by the same tellers. Customers make up their own 
deposit and withdrawal slips. On a deposit the teller enters the amount 
in the passbook and extends new balance. On withdrawals he first verifies 
the signature, then checks with the bank’s ledger, makes the passbook entry, 
and pays the money. At end of day, or several times during day, the teller 
runs his withdrawal and deposit slips, using the totals to balance his cash. 
After the cash has been balanced, the slips from all cages are combined; 
then sorted numerically and grouped according to divisions of the ledger. 
The ledger,for convenience in proving, is divided into sections containing from 
500 to 1,000 accounts each. A journal sheet is made on an adding machine. 
There are three columns—one for account numbers, one for debits, and one 
for credits. A totalis obtained of each column. The tickets are then posted, 
each account being marked either with a marker or by pulling the ledger card. 
Then, working from the accounts themselves, the old balance and the new 
are run. The total of the account numbers as secured from the ledger must 
agree with the total of the account numbers obtained from the run of slips 
on the journal sheet. This is proof of posting to the right account. The 
difference between the old balances and the new balances must agree with 
the difference between the debits and credits. This proves that posting and 
extensions are correct. 
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Some banks require the customer to first present the withdrawal to the 
bookkeeper, who posts the amount and ““O K’s”’ the item. The customer 
then presents it to the paying teller. Other banks have the tellers write all 
deposit and withdrawal slips. 

Ledgers are usually numerically arranged by account numbers. They 
may be pen-posted cards, machine-posted cards, loose-leaf pen-posted 
ledgers, or bound ledgers. 


GOVERNMENT, MUNICIPAL, AND OTHER OFFICIAL DEPOSITS.— 
For such deposits the bank nearly always is required to put up security. 
Security may be government or satisfactory municipal bonds, or a surety 
bond issued by a reputable company. Interest is paid and deposits ordinarily 
are withdrawable on demand. Refunds may be obtained on surety bond 
premiums if deposits do not average the amount of bond. 


LETTERS OF CREDIT.—A letter of credit (Form 6) is a formal document 
in which a bank agrees to accept a customer’s draft or drafts up to a definite 
total. Various conditions may be attached, such as the requirement that 
bills of lading covering specified items be attached to draft. Letters of credit 
are issued for cash or on the customer’s guaranty to reimburse the bank. 

If issued on credit, the bank debits an account, Customer’s Liability 
under Letter of Credit, and credits Letters of Credit Outstanding. Letters 
sold for cash are separated from those sold on credit. A separate liability 
account for cash letters is opened under the name of Travelers’ Letters of 
Credit Outstanding or Circular Letters of Credit. When a bank pays a 
draft drawn under a letter of credit, a debit is made to the proper letters of 
credit outstanding account. If the letter is one that has been issued on 
credit, the customer’s individual account is charged or the money collected 
by messenger, and the account, Customers’ Liability under Letters of Credit, 
is credited. 


BANKERS’ ACCEPTANCES.— Under arrangements, the bank may accept 
drafts drawn on itself with a future maturity. These acceptances, being the 
obligation of the bank, may then be sold by the holder to other banks, sold 
jn the open market, or sometimes taken up by the accepting bank itself. 
Acceptances are an important element in European banking and the Federal 
Reserve Board has encouraged the use of this type of paper here. 


CONTINGENT LIABILITY.—Banks sometimes sell notes to other banks 
with the agreement to repurchase; or have one of their customers borrow 
direct from a larger bank with the understanding that if payment is not made 
at maturity the requesting bank will take up the obligation. In all cases 
where the actual liability exists, it should be shown on the general books. 


BANK ACCOUNTS.—Large banks in reserve cities secure a material 
proportion of deposits from other banks. These bank deposits are kept 
in a separate ledger. The statement of account sent the depositing bank, 
either daily or monthly, is ordinarily more detailed than that furnished 
commercial depositors. Draft numbers and an explanation of the credits 
are shown. Interest is usually paid. 


CIRCULATION.—National banks, on depositing as security specified 
government bonds, are permitted to issue national bank notes. If the 
market price on the government bonds bearing circulation privilege is not 
too high, this right is a source of profit to the bank as well as an advertise- 
ment. The amount that can be issued is limited by the par value of the 
bank’s stock and by the par value of securing bonds. The bank is required 
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to maintain 5% redemption fund with the Treasury Department at Washing- 
ton and pay semiannually a tax on the average amount of circulation it has 
outstanding. The rate is +% if the bonds securing are 2%, and 3% if the 
bonds securing bear a higher rate. 


DIVIDENDS PAYABLE.— When a dividend is declared a charge is made 
to Undivided Profits and an account, Dividends Payable, credited. Checks 
marked ‘‘Dividend check”’ are issued. As these checks are paid they are 
charged against the Dividends Payable account. If all checks were cashed 
promptly this account would be closed out within a few days. 


Capital and Liability Accounts 


CAPITAL STOCK.—So far as accounting records are concerned, a bank’s 
stock record is the same as that for any other type of corporation. For 
national banks, however, there is a real difference in case of liquidation. 
Stockholders can be assessed 100% of the par value of their holdings. When 
stock has been transfered within 60 days of the bank’s failure, the selling 
stockholder may be held liable for unpaid portions of the assessments. This 
is in addition to the original obligation to pay for subscribed stock. Many 
state laws carry the same provision. 

Capital stock must be fully paid in. Before the amount can be increased 
or decreased permission must be obtained by national banks from the Comp- 
troller of the Currency. The minimum capital permitted is based on popu- 
lation of city in which located.? 


SURPLUS.—Banks ordinarily start business with a paid-in surplus. 
This amount can only be added to or decreased by action of the directors. 
The account may go for years without change. A certain percentage’ of 
profits must be carried to surplus until it amounts to 20% of capital. Such 
funds up to 20% of capital may be used only for payments of losses in excess 
of undivided profits. 

UNDIVIDED PROFITS.—Due to the rigidity of Surplus account, it is 
necessary to have another proprietorship account into which earnings and 
expenses may be closed, and from which losses and dividends may be paid. 
The account is called Undivided Profits. To find the book value of bank 
stock it is necessary to add capital stock, surplus, and undivided profit and 
divide the total thus obtained by the number of shares outstanding. 


a REDISCOUNTS AND NOTES PAYABLE.—Banks borrow from the 
Federal Reserve Bank or from city banks by depositing collateral. Govern- 
ment bonds or notes receivable are commonly used as such security. Often 
a bank rediscounts notes signed by its customers. 


REDISCOUNTING WITH THE FEDERAL RESERVE BANK.—The 
Federal Reserve Bank will accept for rediscount commercial and agricultural 
paper with a definite maturity. It must be accompanied by the borrower’s 
statement or a certified copy. If the note is interest-bearing, the amount of 
interest that will be due at maturity is added to the principal. On this new 
total the federal reserve figures the amount of discount. The discount is 
sollected in advance, only the net amount being credited to the member 
bank’s reserve account. At maturity, unless previously taken up, the 
notes are charged against the discounting bank. 


= Population not over 3,000, $25,000; 3,001 to 6,000, $50,000; 6,001 to 50,000, $100,000; 
sver 50,000, $200,000. 
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Income and Expense Account in the General Ledger 


GENERAL INCOME AND EXPENSE ACCOUNTS.—Due to the neces- 
sity of a daily trial balance, banks desire to keep number of accounts in 
general ledger at a minimum. As a result income accounts are usually 
limited to a few heads: 


Interest Income Rent Income 
Commissions Collretions 
Exchange Discounts 


Individual banks will of course vary these headings, possibly adding a 
number of new ones or changing the titles. 
Expense accounts will likewise be headed under some of the following 
titles: 
Interest Paid 
Taxes Paid 
Miscellaneous Expense 


SUBSIDIARY RECORDS.—4As these general ledger accounts do not give 
enough detail to satisfy the needs of intelligent administration, or for income 
tax purposes, banks maintain subsidiary expense records. The most common 
form is an expense book, which is a large columnar journal with from 10 
to 20 headings, in which journal are classified the items charged against the 


general ledger account ‘Expense.’ Other banks maintain a subsidiary 
ledger. Some of the headings under which banks itemize are: 
Salaries—Employees Express 
Salaries—O fficers Transportation of Funds 
Rent Clearing House 
Stationery and Printing Exchange 
Supplies : Filing Fees 
Insurance Revenue Stamps 
Advertising Credit Reports 
Postage Charity 
Telephone and Telegraph Subscriptions 
Heat Miscellaneous 


Water and Light 


VOUCHERS.—Banks usually pay expense items with cashiers’ checks or 
ase a special check called ‘expense check.’ Inthe first case a debit is made 
to Expense and the contra credit goes to Cashier’s Checks Outstanding; in the. 
latter case there may be a general ledger account headed Expense Checks 
Outstanding, in which case the debit goes to Expense and the credit to the 
Expense Checks Outstanding account. Some banks follow the practice, 
when expense checks are used, of not charging expense until the actual 
check is cashed. In this case the expense checks go to the general book- 
keeper and are charged by him directly against-the Expense account. The 
subsidiary records. may be posted either before the check is given to the 
payee, or after it comes in for payment, 


Interest 


INTEREST ON NOTES.—Rules for figuring interest vary between banks 
and under different state laws. The following methods ave widely used: 
When time of note is specified in days, such as 90 days, the actual number 
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of days elapsed are counted, including the day of maturity but not the first 
day. The number of days is used as the numerator and 360 days as the 
denominator. Example—$800 6% note for 30 days dated Jan. 3, would 
be due Feb. 2. On that date one collects 30 /360 of a year’s interest. Answer: 
$4. If the note were paid Feb. 3, 31 days interest (31/360ths) would be 
collected. 

If time of note is expressed in months, each month is considered as though 
it had 30 days. A 3 months’ note dated July 7 would be due Oct. 7 and the 
interest would be 90/360ths, or ith of a full year. When notes call for 
partial payment or interest payment to be made on a specified day of the 
month, as the 10th, interest is figured as though all months had 30 days. 
(1 /12th of a year—same for 28- or 31-day months.) Notes maturing on a 
holiday are due the following business day. The additional interest is col- 
lected. 


INTEREST ON DISCOUNTS.—On non-interest bearing notes discount 
is figured on the face of the note, actual days are counted and interest com- 
puted on a 360-day basis. If note matures on holiday or Sunday the extra 
days are added. Practice of using face of note as base is called bank dis- 
count as distinguished from true discount. True discount is based on present 
worth and not maturity value. 

Actual Day Basis.—In place of 360 days, many banks use 365 or 366 as a 
basis for calculating interest or discount. 

Special Points.—The principal is always taken to the nearest even dollar. 
Transactions with the United States government and the federal reserve 
banks are figured on the actual number of days in the year, 365 or 366. 
Delinquent interest is not compounded unless there is an agreement to that 
effect. 


INTEREST ON BONDS.—Bonds are quoted ‘“‘plus accrued interest.” 
The purchaser pays the quotation and in addition pays interest on the par 
value at coupon rate from the last interest date. All months are considered 
as having 30 days. From the 15th of one month to the 15th of the next is 
always 1/12th of a year’s interest. If the interest date is Jan. 1 and the 
bond is sold Feb. 3, interest is figured for 1 month, 2 days. If sold on the 
31st of the month, interest is the same as though sold on the Ist of the fol- 
lowing month. From the 15th of any month to the 1st of the next is 16 days. 


INTEREST ON CHECKING ACCOUNTS.—The average daily balance is 
the basis on which interest on checking accounts is paid. An adding-machine 
tape is made, showing the balance in the account for each day of the month. 
If the balance remains unchanged for several days the repeat key is used. 
In a 30-day month there would be 30 items. One day’s interest is figured 
on this total. For 2% on a 360-day basis, point off 3 places, divide by 6 and 
then divide that answer by 3. To convert this figure to a 365-day basis, 
subtract 1/73. For paying interest a 365-day basis is widely used. 

Many items are deposited, such as checks on out-of-town points, which 
require from 1 to 8 days or more before the bank obtains actual funds. The 
customer is given immediate credit, but before interest is computed collection 
time is customarily deducted. Deposit tickets are marked with number of 
days required for collection. The amount of item is multiplied by number 
of days. The total of such amount is deducted from total daily balance. 
This leaves the net amount on which bank pays interest. The depositor, 
not knowing the number of days required for collection, can only check the 
interest received approximately, 
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SAVINGS DEPARTMENT INTEREST.—Typical rules provide that 
deposits made up to a certain day of the month, as the 3rd, 5th, or 10th, 
shall draw interest from the Ist. Deposits after this date draw interest 
from the Ist of the following month. Money musi be on deposit 3 months for 
interest to be paid. If left for longer time, interest will be paid from date 
first deposited. Withdrawals are considered as made from balance on hand 
at start of interest period or, if that is not sufficient, from earliest deposit 
made during period. 4 

A few banks pay savings interest on the average daily balance. This is 
not customary, however, and the various restrictive rules tend to reduce the 
actual rate paid by the bank. A bank with a 4% rate will possibly only 
average 3.72% interest actually paid on the total deposits. This percentage 
will vary with the restrictions imposed. Once experience has shown the 
actual rate, it is possible to forecast closely the total amount of interest on the 
average of deposits under the same rules. 

Outside of a few clearing house associations that set rules for their members, 
each bank is free to make its own regulations under which interest will be paid. 
With interest credited twice a year, which is the practice, a large amount of 
computation and posting must be done at that time ina savings bank of any 
size. It is often necessary to use help from other departments. Interest is 
figured and noted on the card in pencil. It is then checked and changes 
made on account of later deposits or withdrawals. One or 2 days before 
interest date, interest is entered and extended. <A few banks have on their 
ledger special debit, credit, and balance columns for interest. As each deposit 
is made, interest is figured on it to the end of the period and added to the 
previous interest balance. On withdrawals interest is computed to the end 
of the period and subtracted. At end of period it is only necessary to transfer 
the interest into main balance of the account. Up to time of this transfer 
the interest balance is merely a memorandum figure. This method of figuring 
interest on every deposit and withdrawal reduces the peak at the end of the 
period, but requires a careful system of checking the computation or it cannot 
be depended on, 


Accrual Accounting 


INTEREST EARNED BUT NOT COLLECTED.—Under this heading, 
banks carry the asset, Accrued Interest Receivable. Under the accrual 
system, interest earned on notes is computed daily. When a bank changes 
from the cash basis, it separates all interest-bearing notes from those on 
which discount has been collected in advance. The accrual on each interest- 
bearing note is figured. This amount is set up in the book as Interest 
Earned but Not Collected and the Interest Income account credited. The 
notes are then sorted according to the interest rate—all 5% notes together, 
all 53% notes together, etc. <A total is obtained of each group and entered 
under the rate in a columnar book (Form 7). When 5% loans are made they 
are added to the 5% column, and when payments are made on 5% loans the 
amount is subtracted. Daily interest is figured at 5% on this columnar 
balance. In the same way 1 day’s interest is taken at the rate on the balance 
in the other columns. The total is the interest earned for the day. It is 
debited to Interest Earned but Not Collected and Interest Income is credited. 

When interest is paid it is credited to Interest Earned but Not Collectedl 
At intervals, usually once a year, accrued interest is figured from the actua. 
notes. At that time a correction is made in the Interest Earned but Not 
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Collected account. In accruing daily it is not possible to eliminate errors 
entirely. 

A list, giving the par value and the coupon rate, is made of bonds and other 
securities on hand at end of month. Accrued interest is figured on each issue 
separately, and account is taken of those issues purchased or sold during the 
month. The total accrued is added to the Interest Earned but Not Collected 
aceount. Or bonds are handled the same as notes, and interest is accrued 
daily. 

Another system is to compute on each interest-earning asset the daily 
amount earned. The total is the interest earned on such new investments 
for the day. As new investments are made, the daily interest earned 
is added to the previous day’s total and as investments are sold, paid, or 
otherwise eliminated, the daily earnings on these items are subtracted. 
Thus a $1,000 6% note earns daily $0.1667, and a $500 43% bond, $0.0625. 
lf these were the only two assets the total earning would be $0.2292. The 
next day $200 is paid on the note, reducing the earning rate by $0.0333 ta 
$0.1958. 


DISCOUNT COLLECTED BUT NOT YET EARNED.—Under the accrual 
system banks, when collecting interest in advance, credit Discount Collected 
but Not Yet Earned with the discount so collected. Column balances may 
be kept as on the interest-bearing paper (Form 8). Each day the earned 
interest is taken out of this account and credited to Interest Income. 


ACCRUED EXPENSES.—lt is customary to accrue only the larger items 
such as interest and taxes payable. The calculated amount will be charged 
monthly against the expense account concerned and credited to the reserve. 
When the interest or the taxes are actually paid the charge goes against the 
reserve, and not against earnings. 


Collections 


DEFINITION.—The term collection item, carefully used, means an item 
which will not be credited to the owner’s account until actual funds are in 
the possession of the bank. Included in this class are drafts requiring ac- 
ceptance and other papers on which the bank considers final payment a 
matter of uncertainty. The term is also used for items on which immediate 
credit has been given the depositor or which belong to the bank and require 
special attention in securing payment; notice must be sent or a messenger 
call on the payer. Checks drawn on non-clearing house banks may be so 
classified. 


LOCAL COLLECTIONS.—A record is kept of all items furnished a mes- 
senger. On completing his route he either returns an item with reason for 
non-payment, or turns in the cash or certified checks. A messenger is given 
specific instructions, leaving him little or no discretion. 


OUT-OF-TOWN COLLECTIONS.—These are forwarded to a bank in 
or near the place where payable. A record is kept, usually numerically. 
If a report is not received within a few days, mailing time being considered, 
a trace is sent. One system of records makes use of quintuplicate forms. 
One copy goes with the items to the collecting bank, a second is filed under 
that bank’s name, a third is put ahead in a date file to be used as a tickler 
and tracer, a fourth is filed under the owner’s name, and the fifth is a perma- 
nent record. The collecting bank may remit by draft or, if the sending bank 
maintains an account with it, credit that account. 
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Exchange 


DOMESTIC EXCHANGE.—A merchant located in California buys*in 
New York. The New York firm is not willing to accept the California 
merchant’s personal check because it will have to pay its bank a collection 
fee. The New York bank makes this charge because out-of-town checks 
require additional clerical work and interest will be lost for the number of 
days required for collection. 

To make payment the California merchant goes to his local bank and 
obtains a draft drawn on New York in favor of the New York firm. In 
order to issue such draft the California bank maintains an account with a 
New York bank. The draft is merely a check against this account. A small 
fee called domestic exchange will be charged the California merchant. 

Since the establishment of the federal reserve collection system, domestic 
exchange is not as important as formerly. The federal reserve collects checks 
without expense, though the bank depositing the item loses interest for 
number of days required to collect. The customer usually receives credit 
at once or next day and may be charged exchange to cover interest for days 
the item is in transit. In many cities banks now receive on deposit out-of- 
town checks without charge. 


FOREIGN EXCHANGE—NO ACCOUNT ABROAD.—Foreign exchange 
is sold under one of two methods. In the first case the retailing bank main- 
tains no account in foreign countries and takes no risk on the transaction. 
Under previous arrangement a firm quotation is obtained from some bank 
that maintains foreign accounts. The retailing bank sets its own price, 
obtaining a profit by the difference between the two rates. The retailing 
bank has been supplied with a set of blank draft forms (Form 9). These 
bear only its own name. The customer does not know that the selling bank 
is dealing through a wholesaling organization. These draft forms have 
an advice stub attached. On making the sale the retailing bank fills out this 
stub and mails it to the wholesaler. The wholesaling bank notifies its cor- 
respondent to honor the draft when presented. 

The bank selling incurs no risk on rates or otherwise. It merely remits 
for each transaction at the rate which had been previously quoted. Small 
and medium-sized banks usually handle all of their foreign exchange in this 
manner. Even fairly large banks use this method when drawing on points 
at which they do not have direct banking connections. 


ACCOUNT HELD ABROAD.—Under the second system the selling bank 
carries its own account in the foreign country. For example, the Northern 
National opens an account in London by depositing £10,000 with the Lon- 
don Joint City & Midland Bank, Ltd. Then when it sells sterling exthange 
it merely issues a draft on its own account in London. 

The draft is usually issued in duplicate. This is an old custom, first made 
necessary by the frequent loss of overseas mail. The two copies are for- 
warded by separate mail. The first to arrive is paid, whether original or 
duplicate, and serves as a stop-payment order on the other copy. On issuing 
a draft a notice is mailed at once to the bank on which drawn. On receipt 
of this notice, in nearly all countries except England and sometimes there, 
the foreign bank charges the Northern Nationa!l’s account. The foreign 
bank does not pay interest on the amount for the time between the arrival 
of the advice and the presentation of the draft. With speculators holding 
drafts, this amount may be material. 
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It is necessary for the bank to replenish its London balance by buying 


exchange from other banks, or by buying in America items drawn in pounds 
sterling, such as British coupons, collections payable in London, or the like, 
and forwarding these items to England with instructions to credit the pro- 
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day the approximate amount sold, the danger of the bank losing on the 


considerable extent on the rate of turnover. 
market is largely eliminated. 


ceeds to its account. 
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If the Northern National Bank had but a single foreign account, it would 
show that account in dollars as a separate item on the general ledger. If 
it had a number of accounts abroad, it would maintain one general ledger 
control account, Due from Foreign Banks, and would have subsidiary ledger 
showing the amount due from each separate institution. These separate 
accounts would have double columns, one for entering in pounds sterling, 
frances, lire, or whatever the foreign unit may be and the other for entering 
in dollars. Every transaction would be entered both ways. Thus, when 
the original deposit was made the debit would show £10,000, and if the 
price had been $4.80, then $48,000 in American money. As sales are made 
the credit would be entered in pounds sterling for the actual amount of 
the draft, and in dollars for the actual selling price not taking profit or loss 
into account. 

Exchange rates are constantly fluctuating. A bank may sell sterling at 
a dozen prices during an ordinary business day, varying its rate with the 
market. 

ACCOUNTING FOR FOREIGN EXCHANGE EARNINGS.—As all 
new purchases and all sales are commonly entered in dollars at actual cost 
or selling price, foreign accounts become, like an old-style merchandise 
account, a mixture of a real asset and profits or losses. A practical method 
of accounting for the profits or losses is to take inventory at regular intervals. 
The inventory is taken at the market. In a sense this practice violates the 
accounting principle of not taking a profit until it has been earned. Any other 
procedure, however, presents practical difficulties. If the practice of taking 
a profit on items unsold is ever justified it may be in the case of foreign funds. 
Here the profit is actually in money and may be converted into American 
dollars at any time at the market. By market is meant selling price of 
cable transfers. 


Interior Routine 


DIVISION OF WORK AMONG CLERKS.—In banks employing half a 
dozen people or less, it is necessary to have the duties largely interchangeable. 
While it is desirable for each man handling cash to have his separate funds 
and balance separately, the practice is not at all common. It will be found 
more often that the tellers group their work, the bank balancing as a whole. 
If there are errors, it is necessary for everyone to check until logated. As 
banks become larger the routine is split so that different sections may balance 
as units. Thus a receiving cage will keep a record of all deposits received 
and of all items, such as checks, which have been forwarded for payment to 
other departments in the bank. The difference between the total of the 
deposits received and the amount of checks and other items sent out of the 
cage, should equal the net amount of cash. 

Whether paying and receiving should be done through the same cage, and 
whether a teller should be limited to handling certain letters of the alphabet 
or be permitted to handle any customers, are debatable questions. 


UNIT SYSTEM.—With the unit system, only a certain division of the 
alphabet is handled by the same tellers. Two receiving tellers and one paying 
teller may handle all customers’ items whose names begin with letters between 
A and ©. Or one teller may be a unit himself, handling both paying and 
receiving. Bookkeeping follows the same division. One section of the 
alphabet is handled as though it made a little bank in itself. Customers 
must do business at their own window. The arguments in favor are; The 
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teller can remember the names, faces, and signatures of his depositors since 
they are relatively few; a customer wishing to make both deposit and with- 
drawal does not have to wait in two lines; signature files, stop-payment 
notices, and pertinent data on the accounts can be kept in the cage; and 
information can be obtained whether checks have been cashed or deposits 
made that have not yet had time to reach the ledger. One of the mais. 
arguments against the unit system is that tellers in some sections may be idle 
while in others customers are lined up waiting. 


ROUTINE OF RECEIVING CAGE.—Mr. Brown makes a deposit of $500. 
Receiving teller checks off the item on the deposit slip, verifies the footing. 
and makes an entry in Mr. Brown’s passbook. Possibly in the deposit there 
was $200 in cash, three checks of $50, each on the Northern National itself, 
one $80 check on a local clearing house bank, and a $70 check on an out-of- 
town bank. The teller, as soon as there,is a slack moment—or if he has an 
assistant, the assistant, while the teller is receiving other deposits—sorts 
each check received into one of the following groups: 


On us Transit 
Clearing house Collection 


(These groups are only suggestive, some banks sorting into more divisions.) 

A list is kept in the cage of all checks sorted under these headings. For 
this purpose a sheet known as a teller’s blotter is used. This sheet is ruled 
with columns for the groups indicated. At intervals during the day checks 
received on deposit and the deposit tickets are collected from the cage. The 
“on us” checks and deposit tickets are further sorted by bookkeepers and are 
charged or credited to the customers’ accounts. Clearing house checks are 
sorted by names of banks where payable and duplicate lists run ready for 
collection through the clearing house. Transit checks are items drawn on 
out-of-town banks. They are routed to the transit department from where 
they are forwarded for collection. 

If the bookkeepers make an error it will not affect the teller, as he can 
balance his cash without obtaining any figures from outside departments. 


BATCH SYSTEM.—The batch system is designed to relieve work in the 
cages. The receiving teller is only responsible for verifying the amount of 
actual cash received from a depositor. He does not pay any attention to 
checks deposited, except possibly to run through them quickly to see that all 
are indorsed. He takes, temporarily, the customer’s footing on the deposit 
ticket without question and enters that amount in customer’s passbook. The 
deposit tickets ordinarily contain a clause at the top stating that depositor 
consents to having any differences charged back against his account. The 
teller keeps the cash deposited but all checks and deposit tickets are thrown 
in a basket. At frequent intervals, possibly every 15 minutes, the contents 
of these baskets are collected by a clerk who has this special duty. There 
may be 15 or 20 deposits in such a batch. 


PROOF DESK.—The batch goes to a proof desk, where the checks are 
sorted under the same heading as would have been done in the cage. The 
work is proved on a sheet known as a batch sheet (Form 10), which may 
either be a blank listing paper or a sheet with simple printed columns. In 
the first column is listed, with an adding machine, the amount of actual cash 
deposited. This figure may be obtained by either of two systems. First, 
receiving teller makes a ticket for each deposit showing amount of cash. 
This is clipped to the deposit ticket. Second, the proving clerk reads item- 
izations made by customer on deposit tickets. 


Sec. 17] INTERIOR ROUTINE 891 


The checks in each group, such as ‘‘on us”’ or “‘clearings,’”’ are run under 
their respective headings and a total of each obtained. These five or six 
totals are then combined into a grand total, which must balance with the 
total of deposits. If there is any error, the clerk has merely to check back 
the 15 or 20 deposits in a single batch. Often the mistake will be found to 
have been made by the depositor, possibly in his addition or in his failure 
to deposit a check that is listed. In such cases the total on the ticket is 
corrected and a notice immediately mailed. 

At end of day the total amount of cash, excluding checks and other items 
deposited, that has been received by each teller, is computed by the proof 
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Form 10. Batch Sheet 


desk. To get this figure the desk either runs the cash tickets that the teller 
has prepared, or it totals all of the currency figures (the first column as 
previously explained) on a teller’s batch sheet. When the cash ticket 
system is used, a batch may include deposits received by several tellers; 
under the latter method, but one teller’s work is gathered to make a batch. 
The cash received, added to the currency on hand at start of day, less checks 
cashed, must equal the amount of money which the teller has on hand at 
close of day. All that a teller neec do to find if he balances, is to count his 
cash at end of day.? 


3In various parts of the country the batch system and the proof desk are known by 
varying names. ‘‘The block system” is a title commonly used. The “proof desk” may 
be known as the ‘check desk,” or ‘‘interior clearing house”’ abbreviated to ‘interior,’ 
or as the “pivot desk.” 
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All departments must balance to the figures of the proof desk. Thus, 
during the day the proof desk has sorted all checks drawn on clearing house 
banks under the heading, clearings. It obtains a grand total for the day. 
The checks themselves go to a clerk or clerks who sort them according to the 
clearing house bank on which drawn. The combined total to be collected 
from other banks as computed by the clearing house clerk must agree with 
the proof desk figures. All ‘‘on us” checks are sorted to bookkeepers, 
such as A to C bookkeeper, D to H bookkeeper, etc. Each makes a run of 
checks which he receives. At end of day these combined bookkeepers’ 
figures must equal the total of ‘‘on us” checks obtained from batches by the 
proof desk. 


Transit Department 


SYSTEM USED IN CHECK COLLECTION.—Transit department 
receives from proof desk all checks to be collected from out-of-town banks. 
National banks and state banks belonging to the federal reserve system 
collect the majority of out-of-town checks through the federal reserve col- 
lection service. In such cases it is necessary to sort these items in accordance 
with number of days taken for their collection. The number of days is 
determined by mail distance of city where check is payable. The federal 
reserve banks issue zone maps showing for each center the number of days 
required on checks payable at other points. When the time shown by the 
zone map expires, credit is given the depositing bank without waiting for 
advice of actual payment or taking into account delays that may have arisen 
on the specific item. 

Thus, if a bank in New York obtains a check drawn on a country bank in 
California, the check will be sent to the Federal Reserve Bank of New York 
and the general ledger account, Federal Reserve—Collection account, 
debited. On the 8th day the depositing member bank debits Federal 
Reserve—Reserve account and credits the collection account. On same day 
the Federal Reserve Bank of New York automatically credits member 
bank’s reserve account. | 

The federal reserve banks do not themselves make any charge for this 
service. Arrangements can be made by a member bank to send items_ 
direct to the federal reserve bank or branch in the territory where payable. 
By direct sending a time saving is made over depositing the items in its own 
federal reserve bank and having that bank resend them. When a New 
York bank sends items direct to the Federal Reserve Bank of San Francisco, 
it notifies its own reserve bank (the Federal Reserve of New York) of the 
amount sent. 

Illustration of collection system in use before the establishment of the 
federal reserve and still widely used is as follows: The Northern National of | 
Seattle may have a correspondent in New York City. Items drawn on New 
York or nearby points will be forwarded to that correspondent bank. The 
items are listed on a special deposit form known as a ‘‘cash letter.’?? The 
total of such letters for the day may be $10,000. The account with the New 
York bank is debited for this amount the day the cash letter is mailed, no 
consideration being given to time required for collection. On receipt of 
cash letter 5 days later, the New York bank will credit account maintained 
with it by Northern National. 

Other items will be mailed for collection to banks which are not corre- 
spondents. In the latter case the debit is made to a general account called 
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transit, or Due from Banks—Collection account. When item is paid or 
returned transit account is credited. This account, therefore, always repre- 
sents current items which have been forwarded for collection and, if no more 
items are added, it is wiped out in a few days. The total amount charged 
daily against federal reserve, correspondent banks, and transit must equal 
total of transit items as obtained for day by proof desk. 


Loan Department 


APPLICATION FOR LOANS.—Customers apply for a loan or a line of 
eredit to one of the loaning officers. Ordinarily, unless collateral is offered 
and sometimes then, a customer is requested to fill out and sign a statement 
of his assets and liabilities. During the interview, the officer gains an idea 
of purpose for which money is to be used, and forms an impression of appli- 
cant’s ability and character. The information gained in this first interview is 
supplemented from bank’s own files, from mercantile agency reports, from 
consulting references, and where necessary from special investigation. After 
officer has fully made up his own mind, he makes a recommendation to loaning 
committee. This committee is composed of senior officers and must finally 
approve every important application. Small loans and those amply secured 
may be made direct by loaning officer. 

The procedure in making a loan, of course, varies with the size of bank. 
In small institutions it is practically necessary for decision to be made by the 
one controlling officer. The tendency is wherever possible to have the judg- 
ment of several officers before finally committing the bank. 


ORGANIZATION OF DEPART MENT.—In large banks there is a credit 
department, divided into sections. An officer is in charge of each section. 
One officer may handle all loans from one type of industry, such as cotton 
manufacturing; or the division may be according to size of loan, geographical 
location of borrower, or merely arbitrary. 

The practice is growing of having an auditor attached to the credit depart- 
ment. This auditor goes over applicant’s books, making such investigation 
in the customer’s office or elsewhere as may be necessary to verify his state- 
ment. A large bank may employ from one to several score of investigators 
who work outside interviewing references and obtaining trade information. 


CREDIT FILES.—A folder is made for each borrower, in which is placed 
his statement, mercantile reports, letters from references, a memorandum 
dictated by loaning officer giving details of transaction, and bank’s own 
opinion of customer’s credit standing. Where lengthy investigation has been 
necessary, the folder is divided into sections. From regular borrowers new 
statements are customarily asked for each year. 

In addition a card record may be kept for every customer of the bank, 
showing the department with which he does business, his average balance, 
and such additional brief information as is readily obtainable. This record 
is kept so that the credit department will have some information in case the 
customer should make application for a loan, or in case he gives the bank as a 
reference. 

JUDGING A BORROWER.—The oft-quoted three ““C’s,” Character, 
Capacity and Capital. are primary considerations in judging a borrower. 
In addition, the bank considers market conditions in the particular industry, 
the amount of available funds that the bank has, and the balance that the 
borrower maintains. It is customary to require the borrower to have a 
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minimum balance of 20% of his loans. When a bank’s loanable funds are 
limited it tends to favor those who maintain a profitable account. 


Safekeeping 


GROWTH OF SAFEKEEPING BUSINESS.—When the Liberty bond 
subscription drives were on many banks promised to keep customers’ bonds 
without charge. This privilege was widely taken advantage of, both for 
Liberty bonds and other securities. In such cases non-negotiable receipts 
were issued in duplicate to customers. Even in moderate-sized banks the 
amounts left for safekeeping often run into hundreds of thousands, or even 
millions of dollars. Some banks now charge for this service. 


HANDLING SAFEKEEPING SECURITIES.—The usual method is to 
put each customer’s securities in an unsealed envelope which is filed alpha- 
betically or numerically. A few banks take up Liberty bonds at par in a 
special account in the general ledger and show on the opposite side a liability 
to customers for safekeeping. Under this latter theory such bonds are treated 
the same as money deposited. They become part of the bank assets, may be 
used as collateral, and in case of bank’s failure, the receipt holder becomes 
merely a general creditor. Under the more common method the bank is a 
bailee. In case of bank failure the customer is entitled to receive back his 
securities intact; in case of holdup or robbery the bank is liable only if it does 
not exercise reasonable precaution. 

Safekeeping receipts are numbered and a bound carbon copy kept or a 
register maintained. As securities are redelivered and receipt canceled, a 
notation is made on the register or on the bound copy. The bank must 
have either the customer’s receipt showing redelivery or the original securities. 


CLIPPING COUPONS FROM SAFEKEEPING SECURITIES.—Some 
customers leave instructions for clipping coupons as they become due, to be 
credited either to checking or savings accounts. With such instructions it is 
necessary for the bank to maintain a tickler with a notation filed under the 
dates on which coupons are due. The bank is given authority as agent to 
sign income tax ownership certificates. In many banks the total of Liberty 
bonds held for safekeeping is so large that a special system has been devised 
for handling these issues. Under such a system Liberty bonds, on which the 
coupons are to be clipped, are kept in bulk. For each issue there is a file 
of cards. Thus, under the Fourth Loan would be a card for John Jones 
showing that he had left $200 of that issue with the bank, the interest to be 
credited to his savings account number 8,201. A memorandum control 
account is kept by issues which must balance with the actual bonds on hand 
and with the total of safekeeping ledger cards. As additional bonds of this 
issue are left, the control account is debited and, as deliveries are made 
credited. } ; 

On interest dates credits to customers’ acéounts are made up from the 
cards and coupons clipped as a whole. This bulk system has the advantage 
of saving time and of enabling check to be made of the total interest credited. 
The bank’s relationship with customer is still that of bailment. 


Auditing Department 


PURPOSE OF THE AUDITING DEPARTMENT.—An auditing depart: 
ment should work directly under the board of directors, keeping itself aloof 
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from administrative officers and refraining from making original accounting 
entries. Thus it is able to criticize where criticism is due. 

This ideal is reached in but few banks in this country. More often an 
auditing department works under the administrative officers and to some 
extent makes original entries. In small institutions this arrangement is 
probably necessary. 

The auditing department should keep such close control on all branches 
of the bank’s work that no dishonesty or errors of importance can go long 
undiscovered. In addition it should have the constructive duty of improv- 
ing the bank’s methods with the idea of accuracy, safety, and labor-saving. 
Among its duties should be the investigation of all differences reported by 
customers and the preparation of the many reports required by state and 
national authorities. 

To some extent internal auditing parallels the work of the national or 
state examiners. It works, however, from a somewhat different angle. 
There should be sufficient help to permit closer supervision than is possible 
under any outside auditing methods. Examiners are interested in solvency, 
either immediate or ultimate, of the bank. The internal auditing depart- 
ment ascertains that all income to which the bank is entitled is received; that 
the chance for dishonesty is minimized; and that efficient methods are used. 


AUDIT OF BANK ASSETS.—The auditing department should have 
joint control of the vault, no securities or other assets to be removed without 
its knowledge and record. Where this is not practical the assets should be 
verified from time to time by actual count, preferably at surprise dates. 
Asa count is always made by examiners, the auditing department may to some 
extent rely on their work. As to assets such as cash in teller’s hands, bonds 
that are actively traded in and the like, it is not the safest policy to leave 
them unchecked over long intervals between examiners’ visits. The auditing 
department should make its own verifications at frequent intervals. 


NOTE DEPARTMENT.—An occasional check must be made to see that 
all notes and collateral are on hand. Examiners do not attempt to check 
interest and discount calculations. As a bank’s principal income lies here 
and an error or defalcation once passed would never be discovered except 
by accident, well-organized departments keep careful control to see that all 
interest is properly computed and credited on the bank’s books. A represen- 
tative of the auditing department may be kept in the note cage to check all 
such transactions as they occur. The auditing department may work from 
the notes themselves or liability record the following day, or may keep a 
copy of all notes, post all payments to these records, and verify interest 
computations. The latter method, while involving more work, is in most 
cases the most effective. 


COMMERCIAL DEPARTMENT.—Here the auditing department runs 
ledgers from time to time, checking with the control. It commonly supervises 
the making of statements or writing up of passhooks and deals with the 
customer in making all corrections. A few auditing departments go so far 
as to mail annually a notice to all depositors, requesting them to verify the 
balance. This latter practice, while a wise precaution, is not generally fol- 
lowed, due to the work involved and fear of troubling depositors. A detailed 
check may be made occasionally at surprise dates. At such times a day’s 
work is taken, the signatures on all checks charged against an account are 
verified, credits are compared with deposit tickets, and the like. Due to 
volume of work, this is only practical as an occasional surprise measure. 
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COLLECTION DEPARTMENT.—Here the auditing department receives 
all tracers sent in by other banks inquiring why advice has not been received. 
It is felt no extensive defalcation or error is likely to occur without the custo- 
mer writing and requesting information. 


EXCHANGE DEPARTMENT.—In a large department, a method of 
auditing is to have a representative of the auditing department check each 
transaction as it occurs. The objection is that a man stationed permanently 
in a department becomes careless as he getS to know the men he is working 
with. Owing to fluctuating exchange rates, it is difficult to keep an accurate 
check, however, by other means. Where a man cannot be kept in the foreign 
department the auditing department reconciles foreign bank accounts and 
compares sales and purchases with the general trend of the market. 


SAFEKEEPING DEPARTMENT.—The auditing department in many 
banks is furnished a triplicate entry of the customer’s receipt and uses this 
copy for checking against the actual security. Otherwise it works from the 
duplicate receipt kept by the bank and from the register, keeping track of 
serial numbers. This department calls for care as the amounts do not, except 
with a few institutions, enter into the bank’s general books. 


BOND INCOME.—The auditing department compares the income re- 
corded on the books from bonds with the amount which should have been 
received, considering the par value and the coupon rate. 


EXPENSE RECORDS.—These are usually carefully supervised by the 
auditing department. The classifying of expenses should be passed on by 
at least one man in addition to the one making the original analysis. Unless 
the classifying is carefully watched, the same type of items will at one time go 
under one head and at a later date be put under another, thus injuring the 
comparative value of the records. Payments should be proved to see that 
goods were actually ordered, that they were all received, that the price is 
correct, that previous payment has not been made, and that the payment 
bears proper authorization. 


SYSTEM OF INTERNAL CHECK.—Where possible the system is 
arranged so that every transaction passes through at least two hands. A 
teller receives a deposit, but a bookkeeper, entirely separated, posts the 
amount to the account. If the customer notes a difference, he notifies the 
auditing department direct. One teller receives payment on notes; another 
department delivers the collateral. One bookkeeper posts the ledger; another, 
working independently, posts the statement. One department makes entries 
in the cashier’s check register; the checks themselves, as they are paid, are 
stamped off by the auditing department. Were a teller to start issuing checks 
and not show the liability on the register, he would be discovered as soon as 
the checks came in for payment. 

The auditing department is responsible for making this system of internal 
check as tight as practicable. It must take into account the personnel, labor 
cost, type of customers, and banking education of the bank’s force, and of the 
general public. 
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CREDITS AND COLLECTIONS 


RELATION OF THE ACCOUNTANT TO THE CREDIT MAN.—The 
accountant and the credit man have much in common. The accountant’s 
interests depend upon the business man’s need and appreciation of accurate 
and informative records and financial reports. The credit man considers it 
of prime importance that the credit applicant have such information and use 
it as a chart in planning his operations. In his desire to do constructive work 
—assisting to increase business by extending all the credit in a given case 
which prudence and sound practice permit—the credit man co-operates with 
the customer, and to do so intelligently he requires the light which the finan- 
cial statement throws upon the affairs. 

The amount of assets is not necessarily of controlling importance. The 
honesty, ability, and business prospects of the debtor are weighty factors. 
The figures must be correct, complete, and faithful representations of the 
facts. The statement should be in accordance with the books, but particu- 
larly with the actual conditions. All qualifying comments required should 
be plainly and fully stated. The value of the statement is lessened if it does 
not command confidence. That accountant best serves his client who earns 
a reputation which inspires confidence in the reports he signs. 


Forms of Credit 


OPEN ACCOUNT OR BOOK CREDIT.—There are various forms of 
credit. One is the open account or book credit, which applies to a transaction 
when goods are sold and delivered on credit and charged or debited on the 
books of the seller to the customer—this book entry being the only written 
evidence of the debt. In such transactions, should the one charged deny the 
debt, it would be incumbent upon the seller to prove the amount claimed 
was sold and delivered. 


ASSIGNMENT OF ACCOUNTS RECEIVABLE.—Open accounts are 
negotiable. They may be sold or assigned as collateral for a loan. The prac- 
tice of borrowing by giving open book accounts as collateral has assumed 
large proportions. There are two general plans under which such transac- 
tions are usually effected: ct 


1. Notification.— Under this plan lender gives written notice to payee 
of the account that it has been assigned and is payable to lender. Such 
notices are sent to all whose accounts have been transferred to the 
assignee and in subsequent transactions the notice is stamped upon the 
bills. 

2. Non-notificationUnder this plan debtors of the assignor are not 
notified. The borrower continues to collect as usual and transfers the 
receipts to lender in accordance with their agreement. 
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The banker usually lends up to from 70% to 85% of the amounts of the 
assigned bills, leaving himself a margin of safety against losses, returns and 
allowances, dependent upon his judgment as to quality of the accounts. 
The borrower is charged, in effect, 6% for the use of the money and a com- 
mission which varies from 3% to 2%—and in some cases more—of the amount 
of the invoice, this being gauged by the type of lender, status of the borrower, 
terms of sale, and risk involved. 

Finance companies and bankers who lend upon assigned accounts urge 
that this system of financing benefits: (1) manufacturers, a large part of 
whose investment is locked up in fixed assets; (2) capable merchants, gen- 
erally, whose growth is retarded because of a lack of adequate working 
capital. 

Moreover, they argue that the financing charges are more than offset by 
advantages resulting from: (a) the doing of a larger volume of business; 
(b) the ability to take advantage of discounts on purchases and to make 
advantageous cash purchases. 

Credit men are opposed to this method of financing principally because of 
its secrecy. Besides, they believe that the charges may impose serious handi- 
caps, that the practice may lead to unwise expansion, and that it may lend 
itself to perpetration of frauds. 

Credit departments frequently find it desirable to make investigations 
between financial statement dates, accepting as a fair barometer the ac. 
count’s payment record. The concern that has become an unsound risk 
may be enabled to make prompt payments by secretly resorting to this 
mode of financing, and thus to conceal from the unsuspecting credit man the 
true condition. The credit man does not want to be prejudiced, but con- 
siders that he is entitled to knowledge of such practice so that he can decide 
in each case whether, in spite of the transfer of these valuable assets, the 
account is entitled to credit and, if so, how much. Concealment he deems 
a menace. F 

The National Association of Credit Men strongly advocates, and has been 
doing so for years, that the assignment of accounts be given publicity and 
that laws be enacted requiring that notice of all such transactions be filed 
with a designated public official so that credit men may protect themselves 
by investigating such records, as they do in respect to chattel mortgages. 


PROMISSORY NOTES.—A promissory note is a written promise to pay 
unconditionally a definite sum of money on demand or at some specified 
time in the future. If such note is made payable to a particular person, it 
is non-negotiable; if made payable to a particular person’s order or to bearer, 
it is negotiable and title may readily be transferred by indorsement and 
delivery, and the note may pass through many hands before it is finally 
paid. 


BONDS.—A bond is a written promise, under seal, to pay a certain sum 
of money at a fixed time in the future. It is usually one of a series of like 
tenor and amount, all carrying interest at a fixed rate and usually under a 
common security. The security for a bond as well as the terms and conditions 
under wnich it is issued may be found in the bond itself. 

A bond is readily transferable by indorsement and delivery. It may be 
accepted by bankers and lenders as collateral for loans. The period which 
a bond runs is usually much longer than that of an ordinary promissory 
note; and bonds are usually issued to obtain capital for the purchase of 
equipment and other fixed assets. 
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SHARES OF STOCK.—A certificate of stock is evidence of ownership in 
a corporation, the stockholders being the owners of the company’s net 
assets. There are two classes of stock—common and preferred. 

A company may issue only one class of stock which would be known as 
“common.” If it issues 10,000 shares of such stock, par value $100, Stock- 
holder A, holding 1,000 shares, possesses an equity equivalent to 1 /10th of 
the corporate assets. Should the directors decide to distribute part of the 
profits to the stockholders, say $60,000, they would declare a dividend of 
6% and A would receive $6,000, being 6% of the par value of his stock, or 
1/10th of the total amount distributed. Were the corporation to dissolve, 
and the net profits of the sale of its assets amounted to $1,000,000, Stock- 
holder A would receive 1/10th thereof, or $100,000. 

In addition to this common stock, a company may issue preferred stock. 
Preferred stock possesses characteristics which differentiate it from the 
common stock, such as preferences as to dividends or as to assets in case 
of dissolution, or a distinction with regard to voting power. Preferred 
stock may not necessarily be superior to the common stock, it being merely 
designated ‘‘ preferred” to distinguish it from the common stock. 

One who contemplates making a purchase of stock should read carefully 
the stock certificate to ascertain terms and conditions to which the issue is 
subject. 


CHECKS.—A check is a written order by a depositor upon a bank, to pay 
a certain sum of money at sight to order of a payee named in the instrument. 
A check drawn to bearer is payable to any person who holds it. A check 
payable to order or to bearer is a negotiable instrument and the payee, 
upon indorsing it, may transfer it to someone else for cash or to effect the 
payment of an obligation. 


BILLS OF EXCHANGE.—A bill of exchange is a written order drawn by 
one person, addressed to a second person, requesting him to make payment of 
a definite sum of money at sight or at some definite time in the future, to 
a third person. The first and third persons may be, and frequently are, 
the same. 

Bills of exchange used in domestic transactions are known as drafts. 
Such instruments usually arise out of a sale of goods, the seller ordering the 
purchaser to pay either himself or someone else who will act as his collector. 

Sight Drafts—Bills of Lading Attached.—When sellers are unwilling to 
extend credit to buyers, cash transactions may be arranged whereby, upon 
delivery of title to goods to the buyers, they will honor sight drafts drawn 
upon them by the seilers. For example, the Jones Manufacturing Co. of 
New York City may arrange such a transaction with the National Jobbing 
Co. of Chicago. The Jones Manufacturing Co., upon delivery of the goods 
to the carrier, receives a bill of lading which is acknowledgment of the receipt 
of goods and a contract for their delivery in Chicago. The bill of lading is 
attached to the sight draft together with the invoice for the goods, and the 
papers are forwarded through the New York bank of the Jones Manufacturing 
Co. to its correspondent in Chicago. The latter bank presents the draft 
to the National Jobbing Co. and upon receipt of payment, transfers to it the 
bill of lading entitling the company to the goods. 

Time Drafts.—If, instead of insisting upon a cash transaction, the Jones 
Manufacturing Co., in the foregoing illustration, had been willing to extend— 
say 60 days’ credit, it would have in like manner deposited the documents 
with its New York bank for forwarding to the bank’s Chicago correspondent, 
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and the Chicago bank then would present the draft to the National Jobbing 
Co. for acceptance, whereupon the bank would transfer the bill of lading to 
the National Jobbing Co. 

The draft is accepted by writing across its face the word ‘‘accepted,”’ 
the date, the name of the bank where payment is to be made, and the com- 
pany’s signature. 

Bank Acceptances.—When the bill of exchange is drawn on a bank or 
accepted by it, such draft becomes a bank acceptance. In such transactions 
the bank gives the purchaser permission to use its credit. Instead of the 
purchaser accepting a draft or trade acceptance drawn upon him, he enters 
into an agreement with the bank to have the instrument drawn on and 
accepted by it. The Federal Reserve Board has defined a bank acceptance 
as ‘“‘a draft or bill of exchange. . . . of which the acceptor is the bank, or a 
trust company, or a firm, person, company or corporation engaged generally 
in the business of granting banker’s acceptance credits.’”’ Bank acceptances 
are used largely in financing international trade and domestic transactions 
in connection with major staple commodities. 


WAREHOUSE RECEIPTS.—Receipts for commodities stored in a ware- 
house. Warehouse receipts are transferable by indorsement. They may 
be used as collateral in obtaining bank loans. 


TRADE ACCEPTANCES.—A trade acceptance (Form 1) is a time draft 
drawn by seller on the buyer for purchase price of goods and accepted by 
the buyer, payable on a certain date at a certain place designated on its face. 
The trade acceptance should be used only in current transactions involving 
purchases and sales of goods. They should not be given for borrowed money 
or for past-due accounts. 

How to Use Trade Acceptance.—The trade acceptance may accompany the 
invoice, may be mailed afterwards, or, in cases of active accounts, may accom- 
pany the monthly statement and cover the total amount of invoices rendered 
during the month. The buyer who receives the trade acceptance may either 
decide to discount the bill and ignore the trade acceptance, or if he desires 
to make payment at maturity, he may ‘‘accept’”’ the trade acceptance by 
writing across the face the date and the words ‘‘ Accepted, Payable at.... 
Bank,” and then signing it and returning it to the seller. 

Upon receiving properly “‘accepted ” trade acceptances, the seller may use 
them for borrowing purposes either by presenting them to his own bank for 
discount or by selling them in the open commercial paper market. Otherwise 
he will hold such acceptances and in due time before maturity, depending 
upon the location, he will forward them for collection through his bank to 
the banks designated in the acceptances. According to law, the place of 
payment of a trade acceptance is at the office of the acceptor, unless a definite 
place be designated on its face, such as the acceptor’s bank—this being the 
usual method. 

Eligibility.—To be eligible for purchase by or discount at a federal reserve 
bank, a trade acceptance should bear prima facie evidence that it is drawn 
by the seller on the purchaser of goods sold and must have a maturity, at 
time of purchase or discount, of not more than 90 days, exclusive of days of 
srace, excepting that if drawn for agricultural purposes or against sale of live 
stock, it may have a maturity at time of discount of not more than 6 months, 
exclusive of days of grace. 

Advantages to Seller.—The advantages of the trade acceptance to the 
seller are the following: 
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1. It establishes the correctness of the amount. 
2. It tends to climinate common abuses such as unwarranted returns 
of merchandise, deductions of excessive discount, and unjust claims. 
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Form 1. Trade Acceptance 


3. It facilitates and improves collections. Debtors who by habit 
attach much more importance to written instruments bearing their 
signatures, are more likely to be prepared to honor trade acceptances 
which they know will be presented on specific dates and may be nego- 
tiated, passing out of the sellers’ hands. 

4. It reduces bad debts. The use of trade acceptances is conduciye 
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to close collections and tends to cause the buyer, impressed by the definite 
payment date, to be more conservative and to more carefully and 
soundly regulate his business. ‘ 

5. Itis an aid to financing; receipts may be much more easily estimated, 
also one can frequently borrow to much better advantage on the trade 
acceptance than on his own note. 


Advantages to Buyer.—Trade acceptances enable the seller to do business 
more economically and to enhance his borrowing power; they give banks 
sound, self-liquidating commercial paper bearing two names and strengthen 
the banking position. Better economy in the seller’s business and a stronger 
banking system contribute materially to the strength and stability of the 
entire community and the retailer shares in resulting benefits. 


LETTERS OF CREDIT.—Commercial letters of credit are used to finance 
transactions in foreign trade. They authorize the exporter to draw upon a 
branch or correspondent of the issuing bank up to the amount named in the 
letters, in accordance with terms and conditions stated. In case of dollar 
credits it is customary for the bank to make its credits available by drafts 
drawn on itself. Importer may take time purchases, but by causing letterse 
of credit to be issued to exporters, they enable exporters to obtain cash at 
time of shipment by discounting the drafts drawn under the letters of credit, 
the importers not being called upon to pay until maturity of the drafts. 

Smith & Co., New York jobbers, place an order for silk goods with Taro 
& Co., Yokohama, agreeing to arrange with a New York bank to open a 
confirmed letter of credit in favor of Taro & Co. for $10,000, the amount 
of the purchase, drafts to be drawn at 90 days’ sight. Smith & Co. either 
negotiate a loan at the bank covering the amount involved or deposits ade- 
quate collateral; or, in view of Smith & Co.’s standing, the bank may open 
the credit without requiring the deposit of any security, confident that the 
firm will meet the call for payments when due. The bank then asks Smith & 
Co. to sign an application and also an agreement (both sometimes being 
contained in one instrument), the agreement covering, among other things, 
terms of sale, documents to be delivered, and duties and responsibility 
assumed by both Smith & Co. and the bank. 

The bank, deeming itself secured and having the application and agree- 
ment duly signed by Smith & Co., opens the confirmed letter of credit. It 
gives Smith & Co. the letter of credit, sometimes in duplicate, the original 
to be mailed to Taro & Co. In urgent cases, the bank cables its correspond- 
ent and confirms it by mail. Taro & Co., upon receiving the letter of credit 
or word from the bank that one has been opened in its favor, delivers the 
merchandise to the carrier for shipment, securing the necessary documents. 
Taro & Co. then draws a 90-day sight draft under the letter of credit, ad- 
dressed to the New York issuing bank, and presents both the draft and the 
documents to the Yokohama correspondent, requesting that the draft be 
discounted. If the draft and the documents are in order and meet the re- 
quirements, the Yokohama bank pays Taro & Co. the amount of the draft 
less the discount. The Yokohama bank then forwards the draft together 
with the documents to the New York bank. The New York bank, finding 
the draft and documents in order, accepts the draft, usually by stamping 
across its face the word ‘‘accepted” and the date, with the signature of a 
duly authorized officer of the accepting bank. The bank indorses and de- 
livers the documents to Smith & Co., who sign a trust receipt giving the 
bank a lien upon the goods, 
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At maturity, the issuing bank collects from Smith & Co. either by receiv- 
ing a check or charging the account, and makes payment to the correspondent 
bank. Of course, in the case of dollar credits, the bank pays itself. 

Although Taro & Co. received cash at time of shipment, Smith & Co. had 
the goods released to it without being obliged to pay until maturity of the 
draft, this transaction being made possible by the New York bank’s per- 
mission under the letter of credit, to Smith & Co., to use its credit, for which 
Smith & Co. pays the bank a commission. 


Classes of Credit 


BANKING CREDIT.—The commercial bank has two primary functions: 
first, to receive deposits, and, second, to make loans and to discount business 
paper. To accomplish this dual purpose, the bank must set up a very high 
credit standard for persons who apply for loans or discounts. The borrower 
must be able to measure up to these high standards; he must be able to give 
the very best kind of security, either a financial statement showing his 
business to be in sound condition backed up by his reputation for character 

eand business ability, or he must give adequate acceptable collateral, usually 
in the form of negotiable instruments. 

Since the bank’s obligations are in excess of available cash on hand, it 
is essential that loans and discounts shall be of such nature that a sufficient 
amount of them can be quickly converted into cash. The facility offered 
by federal reserve banks to their member banks of rediscounting eligible 
commercial paper is a potent aid in liquifying loans and discounts. 


INVESTMENT CREDIT.—Investment credit is the confidence com- 
manded by incorporated companies by virtue of their integrity, financial 
soundness, stability, and earning capacity, which induces investors to pur- 
chase their bonds, mortgages, or shares of stock. The purchaser gives the 
corporation the use of his funds in the belief that his principal is secure and 
will render him a satisfactory return. 


RETAIL OR PERSONAL CREDIT.—Retail or personal credit is the 
power of the individual to obtain things of value for personal use or con- 
sumption upon his promise to pay money therefor at an agreed upon time 
in the future. This credit enables the individual to have a purchasing 
power in excess of his available cash and also serves him as a convenience 
by facilitating shopping. 

MERCANTILE CREDIT.— Mercantile credit is the power of one merchant 
to obtain goods or services from another for business purposes upon the 
promise to pay at a specified time in the future. The transaction rests upon 
the willingness of the seller to accept the promise, or, in other words, upon 
the confidence in the buyer’s willingness and ability to pay. 


Retail Credit Granting 


DEFINITION.—Retail credit is the power of the individual or consumer 
to obtain goods or services by giving a promise to pay the agreed upon 
price in money at a specified time in the future. 

ADVANTAGES.—By adopting a credit policy or by authorizing custom- 
ers to have their purchases charged, the retailer serves their convenience 
and at the same time establishes a contact with them which tends to build 
business. 
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CREDIT RISK.—The decision as to the acceptance of such promise and 
the measure of credit to extend, relying thereon, is based on the credit’s man 
judgment as to the willingness and ability of the purchaser to pay. Among 
the essential factors considered in determining the quality of the risk are 
the reputation of the applicant for integrity and trustworthiness, his finan- 
cial condition, his earning power, and the nature of his vocation. 


POINTS OF INFORMATION.—Specific points covered by an investiga- 
tion are: 


1. Full name—signature 8. Mercantile agency rating 
2. Residence 9. Financial condition 

3. Age 10. Bank 

4. Business 11. References 

5. Business address 12. Experiences of others 

6. Nature of employment 13. Comments as a result of 
7. Approximate income personal interview 


SOURCES OF INFORMATION. 

Mercantile Agencies.—The retail credit department has available the 
services of the mercantile agencies—R. G. Dun & Company and Brad- 
street’s—when investigating persons who are engaged in business. These 
reports give the business record and reputation, as well as the financial 
condition, and the experiences and opinions of merchants to whom the sub- 
ject of the inquiry is known. 

Banks.—The bank may be consulted as to its experience and opinion 
Its information may be given in vague terms and have only negative value, 
but at times data is received which is helpful. 

References.—Retail credit departments usually ask the credit applicant 
for business and personal references from whom information is sought re~ 
specting his character, financial standing, manner of meeting obligations, 
and prospects. 

Credit Information Bureaus.—Probably the most important service avail- 
able to the retail credit department is that rendered by the credit bureau. 
Such bureaus are organized on a non-profit-making basis by retail credit 
men. They foster free and frank interchange of credit experiences and opin- 
ions through an agency motivated by the highest standards and organized 
along economical and efficient lines. 

The Reference Clearance Bureau, conducted by the Associated Retail 
Credit Men of New York City, Inc., has proven an efficient medium for 
securing valuable information for members. The nature and scope of its 
operations and the methods and systems employed are most worthy of note 
and are clearly set forth in the following article, reprinted by permission of 
Women’s Wear and the Associated Retail Credit Men of New York City, 
Inc. : 


The Reference Clearance Bureau 


Organizing and establishing a reference clearance bureau for the purpose of centralizing 
the clearing of references and the collection of information concerning individuals seeking 
to open charge accounts in retail stores has become national in scope. Because of its aid 
to the retail credit man and its value to the retail merchant, in practically every city of any 
size in the United States a merchant-owned or merchant-controlled reference clearance 
bureau is in operation. Previous to the establishment of reference clearance bureaus for 
the collection and collation of information and the ledger experience of stores with respect 
to individuals who enjoy the privilege of a charge account, the retail credit man was often 
put to much trouble seeking information about other charge accounts which prospective 
customers might have but which they did not mention to him when opening the account. 
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As a general rule an applicant for a charge account always gives as references the stores 
where her account. is in good standing. Unless there is a reference clearance bureau to 
which the retail credit man can apply, he has no means of knowing where the prospective 
customer had charge accounts other than those stores whose names she has given him. 
Oftentimes many stores have had a certain account, but have been obliged to close it because 
of slow pay or unsatisfactory dealings, either collecting it through an attorney or charging 
it off to Profit and Loss, and in many instances, if this information could have been obtained, 
the retail merchant to whom application for credit was made would have been saved hun- 
dreds, or even thousands, of dollars. 

In order to bring about the disclosure of such information for the protection of the retail 
merchant, the establishment of a central bureau for the collection and dissemination of such 
data becomes necessary, and it was for this reason that the Associated Retail Credit Men 
of New York City, Inc., established their Reference Clearance Bureau. 

In the office of this bureau, which is an organization merchant-owned, merchant-con- 
trolled, and merchant-operated, are thousands of cards bearing the names of people who 
have asked for credit or who have received credit from local and out-of-town stores. The 
expenses of the bureau are paid by the members according to their contracts, which vary 
in proportion to the number of clearances for which the member wishes to subscribe. 

The feature of the reference bureau is that it depends for its existence and its efficiency 
upon the closest possible co-operation of its merchant members. The slightest carelessness 
or laxity on the part of any one of the stores composing the organization lessens by so much 
the efficiency of the bureau. When we consider what the credit departments of the various 
stores are called upon to do, we realize immediately the splendid spirit of mutual helpfulness 
which must be the basis of the organization. 

Member stores are not merely requested to give their opinion on whether a certain indi- 
vidual is a safe account or not. Such reports may be easily rubber-stamped and are of 
corresponding value. Instead, the members are sent a report form (Form 2), whereon 
they are asked to give their ledger experience with the person who asks for credit. They 
are requested to give the length of time the applicant has been buying from them; his 
highest credit; how much he owes; for what period; what his paying habits are; and whether 
he is a satisfactory or unsatisfactory account. 

Member stores are also asked to report immediately (Form 3) when they close an account, 
when they turn it over for collection to an attorney, or any other derogatory information. 
Upon receipt of such information and if the name of the party reported is already on file, 
all members whose code number appears on the master card are immediately notified and 
are given the information reported by the store which has closed the account for their 
future guidance in dealing with the individual in question. 

Members are also asked to report daily (Form 4) all inquiries for credit information which 
they give to non-members and to report also whenever they open an account which they 
do not clear through the bureau. 

In the case of change of address or of a new account a daily report (Form 5) is requested 
of the members. This information is not cleared through the bureau but is merely sent 
to the bureau for filing. 

In this way the bureau is continually increasing its store of information which becomes 
available for every one of its members. In its files may be found the names and credit 
records of all the individuals whose names were reported on the association bulletins before 
the bureau's organization. In addition to this original list, information may be found on all 
those who have applied for credit with members and with a large number of non-members. 

We might cite here a complete transaction. For instance, Mrs. John Doe of 401 Park 
Avenue may apply for a charge account at a store. She furnishes to the credit man the 
names of two stores where she has an account, a bank, and possibly other personal informa- 
tion. The credit manager will send to the bureau this information, and the subject of the 
inquiry will be checked through the files, the stores referred to cleared, and any additional 
information that may be collected on this account sent to the inquiring member. This 
subsequent information may show that the applicant for the charge account has accounts in 
several other stores where she is still owing amounts that may be long past due, accounts 
on which unsatisfactory experiences may have been had; or it may disclose that a suit or a 
judgment has been taken, or that there may be domestic troubles, in which her husband 
may notify the store that he will not be responsible for any charges incurred by his wife. 

This class of information will immediately put the credit man on his guard. He may 
send for the prospective customer, or notify her that the application has been declined. 
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REFERENCE CLEARANCE BUREAU 

Of The 
Associated Retail Credit Men of N. Y. City, Inc. 
15 West 37th Street 


CONFIDENTIAL INFORMATION 
SEND TO THE BUREAU IMMEDIATELY 


ame 
(Surname first) 


iy Gna Seg et 6 


Residence 


Former Residence 


Occupation 


nee LEE EES 


Business Address 


OWING NOW | FOR MONTHS OF 


Account Closed (Indicate by Check Mark) 


ATTY. [SLOW PAY uns‘Fty, |p. an. a/c DOMESTIC TROUBLES 
DEALING 


Remarks 


Member No. 


y 
Form 3. Form for Report to the Reference Clearance Bureau When an 


Account is Closed 
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REFERENCE CLEARANCE BUREAU 
of the 
Associated Retail Credit Men of N. Y. City, Inc. 


15 WEST 37th STREET 


We Answered Reference Inquiry from 


Oh ea ee a ee be 
( 


SURNAME) 


Residence. 
ee 


Business Add\ess = Se ee 
Our Ledger Experience is as follows: 


a eee 
Selling how long Highest Credit | Owing now For months of 


ee 
Payments are made (Indicate by check mark) 


SSS Oe eee 
30-60 | 60-90 | 90-120 | 120 & over | As agreed | Uns’fty |Atty’sCol'n|] P&L 


Account Account When last sold 


Active Inactive 
| 


REMARKS: 


ee 


Date Member No. 


Members will use this form in reporting DAILY tothe Reference Clear- 
ance Bureau. All inquiries answered direct to non-members. 


Form 4. Form showing Information Sent to Non-Members of the Bureau 
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Should the information on the account prove to be satisfactory and at a later date a store 
notify the bureau that it has closed the account for any reason, all members recorded as 
having been iuterested in the account are automatically notified of the action taken by the 
reporting member and the details given. This automatically serves as a warning to the 
stores where the applicant has an account. The credit man, on receipt of this information, 
then proceeds to deal with the account as he sees fit. 

Taking another typical example of the operation of the bureau, suppose Mrs. John Smith 
asks for credit and gives two Fifth Avenue stores as references. The store to which the 
application is made fills out a form (Form 6) which is printed in “ditto” ink. Each store 
has a code number and this number is entered in the proper place to indicate for whom the 
reference is being cleared. 

In filling out the form the stores are requested to give the full Christian name and initials 
of the applicant, the exact address, former address, occupation, and business address to 
insure adequate comparison. The form is taken to the office of the bureau by a messenger 


REFERENCE CLEARANCE BUREAU } 

of the 
Associated Retail Credit Men of N. Y. City, Inc. 
15 WEST 37th STREET 


Nane. —<————<—<—$_—$_$___————————————— ee 
(Surname first) 


Residence ———————_—_$_$_$>_$_$_$_$£T$v$ $$ 


Former Residence———_—_—____ 


Business Address $$$ AAA A 


Date —__— Member No. 


INDICATE BY CHECK 


NEW ACCOUNT CHANGE OF 
ADDRESS 1 


MEMBERS WILL USE THIS FORM IN REPORTING DAILY To THE REFERENCE CLEARANCE 
BUREAU ALL CHANGES OF ADDRESS AND ALL NEW ACCOUNTS OPENED. 
NOT CLEARED THROUGH THE BUREAU. 


Form 5. Form Used in Reporting Change of Address or New Accounts Not 
Cleared Through the Bureau 


who makes the trip according to a regular schedule a number of times a day. Enough 
copies of the form are made on duplicating machines to go to each of the stores mentioned 
as references. These stores fill in their ledger experiences, and on the next delivery the 
various copies of the form go back to the bureau. The report is then sent to the original 
store. The information is also entered on a master card which is kept on file at the office. 
This card is similar in form to the report and is filed permanently in the bureau. 

If a request for clearance is received and the master card on file at the bureau has sufficient | 
information not older than 90 days, a report is made out immediately and sent to the | 
member requesting it. When necessary the reference is cleared by telephone. When a 
store does not answer within 24 hours, a second request is sent. 

Out-of-town references are also cleared by the bureau, which sends for information to 
merchant-owned associations in other cities or to out-of-town stores directly. When a 
bank is given as a reference, a separate form is used. This is sent in duplicate so that a} 
copy may remain on file with the bank. 

The bureau also keeps the credit man advised of any unusual happenings to an account 
that his store may be interested in, such as unusual activity on the part of an individual in} 
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REFERENCE CLEARANCE BUREAU 
Of The 
Associated Retail Credit Men of W. Y. City, Inc. 
15 West 37th Street 


ape ae Ee 
Ledger experience is desired on-the individual named below — All information 


will be kept confidential. 
Name 


PLEASE 
PLEASE 


Residence 


Former Residence 


Business Address 


Selling how long | Highest Credit 


- Payments.are made (Indicate by check mark) 


re ee = [eae wanton epee 


Account Account When last sold 


Active Inactive . 


General Remarks 


Form 6. Form Used in Clearing a Reference 
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opening new accounts, unusually heavy buying on an account, or information to the effect 
that an imposter is buying on an account. Information of this type is automatically flashed 
to all stores interested. 

A special daily bulletin is furnished to all stores, publishing items that may be of interest 
to the retail credit man, reported to the bureau by members. This bulletin service gives 
the details of bad check operations, advises caution in extending credit to individuals who 
do not appear to be responsible, publishes notifications of domestic troubles, and any other 
items that may interest the credit man. Through national affiliation with other bureaus, 
the credit standing of individuals moving from one city to another is reported for the benefit 
of the retail merchants. 

The importance of getting the Christian name in full, the present and former addresses, 
and the business connections of an applicant at the time the application is made is impressed 
upon the members of the bureau. This oftentimes works to the advantage of the inquiring 
store, as information of a very unsatisfactory nature may be on fle concerning the individual 
at a former address. 

With a good reference clearance bureau in operation the fraudulent buyer, the bad check 
operator, and the poor credit risk meet their Waterloo when they seek to ply their profes- 
sions amongst the retail trade. A telephone call to the bureau oftentimes brings offenders 
of these types into the hands of the law. 

The most important medium for credit basis today is that of the experience of other 
houses with the risk in question. The reference clearance bureau is to the retail credit 
grantor much what the clearing house is to the banks. It is a pivot around which retail 
credit business may circulate with reasonable safety; it is a clinic for the chronic credit 
abuser; it is the pulse of the retail charge business. It is a beacon light on an uncharted 
sea; a nucleus for a credit men’s organization and for the promotion of a credit man’s 
welfare. It is an educational center for disseminating among the public such propaganda 
as will aid a credit man’s work. 

All authorities on the subject of retail credits are of one opinion—that credit may be 
granted with more profit and safety to the person whose record is that of paying his bills 
promptly and keeping his word and living up to his contracts, rather than to a man or 
woman who can present a substantial financial statement that is not backed up by a record 
for the prompt payment of accounts. 


Suits and Judgment Publishing Companies.—These companies issue 
services giving information pertaining to suits and judgments. While, of 
course, a lawsuit may be the result of an honest dispute, it is important to 
know the facts. 


WNewspapers.—Clerks in credit departments glean information from news- | 


papers about business embarrassments, such as judgments, receiverships, 
foreclosures, bankruptcies, bad checks, fires, business losses, and lawsuits 
In this manner may also be obtained information with regard to separations, 
divorces, and debts. 


LEGAL LIABILITY.—It is important to know whether the one to be | 
charged is legally liable. This requires attention especially in connection — 
with purchases made by minors, and also in cases where credit is given | 
because someone other than the purchaser is relied upon to make payment. | 


Retail Collections 


IMPORTANCE.—The retailer appreciates the value of the credit system | 


as a stimulator of sales but is also mindful of its dangers. He knows that 


there is a limitation upon the amount of capital he may prudently tie up. 
in outstanding accounts, also that he must avoid disproportionate bad debt 


losses. These factors, if not properly controlled and regulated, may not 


only sap profits but lead to serious business embarrassments. Accordingly | 
it becomes essential not only that the responsibility for making credit de- 
cisions be entrusted to a competent credit department but that this depart- | 


ment be supplemented by an efficient collection department. 
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No credit man is infallible; there are bound to be errors/of judgment, 
betrayals of confidence, and adverse changes in conditions which cannot 
be foreseen. A symptom of a weakened condition is tardiness in making 
payment—this status challenges the attention of the collection depart- 
ment. Loose collection policies and methods aggravate risks, whereas 
close and proper treatment makes possible escape from losses on poor risks. 
The collector may greatly help or mar the work of the credit. department, 
consequently both these departments should establish a relationship of 
close and complete co-operation. 


FUNCTIONS OF THE COLLECTOR.—Primarily, he must collect as 
promptly as possible all due obligations. Many retailers suffer, sometimes 
seriously, because of lax collections. Failing to collect debts due, they find 
themselves unable to meet their obligations, thus impairing their own credit 
standing; besides, the longer a collection is deferred, the less collectible the 
account becomes. Cases have been known where retailers, feeling tender 
about making any efforts to collect, have invited disastrous consequences. 
Such a policy is inconsistent with the present-day conception of business. 
Debtors today should be educated to the understanding that the drawing 
of their attention to an indebtedness due is not intended as any reflection 
upon them, but is a businesslike reminder. 

The duty to collect should be assigned to one fully qualified. Retail 
collectors do not always deal with people experienced in business and so 
must be particularly tactful, although not servile. They should, in a con- 
siderate, resourceful way, adapt themselves to circumstances and be as 
forceful and persistent as the situation requires. 

Preparedness.—To properly plan their procedure, they must be well 
informed regarding the actual standing of the debtors as well as regarding 
the experience of their houses. The credit department files and advices 
should be at the collector’s command. 


OUTLINE OF SYSTEM .—Collectors’ efforts must not be along haphaz- 
ard lines. To pursue a methodical course, they must avail themselves of 
the benefits of records syste matically kept. 

Statements.—Sending a statement is usually the first step in the collec- 
tion program. It may be sent without any notation whatever and merely 
to serve as a reminder, or it may bear appropriate comments. 

Letters.—Letters usually begin by courteously drawing the debtor’s at- 
tention to the status of the account and continue with increasing firmness to 
demand payment. 

Visiting Collectors.—It is advantageous to have collectors make personal 
calls upon debtors. Such collectors should be of a type that will reflect credit 
upon their houses. They must be gentlemen, commanding the respect of 
whomever they visit. They acquire a good understanding of human nature 
which should train them, when they do not collect, to form correct conclu- 
sions as to whether promises may be relied upon or whether the issue must 
be forced. In other words, in the event they do not immediately effect 
collections, they should have the ability to probe deeply into the debtors’ 
affairs so that their reports may be guides for further action. 

Attorneys and Collection Agencies.—When collection departments reach 
the conclusion that the usual amicable efforts will not get the results, claims 
are sent to lawyers or collection agencies. This is an expensive method and, 
while used as a last resort, must not be too long deferred, else the chances 
of collection will be greatly handicapped. For form of proof of debt used in 
ease of suit see Form 7. 
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Follow-Up Systems.—Some concerns follow the practice of sending state- 
ments monthly only. Others send statements on fixed days, which may be 
the Ist, 10th, 15th, or 20th of the month. The effective plan, as has been 
stated above, is to follow up communications by allowing a reasonable 
time in accordance with location and the quality of the account, and to 
avoid entirely the impression that the communication is merely an incident 
of statement day. This psychology may be further stressed by incorporating 
in letters references to specific items relative to the account so as to give 
the communication a distinctive character, In exceptional cases it may be 


STATE: OP icco rehab se tactetetets aleb tte. 
ss 


COUNTY OF ... 


cesssssreveeed Notary Public in and for said County and State, personally 


suncsesseee Who, being by me sworn in due form at law, doth depose and 
say that he Is: 
(1) An officer to wit, the 
under the laws of the State of. 
(2) A co-partner with,. 
doing business a$,.......00000 
Hereinafter designated as Claimant 
hat the annexed account lagalnst acorf<ossysiqvensuincoonnssnbepsparua(¢peanoaseccedesbetotenesovuds paupyetoasaeves ee runparngeymtpire ontbns lesb Toopsyaslases Od 
is correctly copied from books of original entry of Claimant, that within the knowledge of deponent, the charges were made in the 
said books at or about time of their respective dates; that the goods for which said charges were made, were sold and delivered as 
charged, that the charges are correct; and the account just and true, as stated; that said Claimant holds no security for sald indebt- 
edness, or any part thereof; that the whole of said sum of 
Dollars and 


a corporation organized 


ents with interest thereon from the. day of 


secsapestsasantsnvanssstestesisteananunesissees sosstssssnAe Dy 19,ye0d8 due and owing, and that no part of said principal sum or Interest 
has been paid or in any manner settled, and that there are no deductions or offsets of any kind except such as are specified and credited 
‘on said annexed account, 


Individual Signature. 


Sworn to and subscribed before me thi8 cress 


Corporate 


Seal NOTARY PUBLIC. 
INSTRUCTIONS:If an Individual, cross out (1) and (2); Ma partnership, cross out (1); if 
‘8 corporation, cross out (2), Fill in all remaining blanks. 


Form 7. Proof of Debt 


considered policy to give the communication a mechanical or routine aspect. 
It may also be considered desirable to include sales offers as an indication 
that the account is valued. In short, the collector should strive to collect 
but retain the friendship of the desirable account. 


CLAIMS DEPARTMENTS.—Very frequently the customer refrains from 
making payment pending adjustment of a claim. Whether the claim is 
made in good faith or not, it is important that the credit and collection 
departments be informed of its existence so that they may co-operate to 
the fullest extent with the claims department to avoid its being the cause of 
a delay in effecting the collection. All claims should receive prompt atten- 
tion. The nature of the claim may give the credit department significant 
information. 


j 
| 
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Mercantile Credit Granting 


MERCANTILE CREDIT.—This is the power of one merchant to obtain 
goods or services from another for business purposes, upon the promise to 
pay money. therefor at an agreed upon time in the future. 


TERMS OF SALE.— 

C. B. D.—Cash Before Delivery.—Sellers resort to these terms when 
unwilling to take any credit risk. 

C. O. D.—Cash on Delivery.—In such transactions the seller does not 
agree to take any credit risk and should accept cash, money orders, or cer- 
tified checks only. The seller assumes the risk of having the purchaser 
refuse to accept the goods, involving expense of handling, transportation, 
etc., and possible deterioration. Deposits are sometimes required as a pro- 
tection against such losses. 

Dating.— Dating is the period of time added to the terms of sale. For 
instance: 2% 10 days, net 30 days, 60 days extra, meaning, terms 2% cash 
payable in 10 days, or net 30 days, with 60 days added dating. A bill charged 
on Oct. 1 subject to terms of 2% 10 days, net 30 days, with a dating of 60 
days, is not due until Jan. 1. In other words, terms of credit begin to run 
from Dec. 1. The purchaser may pay: (a) between Dec. 1 and Dec. 10 
and deduct 2%; (b) on Jan. 1 without deducting any discount; (c) prior to 
Dec. 1 and deduct 2% plus interest on the net amount for the time unex- 
pired to Dec. 10. 

Season Dating.—The duration varies with the different lines of business, 
being in some instances for a period of several months. It is given to induce 
the placing of orders in advance of manufacture or importation. 

7/10/60 Extra Terms.—These terms mean that the bill is due 70 days 
from its date, less 7%. The buyer may wait until date of maturity at the 
end of 70 days and deduct his full 7% discount. The 7% is not a bonus or 
premium to induce earlier payment, and is really not a cash discount at all. 
In such cases, if the bill is paid before the end of 70 days, the customer may 
deduct 7% and also interest on the net amount for the unexpired time. It 
is usual for the seller to allow 8% on the gross amount of such bills paid 
within 10 days from date. When such bills are paid after 70 days, the pur- 
chaser theoretically forfeits the entire discount. In practice, however, this 
penalty is not usually enforced. The treatment of these past-due bills lacks 
uniformity. Some houses allow the full 7% discount and charge interest 
for overdue time at the rate of 6% per annum. Others require the debtor 
to lose 1% discount for a month overdue. When the delinquency is pro- 
longed, it is not uncommon to disallow any discount. 

E. O. M.—End of Month.—This arrangement provides that all bills 
charged during a month are to be treated as dated the last day of the month, 
from which date the terms of sale begin to run. In other words, all ship- 
ments between, let us say, June 1 and June 30 will be regarded as being dated 
June 30. These terms are created only by special agreement. 

R. O. G.—Receipt of Goods.—Meaning the time allowed for taking dis- 
count begins to run from the time the goods are received by the purchaser. 


The Credit Risk 


CREDIT POLICY.—Credit policies vary. Natural conservative and lib- 
eral inclinations are influenced by business circumstances. Among the 


916 CREDITS AND COLLECTIONS [Sec. 18 


considerations are the strength of the selling position, selling plans, organ- 
ization problems, scale of production, overhead, financial limitations, and 
the margin of profit. Credit policy should be in harmony with profitable 
business building, and should be a promoter of sales expansion, having due 
regard for financial and bad debt loss limitations. 


GENERAL FACTORS.—As a general proposition credit is based on the 
applicant’s character, capacity, capital, and business prospects. 

Character.—Integrity is indispensable and a high sense of obligation a 
prime requisite. 

Capacity. Under this head is considered the applicant’s ability, habits, 
training and experience, location and organization, and business record and 
its trend. 

Capital—Financially, the condition should be adequately liquid. This 
is determined by considering the quick assets, the amounts and their avail- 
ability, in relation to the liability, demands. In this connection there should 
also be considered the volume of business, the merchandise and accounts 
receivable turnover, the requirements for pay-roll and other running ex- 
penses, insurance, outstanding purchase contracts and other commitments, 
orders on hand, and ripening unrecorded obligations such as taxes and con- 
tingent liabilities. 

Business Prospects.—The stability of the line of business, its problems 
and condition, as well as local and general economic, financial and political 
conditions, are elements considered by the analyst. 


Sources of Information 


MERCANTILE AGENCIES.—R. G. Dun & Company and The Brad- 
street Company.—Prior to the advent of the mercantile agency credit grant- 
ing was frequently based on superficial and unreliable information. When 
the buyer came to the market he made arrangements with the seller respect- 
ing his credit and the creditor was compelled to rely chiefly upon the in- 
formation obtained during such interviews and his own impressions. He had 
no facility for properly checking up the information, nor was he ina position 
to keep informed as to the trend of the debtor’s business. Owing to the 


loose and haphazard credit methods, creditors suffered severe losses and | 


credit conditions were especially demoralized during periods of depression. 

In 1837 a disastrous panic occurred. The crash caused a record-breaking 
number of commercial failures. This aroused merchants to the need of 
adequate trustworthy credit information and led to the establishment of 
the mercantile agency. R. G. Dun & Company was founded in 1841 and 
Bradstreet’s in 1849. 

These agencies started systematically to compile records and to make | 
credit investigations. At first their reports were comparatively meager. 
Many merchants objected to “prying” into their affairs and numbers of | 


creditors were unwilling to impart their knowledge and experience to others. | 
However, in the course of the development of the country, and as business | 
became more complex, there was a constantly growing appreciation of the | 
need and value of the agency service, and it was steadily improved to meet | 
the new requirements. Today the mercantile agencies are honored as pow- | 
erful business-building institutions. With a network of organization en-| 
circling the globe, composed of over 200 branch offices, thousands of trained | 
reporters, many specializing in given fields, upwards of 100,000 correspond-| 


ents, attorneys, and representatives located in every important trading, 
| 
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R. G. DUN & COMPANY 


= Please note if Name, Busryess and ApprRess correspond with your inquiry 


Grocery & HaRDWARE 


Rv. Hasrines, NEBRASKA 
HORTON & FLYNN Adams County 


WILLIAM HORTON, age 46, married 
JOSEPH FLYNN, 4 
Cond. 32 700 Feb. ily 1923 


RECORD 


Partnership formed Jan. 22, 1922. Succeeded William Horton, who bought 
the business from his father, John Horton, in 1900, paying $3,000 cash and trans- 
ferring a lot valued at $600. Horton had worked for his father from the time that 
he left school. At first used the trade style Horton Bros., but from 1914 to 1922 
he used his individual name. 

Flynn was reared here and has been employed in various capacities. From 1910 
to 1922 he was a traveling salesman in this and two adjoining counties for a whole- 
sale grocery. He says he put in $4,000, and that each partner has a half-interest. 
Before he came in, the business was hardware only. 


STATEMENTS 


DATE ASSETS LIABILITIES NET WORTH 
Feb. 1, 1922 $10,250 $2,525 $7,725 


Jan. 21, 1923, Horton gave the partners as above and submitted the following 
statement from inventory of Jan. 1, 1923, which he signed for the firm: 


ASSETS: 
Merchandise on hand 
Outstanding accounts 
Notes considered good........ 
Cash on hand 
Cash in bank 
eh 


LIABILITIES: 
For merchandise due and past due 


Surplus $ 9,200 


Insurance on merchandise $7,000. Carry employers’ liability insurance. Sales 
per month $2,600. 


GENERAL INFORMATION 


Present statement shows an increase of $1,475 in the net worth, and is accepted 
by local authorities as correct. Are carrying a larger stock than a year ago, and 
owe more. Carry a general line of hardware, which is said to have inventoried 
at $6,735; the grocery stock, at $2,400. They say that they inventoried the 
fixtures, which are modern, at cost, without depreciation. 

Balance at bank is usually small, and obligations there are indorsed by Mrs. 
Horton, who is said to have some means. 

Their groceries are sold almost entirely for cash, and the accounts receivable 
are practically all for hardware. The store is well located, within two doors of 
the post office. 

Both partners bear good reputations, are attentive to business, but both have 
expensive families and are thought to draw more money than they should. Do not 
discount; pay interest on some past due bills. 

(ConTINUED) 


Form 8a. R.G. Dun & Co.’s Report 
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center in the world, the agency is equipped to reach the applicant for credit 
however obscure or wherever located and to issue a report regarding his 
business history, training, habits, his financial condition, as well as the 
experiences and opinions of others to whom he is known; in other words, 
to what extent he has established his credit, how he is maintaining it, and 
what the future indications are. The agencies are so universally recognized 
that it is common for the credit applicant to send them voluntarily a copy 
of his financial statement and other relevant information. The service facil- 
itates the opening of thousands of accounts and emphasizes the value of a 


@ Please note if Namp, Business and ApprEss correspond with your inquiry 


Hastines, NEBRASKA 
Adams County 
(CONTINUATION) 


Ry. Grocery & HARDWARE 


HORTON & FLYNN 
32 700 Feb. 1, 1923 


TRADE REPORTS 


Their own references report: 
H.C. TERMS r PAYMENTS REMARKS 
$ 500 Monthly Prompt 
280 - 60 days p Prompt Second bill we have sold 
140 30 days Prompt : 
Other trade consulted report: 
1-30 $ 94 Slow 60 days 
Prompt 
30 days Fairly prompt 
Monthly Slow 
Weekly Slow 7 days 
2-10 
net 60 5 Prompt 
30 net d Slow From 30 to 60 days. 
We sell them contin- 
uously and charge them 
interest on all past-due 
indebtedness. 


Investigation made Noy. 7, 1922, showed that of ten houses, six reported pay- 
ments slow from 10 to 60 days, four reported payments prompt. 


FIRE RECORD 
No record of fire loss. 


Form 8b. R. G. Dun & Co.’s Report (Contd.) 


confidence-inspiring credit record. It helps the creditor to detect the un- 
worthy and to deal appropriately with the deserving and sound credit ap- 
plicant. It has vastly expanded the domain of credit operations. Inves~ 
tigations are not only made upon receipt of inquiries but in anticipation of 
them. Likewise pioneering work requiring considerable investment is done 
to extend the area of the service and improve its quality so that subscribers 
may, with the necessary sense of security, enlarge their volume of credit 
business. 
Contents of Report.—See Forms 8 and 9. 


1. Antecedents or past record. This includes the date when the 
business began; the names and ages of individual proprietors, partners 
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THE BRADSTREET COMPANY 


CME BD RDS SmOOun aatinn sane MPrsi Ba scitsnireay- cits New York Ciry 
Tom Jones, Aged 42, Md. (MANHATTAN) 
Arthur Brown, Aged 51, Md. 14 West 26th Str. 


FINANCIAL CONDITION: 


The following statement was received by mail, May 18, 1923, giving above 
partners’ names. 
“Financial condition on April 30, 1923, as per Inventory. 


ASSETS 
Merchandise at @ostienc carton nie Mon Ohne Sie eee $21,285.10 
Accounts receivable (actual value)........... ety. Leroy 20,776.26 
Gaghanibanigna eevee em rae erent. ORT et 4,516.03 
Casltonshandee. mortise \. Sais... a) ioe clan, 6,74 
Machimeny (achiral VAlWe) 4,:.ccaseic > ce sicesue ieee 1,967 .69 
Other assets) (actual value) i). !)). ov. 60008 Oo we eee 410.08 


$48,961.90 


Open accounts for merchandise............-.....0e0- $16,953.91 
Accrued ANSETEST Jac. ty yc delBebrahahd WA 1 nace anes dase 130.50 
ING CAWOLUL A re Cm teen emer tera cone Aan ety 31,877.49 


$48,961.90 


None of the above indebtedness is past due. Not liable as indorser for others. 
None of the accounts receivable are assigned or pledged for loans. Sales the past 
year $170,543.20. Insurance on Merchandise $18,000. Never had a fire. 
: (Signed) Acmp Dress Company 
By Arthur Brown” 


They carry a fairly substantial bank balance, have occasionally been given 
accommodation in the past, which they have always discharged promptly; reported 
owing nothing at bank at present. 


PREVIOUS STATEMENTS SHOW: 


DATE ASSETS LIABILITIES NET WORTH 
April 30, 1921 $38, 217.65 $15,132.12 $23,085.53 
April 30, 1922 $44,318.11 $16,848.96 $27 ,469.15 


Allowing for some depreciation, means are estimated at about $30,000. 


TRADE OPINIONS: 


H.C. PAYMENTS OWE COMMENTS 
$ 500 Not due $ 500 Sell occasionally on 70-day terms. 
600 Prompt 100 Sold for about one year on 70-day 
terms. 
1,500 Prompt 400 Sold for about two years on 70-day 
terms. 
2,000 Prompt 0 Sell on 70-day terms. Do not limit. 
2,000 Prompt 2,000 Sold for about two years on 70-day 
terms. 
2,500 Not due 500 New account. Sold on 70-day 
terms. 
3,000 Prompt 0 Sell on 70-day terms. 
3,000 Prompt 200 Sell on 70-day terms. Last trans- 


action recently. 


Form 9a. Bradstreet Co. Report 
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of a firm, or officers of a corporation; the past record of the persons 
interested and a brief history of the business 

2. Summary of totals of assets and liabilities in previous years 

3. Itemized copy of latest balance sheet 

4. Comments regarding figures 

5. Observations respecting the business and its prospects . 

6. Trade opinions. Under this head is given the ledger experiences 
of others and the opinions of credit men to whom it is known 

7. Fire records 


ACME DROS) © Oxon ibe poeta ant aernGdiiocuvaasnso mee ak Rrra: New York City 


Two others report occasional dealings on regular terms, account satisfactory, 
but give no details. 


ANTECEDENTS: 


On Jan. 4, 1920, certificate of trade style was filed. Jones was employed as 
salesman for about seven years, but Dec. 17, 1918, became a partner in firm of 
York & Atkins; he withdrew on Jan. 2, 1920, to form present connection. Brown 
was formerly employed as a cutter and commenced on own account Aug. 10, 1905, 
as a member of the firm Butler & Brown, but withdrew Nov. 11, 1907, and was 
again employed for a time. Nov., 1914, he commenced individually, locating 
at 220 BE. 19th St., and is said to have made considerable headway financially, 
continuing until formation of subject firm. It is understood that all his liabilities 
were paid in full. 


FIRE RECORD: 
Not known to have suffered loss by fire. 


GENERAL REMARKS: 


Occupy a loft about 25x85 feet. Some goods are manufactured outside. 
Both partners give full time to the business and are well spoken of personally. 
They specialize in medium grade evening dresses, selling principally to out-of-town 
department stores and business seems to be increasing. 


GOL Aas Stes EN ST GRE Si ro ars Tene re ae iaaaae ea en nee June 2, 1923. 


Form 9b. Bradstreet Co. Report (Contd.) 


Ratings.—Another function of the agency is to assign ratings to each con- 
cern investigated and to compile these ratings in books published quarterly. 
(See Forms 10, 11.) The rating consists of two symbols, the first denoting 
estimated capital after allowance for shrinkage, etc.; the second, the relative 
grade of credit, designed to reflect the character, past record, present con- 
dition, ability, and business prospects. The rating is intended to serve 
merely as an index to the contents of the report. It does not give a basis 
for reaching credit decisions. Obviously it is frequently difficult to express 
several points of information often of divergent nature in the rating. It may 
have been thoroughly accurate when assigned but be inapplicable at the time 
the book is being consulted. As a matter of expediency, ratings may be 
used as a guide in passing upon small rush orders. They are also serviceable 
in making periodical revisions of credit files—changes possibly drawing atten- 
tion to the need of later reports. Ratings may also be useful in compiling lists 
of prospective accounts. 


OTHER SOURCES.—The success of the mercantile agency is measured 


by the confidence it inspires in the integrity and quality of its service. 
Although in the main the reports give valuable information, reports will 
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make mistakes—even as do credit men—delays will set in, and material 
facts be misinterpreted or undiscovered. For these reasons, besides the 
desire of getting information viewed from different slants, credit departments 
find it advantageous to supplement the mercantile agency service with other 
sources of information. 


SPECIAL AGENCIES.—These agencies cover more limited fields than do 
the mercantile agencies. They may lack the enormous files containing 
antecedent information, as well as other advantages incident to the far- 
reaching organizations, but within their scope they are prepared to render 


R. G. Dun & Co. 


General Credit 
Estimated Pecuniary Strength 
High | Good Fair Lt’d 
AAW Over:$150005 000es Cie. . 1) oases - 08 Al 1 13 2 
AE $750 }000meto: = $1,000; 0002. ana. Al 1 1; 2 
A 500,000 to GF5OKO00.. ae = 4ae Al 1 13 2 
B+ 300,000 to SOOj000F) 243. 86 1 13 2 23 
B 200,000 to 500) O00... ee 1 13 2 24 
C+ 125,000 to 200% OOO =: cent en 1 13 2 24 
Cc 75,000 to 125 1000 emcees: 13 2 24 3 
D+ 50,000 to 75,000 13 2 24 3 
D 35,000 to 5Q: 000). sak. Me 13 2 24 3 
E 20,000 to 35, 000 2 24 3 34 
F 10,000 to 2OSO004F. ae tes 24 o 34 4 
G 5,000 to TO! COO RE eae eth a. 3 34 4. 
H 3,000 to OOO Aes See eee eo 3 34 4 
J 2,000 to Paya LUO) Beete se rites cacany tal Poe ROR 3 34 4 
K 1,000 to 2OO0. eee eke cocoe 3 34 4 
L 500 to AU AKOUO eS pho corpo curd Re MmRGann clic Gem acse 34 4 
M Less than PRL OO)S Foc ortee, 0.3.4 | nen cal Ae ear 34 | 4 
Blanka | eek se cere eee ee a EY, 1 2 3 4 
Form 10. Commercial Ratings—R. G. Dun & Co. 


an excellent service. 


industries, and to certain localities. 


They may confine their efforts to certain trades and 
Many of them build up past record 


files in good proportion to their spheres of operations and the more influential 
receive financial statements from debtors, but their distinctive activity is 
the gathering of ledger experiences. 


TRADE CREDIT BUREAUS.—Many trades associations organized to 
promote co-operation in the treatment of common problems also establish 
credit bureaus. These bureaus enjoy the advantages accruing from con- 
centrated attention to debtors and credit conditions in the special lines in 
which the membership is interested. Some such bureaus merely function to 
rovide their members with the machinery for the interchange of ledger 
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experiences. Others follow the more ambitious program of compiling 
reports containing past records, current financial statements, experiences 
and comments of creditors and others. ' : 
These bureaus primarily serve only their members. They seek information 
direct from the debtor and elsewhere regarding his past record and present 
financial condition and also make investigations as to the manner of meeting 
obligations and observing contracts and established trade customs. Infor- 


The Bradstreet Co. 


Estimated Wealth Grades of Credit 
Gl oe eae ey $1,000,000 and above \ a, ne B 
(3 O eae pas eee ae ea 500,000 to $1,000,000 
die eaig Mae Nees 400,000 to 500, 000} 
[iSeftois 2 3hi eAeiee imN alewy ear tin 300,000 to 400, 000 
Gane oS) Bere, CSR 250,000 to 300 , 000 A B C 
IVT aoe ee ey SER ees 200,000 to 250,000 
1 fe ae en 2 he nde ie 150,000 to 200, 000 ‘ 
CO croc are, Aas CPE ar 100,000 to 150, 000 | 
ee cs Ee chico es 75,000 to 100, 000 
(OR ci curr ares tect Caria aan 50,000 to 75,000 Cc D 
RW ae te eee eee Oe 35,000 to 50, 000 
Oe ers Ae MRL A ee) Ce ec 20,000 to 35,000 
“te a asec en aah, Aa PRR ote ERE OU 10,000 to 20,000' C D E 
US 5 Gs MERON: ORE CRO en 5,000 to 10,000 \ 
IVE MS rcs cob Pets hee Ausibeoe 3,000 to 5,000 
RVI IRCSE dete Poet cg Bre 2,000 to 3,000 D E F 
DO. CREED 2 ROE eRe Gene 1,000 to 2,000 D E F 
Ve ew tas A lavas eae Sys 500 to 1,000 
Lh, ON ING RE 0 to ook e | 
BAC SF Hea ah IES KE es hede Cospateercaneno te oe A B ©) 


Form 11. Commercial Ratings—Bradstreet Co. 


mation may be obtained in the local market by oral or mail inquiries, and 
other markets are reached by making arrangements with other agencies or 
with correspondents or by establishing reciprocal relations with business 
houses in different trade zones; and where such contacts are formed with the 
principal centers, the service is greatly strengthened. (See Forms 12, 13.) 

INTERCHANGE BUREAUS.—Local associations of credit men operate 
interchange bureaus. Most of these bureaus are members of a central 
office conducted by the National Association of Credit Men, forming a na- 
tional credit interchange clearance system. 
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NATIONAL WHOLESALE MEN’S FURNISHINGS ASSOCIA- 
TION, INC. 


200 Firra AvEnuE, New Yorx 


This report is furnished at your Tequest, must be considered confidential and not 
disclosed to anyone not a member of the association. 


JUNE 1, 1923 
HOUSE & APPEL, Inc. St. Louis, Mo. 
Jeb @e OWING: 
x100T AY Order-ti572 94 Sh? ve For Shipment at once terms 
7-10, E.O.M. 
BORD ING seuccke Rs oe te 400 304 237 Past Dur. Terms Teg. 
sold for years to date. 
33 C Casu Account...... 
197 B Discount 60 days.... 3,100 2,700 Terms reg. and Spec. sold for 
"years to date. 

206 A Slow 4 months....... 1,016 567 567 Pasr Dun. Terms 6-10, 
5-30, 30x. Order for Spr. 
not filled. 

227 C Discounts and prompt 156 Sold from Jan., 1920 to Dec., 
1922 


E Discount, slow and by 
Hotes Ae ee 10,000 2,500 2,500 Past Dur. Terms reg. 
sold for years to 1923. 


COPY OF STATEMENT RECEIVED BY MAIL AT THIS OFFICE 


Nov. 1, 1922 
HOUSE & APPEL, Inc. Sr. Louis, Mo. 
JOHN HOUSE, Pres. 
ADOLPH APPEL, Treas. and Mer. 


Started business as Black & Appel in 1914; Capital at start $3,000.00. 


ASSETS 
Casey DAD sete ous 1 oes Ati ctu REE cokes $ 3,682.27 
Outstanding accounts good......................... 6,620.85 
Merchandise on hand, cost value.................... 16,563.00 
MUA CUTe and sAXLULes a 11 see. eck ee 9,960.53 


se 


LIABILITIES 


For merchandise open account due and past due...... $12,867.43 


Ever suffer loss through fire? No. 

Is there any suit or judgment against you? No 

Are you endorser or security for anyone? No. 

Is there any lien of any kind on your stock or assets? No. ; 

Have you pledged, transferred or assigned any of your accounts receivable? No, 
Do you keep an itemized record of your daily sales? Yes. 

Do you deposit daily receipts intact? Yes. 

Have you ever failed in business? No. : 

Are there any claims in attorneys’ hands against you? No, 


The above statement both printed and written has been carefully read by the 
undersigned, and is a full and correet statement of our financial condition, according 
to inventory of Sept. 1, 1922. 


(Signature) House & Appel, Inc. 
Dated: Nov. 1, 1922 By: Adolph Appel, Treas. 


Form 12. Report of National Wholesale Men’s Furnishings Assn., Ine. 
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NATIONAL CREDIT OFFICE 
45 Bast 177TH Srreer, New YORK 


The following report is furnished in STRICT CONFIDENCE, at your request, 
by the National Credit Office, as your agents, attorneys, servants and employees, 
for your exclusive use, as an aid in determining the advisability of granting credit. 

It is expressly agreed, in consideration of the receipt of this information, that 
the contents of the report will not be communicated to the person xveported nor to 
anyone else. 

Please note whether name, business and street address correspond with your 


inquiry. 


50 ADD.AS -4— C FB, 


UNIQUE DRESS CO., Inc. 
MANUFACTURERS P 
JOHN DOBB, President New York Criry, 
S. T. MOONEY, Secy.-Treas. 132 W. 29th St. 
THEODORE SANDS, Vice-Pres. 


OcroBER 12, 1922 
GENERAL COMMENT: 


A difference of opinion is expressed regarding the concern and in a number 
of instances the account is not cared for, however, where sold in a few instances 
on regular terms payments are met promptly, at times anticipating by request 
ae no one appears to be in possession of later figures than those rendered 
June, 1922. 


ANTECEDENTS: 


New York corporation organized November, 1920, authorized capital of 
$150,000, of which $114,000 is claimed paid in the corporation succeeding to 
the business formerly conducted under the same style as a copartnership by 
Dobb and Mooney. 


Dobb and Mooney were originally employed as salesman and manager respec 
tively, until March, 1919. when with one Irma Gurlan they commenced 
trading as Dobb, Gurlan & Mooney. In January, 1921, Mrs. Gurlan 
ee Dobb and Mooney continued until the present corporation was 
ormed. 

Theodore Sands was at one time connected with the Fashion Textile Company, 
later employed by others. 


STATEMENTS: 


Feb., 1921, claimed a net worth of $70,179 over debts of $67,421. Submitted 
the following balance sheet as of May 31, 1921, by S. T. Johnston, C.P.A. 


ASSETS 


GCashi ini bamks\facisisneecks etic nace an taps Ae hee taht $ 3,767.84 
Cashion hand: cacin Ws o-ccr ote Great, blows weatauene ne 52.62 
IAGots;pReGuleas esas Mpasica erate ce seen eof. 50,573.46 
Toans: Tecelvablesm 0c voter sein ree aren Retest 350.00 
Notes wees lessresiceia:.2 5 ee traiemeieren oan erate 9,518.01 
Acets., re¢.—-Combract Ors: ccc. eves cies wane shenne + + 3,612.24 
Midsen inventory, Sere. ot aaah cenit eee 48,449.61 
Malch= turn fiecealess deps-ame aie a tome ntti: 7,965.85 
Rent dep). (iv Aer es Night Se ae etn aE 3,000.00 


Salaryaadivas ti, ett c cates ete ters caer rua aes 
Organization exp 


Form 13a. Report of National Credit Office 
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NATIONAL CREDIT OFFICE 
45 East 177TH Street, New YorK 


The following report is furnished in STRICT CONFIDENCE, at your request, 
by the National Credit Office, as your agents. attorneys, servants and employees, 
for your exclusive use, as an aid in determining the advisability of granting credit. 

It is expressly agreed, in consideration of the receipt of this information, that 
the contents of the report will not be communicated to the person reported nor to 
anyone else. 

_ Piease note whether name, business and street address correspond with your 
inquiry. 


UNIQUE DRESS CO., Inc., Crry 
Sheet 2, October 12, 1922, ABD.AS —4- 


LIABILITIES 
$129,318.58 


Notes payable—Banks 
Notes payable—Others 


69,634.38 


Capital stock issued .00 
Deficit 5.80 $ 59,684.20 


ANALYSIS: 
Above figures indicate liquid assets consisting of accounts receivables and 
cash amounting to about $54,000 to meet obligations of about $70,000. 
These figures’ compared with those rendered February, 1921, indicate a 
decrease in net worth of $9,000 while liabilities have increased about $3,000. 


INVESTIGATION: 
Trade consulted at this date finds account checked as follows: 


AMOUNTS TERMS PAYMENTS 


. Declined lack of confidence. 

$2,000. Regular Prompt. 

Not care for in future. 

$2,000. Regular Prompt, owe nothing. 

Do not want. 

Declined. 

Do not want. 

Do not want. 

. Declined lack of confidence. 

. $800. Regular First in some time, not keen. 
. $300-$400. Regular Prompt, owe nothing. 

. $3,000-$4,000. Regular Prompt, owe $2,000. 

. $4,000-$5,000. Regular Sr and anticipate, owe 
3,000. 


OOD OE GN 


. Do not want. 

. Do not want. 

. Do not want. 

. Declined. 

. Do not care for. 

. Lack of confidence, do not 
want. 

. Do not care for. 

. Do not care for. 

. Did not care for in the past. 


INQUIRY: : 
Inquiry throughout the year has been constant though not excessive. 


SUMMARY: 
IN VIEW OF THE DIFFERENCE OF OPINION EXPRESSED FOR THE PRESENT TIME, 
THE ACCOUNT IS LOOKED UPON AS ONE WHERE INDIVIDUAL JUDGMENT SHOULD 
BE EXERCISED. 


Form 13b. Report of National Credit Office (Contd.) 
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a copy of the report giving the combined 


Others adopt a system of gathering and dis- 
It is the policy of some bureaus to give free 


whom the account is known. 
seminating the information. 
to each contributing member 
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experiences reported. Some bureaus require each member to file a complete 
list of accounts as well as all new applicants for credit, giving the bureau 
material for effective clearances. (See Form 14.) 


FOREIGN INTERCHANGE BUREAU—National Association of Credit 
Men.—This is a mutually co-operative, non-profit-making bureau. Its 
membership represents practically every industry and every section of the 
country. It is conducted to serve American manufacturers, merchants, 
banks, and export commission houses engaged in foreign trade. The bureau 
recently announced that it had credit files on 140,000 firms in foreign coun- 
tries and commission houses in the United States who make purchases in 
the American market for export. The annoucement adds: ‘Facts and~ 
figures given are gathered from over 600 sources of information that have 
known and have been passing on these accounts for months and years, and 
know the character of the debtor, his resources, his requirements, manner 
of meeting drafts; the terms of sale to which he is accustomed, his paying 
habits, and how to rate the account from the standpoint of an American 
shipper or bank. Details of these essentials are features of every report.”’ 

Original reports giving accurate detailed recent information are issued 
to inquiring members. These reports contain the following items of infor- 
mation: 


1. How long sold. 7. Time past due. 

2. Terms of sale. 8. Manner of payment. 
3. Highest recent credit. 9. Credit limit. 

4. Date of latest dealings. 10. Credit decisions. 

5. Amount now owing. 11. Comments. 

6. Amount past due. 


LEQGER EXPERIENCES.—These supply information of inestimable 
value. Whether obtained through an interchange bureau or other agency, 
the quality and merit of the service depends upon the trustworthiness and 
extent of the clearance. A well-prepared report should cover the following 
important points: 

First orders. 

Increased orders. 

How long sold. 

. Fixed line of credit. 

Highest credit currently extended. 
Amount owing. 

Amount past due and how long. 
Manner of meeting previous payments. 
. Trade and credit abuses. 

10. Comments and opinions. 


CHNBAKRWWH 


When several of its members are interested in a foreign account which 
has become financially involved, the bureau holds meetings for the purpose 
of organizing the creditors for concerted action. 

Reciprocal reports are sent free of charge to all who contribute informa- 
tion. In addition to the experience interchange report (Form 15), a sup- 
plementary report (Form 16) is issued. The supplementary report contains 
the name of the customer, age, nationality, location, language used in cor- 
respondence, branches if any, kind of business, number of employees, when 
established, whether corporation, partnership or individual owner, where 
purchases are made, financial references, capital, general reputation, etc. 

The bureau obtains information not only from its members but from every 
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available reliable source and is doing considerable work in educating the 
foreign buyer to the importance and advantages of giving credit information, 
including financial statements. It keeps its members informed of unusual 


FOREIGN CREDIT INTERCHANGE BUREAU 


National Association of Credit Men 
41 Park Row New York, N. Y. #11150 
11-S 


Although obtained from an authoratative source, the accuracy of thie report ie sot suarantesd. 


fe) 1, Report on _Estaban Escalda y Cia ene 
. Florida 47 Mexico Cit Mexico 
2, Address. AVOs, Fhorida Sure) ae ‘Gousnryy —* 


3. Classes of goods........... Dry, Goods 2 


4. Languages of correspondence. English, Spanish, French 


5. Character of business: Wholesaler... x. Retailer__% Commission Merchant _..____.__ 
Manufacturer __.._______ Importer... 2. ON Exporter. Agent x Forwarder 
. A ; U.S. 75%, Europe 25% 

6. Buys chiefly: Domestic _______..-_..-__-__. Foreign —_..—* Gaara ei a pias trom aah 
7 Organization Partnership 1900 Mexico 

(Corporation, pactaerabip, etc.) —~=~S*S« wr established) (Country where organized) 

Vera Cruz, Tampico 
8. "Branch houses__"_ SE —iwaetes” pEsor res a eT a 


9. Financial referenceROYa Kk of Canada, Nat'l City Bank, N.¥., 1st Nat'l 


Ban 


o, Texas, 


10. Capital. $150,000. Volume of business..ccseeeeepecnnraryeinyrrapnesnennntt No. of employees __. 


11. Date of report........_.June15 3 NORS ees Meccnck shat eee e a 


12. Managers or partners (name, title, age, nationality). Es¥aban Escalda, Sr. partner age 60._ 


_(Spanish), Francisco Alyaro..Jr. partner age.45...(Spamish)..  —____ 


13. Capital stock controlled by (name, address, nationality) —.___. = = aon = 


BHR MCT Gay rete ttn, eer in a ta eS he ee pe Se ba a on A Are, 
15. Relative size of concern: Very large __Large_ RS red ii tna ee 


16. General reputation of concern... ...... Very Good. PR. ee & ie ae ae | See 4. Sree! 
Insurance $100,000. 


SUPPLEMENTARY IREPORT 


Form 16. Supplementary Report—Foreign Interchange Bureau, National 
Association of Credit Men 


requests and any unethical practices of foreizn merchants, and it writes 
for members moral suasion letters to delinquent debtors. 
The Weekly Confidential Bulletin is sent to members containing infor- 
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mation as to credit and economic conditions in foreign countries. This 
bulletin also offers the members a facility for exchanging general information 
and views relative to principal points in foreign trade technique and foreign 
credit practice. 


11-19 West 19th Street, New York, N. Y.,.......... 192. 
Kindly give us below YOUR EXPERIENCE with 


(Indicate whether first order) 
ALL INFORMATION WILL BE CONSIDERED STRICTLY CONFIDENTIAL 


Yours truly, 


APPROVED AND ADOPTED BY 
NATIONAL ASSOCIATION OF CREDIT MEN 


MANNER OF PAYMENT 
ANSWER—YES OR NO 


.|Discounts 


Largest amount owing 
recently _.,.|Prompt and satisfactory 


Total amount now owing... .$ _.,.|Slow but collectible 


Amount past due........... S exelent: hii ..,.|Slow and unsatisfactory 


Other information ..,.|Days slow 


.|Accepts C. O. D.’s promptly 
[Settles by Trade Acceptances 
.|Account secured 

.|Notes paid at maturity 
.|Makes unjust claims 


.|Collected by attorney 


RETURN THIS TO US 


Form 17. Reciprocal Credit Service Blank—National Assn. of Credit Men 


The reporting of an unusual number of first and inereased orders chal- 
lenges the interest of the analyst; it may be thoroughly warranted or may 
disclose an unwholesome activity or the attempt to open new accounts 
owing to the loss of standing with the old creditors. The balance of the 
detailed information relates to the debtor’s ability to pay and the degree of 
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confidence enjoyed by him among creditors, tending to measure his credit 
power; where confidence is lacking it may appear that the debtor will be 
severely pressed for payments, his credit closely limited and his buying 
market narrowed, these factors adversely affecting his business pros- 
pects and at times proving disastrous. 

ORAL INVESTIGATIONS.—Ledger experiences and opinions of others 
are sought by some credit departments through investigations made by 


THE MARTINDALE MERCANTILE AGENCY 
New York City 


CONFIDENTIAL “FORM A” 


POS sap ete Jonathan & Morris Att’y. .New York. .. .4-22-21....4..19.. 
Expires Dec. 31, 1923 


Name....Frederick E. Nelson Co 
Address. ..... Pasadena, Calif 
1. Business Ready to Wear 
2. Full individual names Frederick Ensign Nelson 
. How long in business About five months 
. Habits and business ability Fair Inclined to speculate....No.... 
. Estimated value of stock About $50,000.00 
. Repute as to promptness See other side 
. Any home debts owing. . Yes...Any claim in attorney’s hands. . : 
. Ever sued. . Yes If so, give particulars. . Collections and law suits.... 
. Ever failed....No......If so, give particulars 
. Net unencumbered value of real estate INORG Ai ik et mudesemsccucorea ee arate 
. Any resources outside of business...... None 
. What is your idea of net worth See other side 
. Getting ahead...... No 
Other information 


Continue report on other side or make report on your own stationery, typewritten 
if possible, but cover all points in your answer 


PLEASE RETURN THIS 
BLANK WITH YOUR REPLY 


Form 18a. Report from Agency to Client, based on Attorney's Report 
to Agency—Martindale Mercantile Agency (face) 


personal representatives. This method may often be conducive to speed 
and better quality. The quality of the report will depend largely upon the 
investigator himself. If he is alert, tactful, and properly trained, he will 
frequently obtain information of a confidential and delicate nature which 
the informant might be reluctant to give to agencies for general distribution. 
To proceed intelligently the investigator should be as fully informed as 
possible about the account and the reasons for the investigation. 
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Recognizing the valuable character of the information, houses who seek 
it are careful to cultivate reciprocal relations with other credit departments, 
giving freely and fully all information which may throw light upon the case 
to inquiring creditors. 


RECIPROCAL CREDIT SERVICE.—The National Association of Credit 
Men, in its constant and persistent efforts to promote co-operation, has 
adopted the form shown on page 931. Attached to the form is a duplicate 


sheet differing only in that instead of the words ‘‘ Return this to us,’ appear 
these: ‘‘ Keep this on your files. We give you below our experience.” 


ATTORNEY REPORTERS.—Companies such as the U. 8. Fidelity & 
Guaranty Co. and the Martindale Co. publish books containing names of 
attorneys throughout the United States from whom subscribers may draw 


Frederick E. Nelson Company was incorporated a few months ago. In May, 1920" 
they claimed to have net assets of $120,000.00 according to the following statement: 


$49,000.00 in merchandise 
53,000.00 in fixtures 
10,000.00 in accounts receivable 
35,000.00 advance payment on rent 
39,000.00 balance due from stockholders and other assets 


They claimed at that time to owe $60,000.00, $15,000.00 of which was owing to 
the National Bank of this city. Since that time we have represented three claims 
of the aggregate sum of $4,000.00 against this company, and have been compelled 
to file suit on one of them. We understand that they are now in New York trying 
to make some sort of an adjustment with their creditors. 


They have a very fine store but have not met with the success anticipated. 
Nelson was formerly in the Millinery business. 

He claims that additional capital has been invested in the business and that he 
is now on a sound financial basis, but we are of the opinion that the situation is 
dangerous for creditors. 


The information given on this sheet is communicated in strict confidence 
as between Company and Client, and it is expressly stipulated that this 
information is obtained by the officers, clerks, attorneys and employees of 
the person to whom it is given, and it is expressly understood that the 
reliability of this information is not guaranteed, nor does the party receiving 
it hold this Agency liable for mistakes of its agents, attorneys or servants. 
The receiver of this agrees not to disclose it to anyone, and to use it only in 
the legitimate course of business. 


a — 


Form 18h. Reverse side of Form 18a. 


credit reports. The reports may give information pertaining to the business 
ability, habits, capital, local reputation among merchants, banks and others, 
location, and manner of payments. The attorney may also give information 
as to lawsuits, court and public records,’ and is frequently able to report 
whether claims are in the hands of local attorneys—most significant informa- 
tion. To use the service advantageously inquiries should contain specific 
questions and give the attorney guiding information, whenever possible. 
In urgent cases the desired information may sometimes be obtained by wire. 
(See Forms 18, 19, 20.) 

BANK INFORMATION.—Unlike mercantile credit departments, banks 
do not as a rule freely give credit information. Dealing in larger units, 
lending depositors’ funds, and operating on a narrower margin of profit, 
banks are constrained to be conservative, and borrowers, recognizing this, 
are induced to give information which the banks cannot disclose to others 
without violating confidences. 
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UNITED STATES FIDELITY & GUARANTY co. 
New York City 


TO BE SENT TO SUBSCRIBER “ae , 
CONFIDENTIAL (11) Privilege expires 
Citya a. New York, Sept. 11,......- 192°. 


Street and No....... 41 Main Street...... Business ere seen tre rei eet eee 
Your prompt reply will be greatly appreciated, as Delayed Reports are of no Value. 
Subscriber No. 133025 
ANSWER HERE: 
Thos. Bergman & Aaron Ganz. ; : 
They claim stock worth $1,000.00. My opinion not worth $200.00. Claim busi- 
| nessis poor. One (Ganz) claims $750.00 to $800.00 in bank in own name. In 
business 6 years. Place poorly located. When I called there, there was a card game 
going on. Do not think they are a good credit risk. Advise C.O.D., altho they seem 
to be honest. 


Has he assumed any obligations as a bondsman?...... If so, to what extent?...... 
All the facts tending in anywise to a just estimate of party’s credit-worth are highl / 
desirable. Do not under any circumstances divulge the name of the party 

desiring this report. 


Jil aie Ye ees tebe Ti eo SS 
Form 19. Report from Agency to Client, based on Attorney’s Report to 
’ Agency—U. S. Fidelity & Guaranty Co. 


REED & DIXON 
Attorneys at Law 
Grimesland, N. C, 


Feb. 18th, 1922. 
U. S. Fidelity & Guaranty Co., 
75 William Street, 
New York, N. Y. 
Gentlemen: 
Re: I. H. Foote 

On the 21st ulto. we find that we made a report for your subscriber No. 164149. 
Claims are beginning to come in, but he is taking care of them. On account of the 
number of reports, we have checked him up carefully. 

He owes the bank over $10,000.00 and owes other creditors, running his indebted- 
ness to $50,000.00 or $60,000.00. He has his home in his own name, valued on the 
tax books at $10,000.00. He lists his stock of goods and all personal property for 
taxes at $30,000.00—last May. He is regarded around town as being overbought. 
His banker advised us that he does not think he should be extended further credit 
unless he takes care of his account so as to leave the debt about where it was. 

He has another store at Hayesville, N. C., which goes under the name of some 
bargain house. That section has been heavily hit with boll weevil and low prices 
on farm products. He has a warehouse, in which he stores goods for his retail 
store. Opinion here seems to be that he could easily reduce his inventory and 
buy oftener and keep his stock in as good condition. About three or four years 
ago he had a fire. He is regarded as honest, but prone to buy too heavily. 

We are enclosing copy of this report, so that you can send it to your subscriber. 

Yours truly, 
Reep & Drxon, 
R-L (Signed) 


Form 20. Report from Attorney to Agency 
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However, a good many banks seek information from mercantile credit 
departments and gladly give information to those whom they can rely upon 
to understand and<discreetly use it. They may not go into detail but will 
certainly not say anything to mislead and will convey a very fair impression 
of their experience and opinion. 

Customers sometimes refer to banks which, in reply to inquiries, write 
vague, indefinite, and superficial letters which may only cause the analyst to 
suspect that the case requires thorough investigation. When bank informa- 
tion seems essential it may be obtained through one’s own bank, but such 
favors should, of course, not be abused. 


TRAVELING CREDIT REPRESENTATIVES.—The credit department 
may have representatives who visit credit applicants in and out of town for 
the purpose of determining credit treatment. This obtains particularly in 
houses taking large advance orders for goods to be manufactured. Such 
representatives may make exhaustive investigations, including the examina- 
tion of financial books and records, contractual commitments, orders on hand, 
cost calculation, and all other features which may affect the risk in a given 
case. The banks and other creditors may also be visited. 


SALESMEN.—Some concerns ask salesmen to fill out long credit informa- 
tion blanks. This policy is pursued particularly when small dealers are 
‘being solicited, upon whom it would be difficult to obtain adequate credit 
information through the usual sources. Other houses prefer to limit the 
scope of the salesman’s report to matters which come within his own observa- 
tion, such items being, the location, condition of stock—does the stock appear 
to be clean, active, well kept, and well balanced—competency of management, 
local reputation, local conditions, and names of creditors. 
Points included in the long form of report are as follows: 


1. How long present business is established—date established if new 
business ? 

2. Past experience. 

3. Is the location well adapted to the line of business. 

4. Estimate of present value of stock. 

5. The condition of the stock. 

6. Buying and managerial ability. 

7. What kinds of insurance does he carry and how much of each? 

8. To what kind of trade does he sell? 

9. Local information as to his ability. 

10. Local information as to his habits. 

11. What rent does he pay? 

12. What is the total monthly cost of business? 

13. How many clerks are employed? 

14. Is he doing a profitable business? 

15. What are the average monthly sales? 

16. What proportion of the business is done on a credit basis? 

17. Is the owner or any of the owners engaged or interested in other 
ventures? 

18. Is any real estate owned—kind, valued at, mortgaged? 

19. If a new enterprise, what is the amount of capital and in what form— 
cash, other assets (describe and give amount)? 

20. Buy principally for the following houses—give names and addresses. 


Most of the above points are covered by the information given in the 
mercantile agency reports. While some salesmen, in a tactful way, secure 
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valuable credit information without any prejudice to their position as sales- 
man, others unduly antagonize the buyer, defeating the purpose of the 
visit. The salesman’s time, expenses, and efforts should be devoted essen- 
tially to soliciting business. His assistance in credit reporting is sought 
only to the extent that the information cannot advantageously be otherwise 
obtained and his contact with the customer should be distinctly a co-opera- 
tive one. 

CORPORATION MANUALS—Poor’s and Moody’s.—Each of these 
manuals is published annually and covers railroads, large industrials, and 
public utility concerns. In each is found the most recently available income 
statements and balance sheets, a summary of past financial statements for 
several years, and a description of the important assets. They contain also 
a brief history of the formation and development of the corporation. 


TRADE AND BUSINESS NEWSPAPERS, FINANCIAL AND ECO- 
NOMIC MAGAZINES, AND CREDIT PUBLICATIONS.—In these are 
to be found information of considerable value respecting conditions in par-_ 
ticular lines of business, the trend of general financial and economic forces, 
as well as articles of an educational nature. The Credit Monthly, organ of 
the National Association of Credit Men, the most widely read credit peri- 
odical, publishes items of personal and general interest to credit men, and 
also instructive articles on credit methods, legislation, and problems affect- 
ing the work of the credit man. | 

The trade and business papers print, besides news of a general character, 
items of specific interest; such as incorporations, changes in business names, 
changes in personnel and organization, changes in capital, litigation, recelver- | 
ships and bankruptcies, court decisions; and news items pertaining to par- 
ticular lines of trade, business and finance. 


BUSINESS REVIEWS AND BAROMETRICS.—The mercantile agencies, 
monthly letters issued by a number of the commercial banks, and reports! 
compiled and issued by the United States government, and also private 
institutions and companies, give reviews of basic business and financial 
conditions and statistics indicating business and financial tendencies. 


Mercantile Collections | 


IMPORTANCE.—Granting credit enables a merchant greatly to increase 
his sales, but to conserve its benefits he must be a good collector, quickening 
the turnover of his capital and minimizing the risks. A capable collector 
is an invaluable ally of the credit department. Careful and sound as the 
credit man may be, misconceptions are bound to creep in, and accounts 
good at the time the credit was passed upon may retrograde. The weak 
ened condition may be reflected in tardy payments and it behooves the 
collector to effect the payment before it is too late. Furthermore, the col 
lector is concerned with more than the duty of inducing delinquent customer 
to pay. He must be broad-gauged enough to realize that not infrequenth 
desirable accounts find themselves unable to meet their obligations promptl: 
and that while no proper efforts must be spared to make the collection a 
early as possible, he must avoid doing anything to offend and lose the account 
In other words, the aim of the qualified collector is not only to collect bu 
also to retain for his house the good-will of a good account. 

QUALIFICATIONS OF THE COLLECTOR.—To accomplish this due 


purpose, the collector must be well trained and thoroughly efficient. H 
should be tactful, resourceful, analytical, perservering, and experienced. 
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PREAPPROACH.—The competent collector will have as a background a 
knowledge of all the available credit information as well as of the ledger 
history of the account, before he decides upon the mode of handling it. The 
debtor may at times be slow pay because of negligence, carelessness, or the 
disinclination to part with funds; usually he is delinquent only because he 
cannot avoid it. Most business men understand that their payment record 
affects their credit standing and also may influence the treatment they re- 
ceive when buying. The collector realizes that his efforts must be directed 
generally toward collecting from a fund insufficient to meet all due liabili- 
ties. The debtor in such condition is naturally less influenced by spasmodic 
routine appeals than by persuasive systematic methods. The inclination 
of the delinquent may be to pay preferably those who enjoy a particularly 
advantageous selling position and are strict in enforing credit terms, but 
the vigilant persistent collector gets the desired results by pursuing correct 
methods. 


COLLECTION METHODS.—In trying to collect from the account 
whose good-will it is important to retain, as well as from the one requiring 
more drastic action, several steps are open to the collector. 


STATEMENTS.— Usually the collection process is started by mailing a 
statement. The first statement is merely a reminder, drawing attention to 
an oversight or to negligence. This may be followed with more statements, 
sometimes bearing comments such as: ‘‘Please remit,’’ ‘‘ Evidently over- 
looked,’’ ‘‘ Kindly advise if you do not find above account correct.” 


LETTERS.—tThe first letter may be extremely mild and be followed by 
letters of varying degrees of forcefulness but increasing progressively in insis- 
tence. Distinctiveness is essential in a letter intended to be attention- 
compelling. The backward debtor is usually receiving collection communica- 
tions all the time and becomes calloused to the routine, mechanical letter. 
Distinctiveness may be realized by injecting personality into the letter, 
referring to items in connection with the specific transactions or particular 
matters of interest to the debtor, and by a proper follow-up course. Letters 
sent at intervals—allowing time for return mail plus such iurther grace 
as the conditions may warrant, indicating that a response had really been 
expected to the previous communication—are much stronger than those 
sent on the first of month or other fixed dates suggesting that they are merely 
incidents of collection day. Letters should be clear, sincere, and in keeping 
with the tone of the collector’s house; the attitude should be one of reason- 
able considerateness. While the collector should be as forceful and firm as 
the occasion demands, he should never be acrimonious. Definiteness is an 
important element. All promises accepted should be acknowledged and a 
definite date specified. In allowing extra time the collector will always fix 
a definite date when payment is to be made. It is also important that all 
correspondence from debtors be promptly answered. Delays and laxness 
on the part of the collector beget like treatment from the sluggish payer. 
No promise or threat should be made unless the collector is ready to perform; 
the failure to do so would tend to undermine his position. It is sometimes 
effective to address the letter to a particular officer, usually the president or 
the treasurer of the debtor company, and to have such letter signed by an 
officer of the creditor company. 


DRAFTS.—When no satisfactory response is received to collection letters, 
the collector may try to force the issue by drawing on the debtor. Such 
draft may be deposited by the collector at his bank which forwards it to a 
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correspondent bank in the debtor’s locality, or it may be sent by the creditor 
direct to the debtor’s bank, or to a bank in the debtor’s vicinity. In the 
latter instance a letter should be written to the bank and a small fee enclosed. 
Many credit men follow the practice of writing the names of customer’s 
banks on the respective ledger accounts. These are taken from checks, 
financial statement forms, and reports. The names of local banks may be 
found in the mercantile agency rating books or in books published by bonding 
companies and collection agencies. 

Usefulness of the draft as a collection instrument is limited. It usually 
finds the debtor resentful, or he is sensitive of the bank’s opinion and apt to 
give some excuse, refusing to pay. The reason given is marked on the 
draft which is returned to the collector. Collectors frequently write the 
debtor that if payment is not received by a certain svecified date a draft will 
be forwarded. If no response is received, collector may sometimes assume 
that to send the draft would only mean loss of time, and, instead of sending 
draft, resort to more drastic measures, notifying debtor of the decision. 
The debtor also may desire to avoid possibly aggravating the case by giving 
unsolicited knowledge of the situation to the local bank and prefer to proceed 
by direct methods. 


BCNDING COMPANIES AND COLLECTION AGENCIES.—These 
sell services consisting of collection letters, drafts, and a law directory. 
The U.S. Fidelity & Guaranty Co. and The Martindale Mercantile Agency 
offer, among others, such services to subscribers. Some of these agencies 
cover by bond, or otherwise guarantee the integrity of the attorneys listed. 
These collection services usually supply their subscribers with blank forms to 
be used for dunning letters, advanced draft notices, and drafts. (See Forms 
21, 22, 23.) Drafts bearing the notice that ‘‘if not paid upon presentation 
the claim is to be turned over to an attorney’”’ should not be sent until the 
creditor is ready to resort to the threatened action. The advance notice, 
or creditor’s letter, informing the debtor that the forwarding of the draft 
means notice to the bank as well as placing of the claim, if draft is not honored, 
in the hands of,an attorney, is frequently effective. 


TELEGRAMS.—The collection telegram suggesting urgency has consider- 
able psychological value. In using it, however, one must avoid liability 
under the laws against libel and extortion. The telegram should not contain 
a threat of bankruptcy or criminal prosecution. Following up a strong 
collection letter, the telegram, however general or cryptic its wording, very 
often does get the desired result. 

Included on a list of telegrams recommended by the Western Union 
Telegraph Co. are the following: 


1. Please settle your outstanding account. Unwilling to wait longer. 
2. Account overdue. Unless receive prompt remittance collection 
proceedings will be instituted. A 
3. Regret cannot extend further credit until account is paid. 
A ‘ No reply to our letters. Expect to hear from you without furtber 
elay. : 


5. Will appreciate at least partial payment our account. Urgently 
need funds. 

6. Must take sharp action if remittance not received at once. 
* 7. Have you overlooked invoice of December tenth? Attention 
greatly appreciated. Reply our expense. 
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8. Cannot understand failure receive remittance. Account long 
overdue. Please advise. 


9. In need of immediate funds. 


ATTORNEYS.—The decision as to 
collection should be well considered. 


Name. 


COLLECTION LETTER. 


Amount $._..._-__-. 


Note or Account. 


Date'sent 4... — 


DEL OF MALT T SY oe oot cco 


EF Se 19 DBE DAUD oo rkeree ntact or 


Collection Letter of a holder of the bond of the 


United States Fidelity and Guaranty Company 
ISSUED BY THE DEPARTMENT OF GUARANTEED ATTORNEYS, 
Home Office, Baltimore, Md. 


Capital paid in cash, 5,000,000. Total Reasources over 36,000,000 


Dear Sir: 


Lo $e Oh, RES 


The amount of your overdue { Oe } | with } interest 


account without 


The undersigned begs to advise that immediate settlement will obviate the necessity of placing this 
daim for prompt action in the hands of an Attorney who will, on our notice, be covered by the bond of the 
United States Fidelity and Guaranty Company, which we hold. 


et 
Holding bond of United States Fidelity and Guaranty Co, 


Remittances and communications No. 
should be made to creditor direct and % wt Stree 


mot to the U. S. P, & G. Co. 


Can you assist with remittance? 


placing a claim with an attorney for 
On the one hand, to do so involves 


Form 21. Collection Letter, First Step—U. S. Fidelity & Guaranty Co. 


expense, and the probability of irretrievably losing the account; on the other 
hand, procrastination may seriously handicap the attorney’s efforts. 
neys who specialize in the collection of accounts, and who are organized for 


this service, usually can serve to best advantage. 
selection of such attorneys. 


Attor- 


Care must be exercised in 
A scheming attorney may delay in forwarding 


funds collected to his client or may resort to unscrupulous manipulations; 
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an incompetent attorney may be unsuccessful and make necessary avoidable 
lawsuits. 

When a claim is placed with an attorney, the collector should get an ac- 
knowledgment and at reasonable intervals keep in touch with the attorney 
until case is closed. : 


COLLECTION AGENCIES.—The points to be considered in connection 
with the attorney apply to collection agencies. The collector must be care- 
ful in their selection. Many agencies are short-lived. Many others have 
excellent records and are qualified to render reliable, efficient service. The 
good collection agency promptly tries to collect amicably, and advises suit 
only if considered necessary after the case has been, without undue delay, 
well considered. The collector should keep himself fully informed respect- 
ing cases in agency’s hands. 


NOTES.—Sometimes debtors whose open accounts are about to become 
due or are past due, offer notes in settlement. Such notes give good evi- 
dence of the debt and fix definite payment dates. Debtors may have more 
concern about the maturity dates of notes, which are their signed written 
promises and may be discounted or presented through their own banks for 
payment. Yet some debtors give notes so commonly that failure to honor 
them when presented rests lightly on them. In such instances acceptance 
of a note means that the creditor has given more time, waiving his right of 
action in respect to past-due accounts until maturity of the note. For this 
reason, and also in some cases to compliment customers, creditors prefer to 
keep accounts open and to make other definite arrangements for payments. 


DEFECTIVE REMITTANCES.—Scheming debtors seek unscrupulously to 
gain time. To achieve this object checks may be incorrectly written out, or 
mailed unsigned. In the former case, creditor may make necessary correc- 
tions and write ‘‘amount guaranteed’”’ over his indorsement. Likewise, if 
signature is omitted, creditor may write ‘‘signature guaranteed” or ‘“‘amount 
guaranteed’’ over his indorsement and deposit the check. Should remit- 
tance slip or letter be received unaccompanied by check, creditor may avoid 
delay by depositing a draft for collection, notifying the debtor. Under 
any circumstances debtor should be given notice promptly so that if check is 
lost payment by the bank may be stopped. Naturally, these items must be 
handled with tact and good judgment. 


EXTENSIONS.—It is not only a humanitarian act but good business 
judgment to allow extra time required by the worthy debtor who is in sound 
but temporarily illiquid condition. Should the creditor be uncertain as 
to the circumstances he should not hesitate to ask for information. Some- 
times it is desirable to ask for part payment and give extra time on balance. 
Such arrangements should be made very definite. 

Affairs of debtors may become so involved that they cannot meet obliga- 
tions satisfactorily. They may ask creditors generally for extension of time. 
Creditors know that ordinarily such extension“agreements tend to impair 
debtors’ ability to obtain additional merchandise on credit and thus to 
further handicap them. However, should a debtor’s reputation for trust- 
worthiness, and the shape of his affairs be such as to inspire confidence, the 
extension should be granted and the debtor be given encouragement and 
assistance. 

If it appears that debtors cannot extricate themselves from their dif- 
ficulties, no time should be lost in arranging for friendly adjustments, or 
liquidation of the business. Creditors should avoid, if possible, expensive 
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bankruptey proceedings. In dealing with honest insolvent debtors a fair 
offer of settlement should be speedily accepted, or the business be wound 
up outside of bankruptcy, if under the circumstances it is practical. Some- 
times this is accomplished by trust agreements. No compromise should be 
made with one practicing fraud. He should be petitioned into bankruptcy 
and prosecuted if sufficient legal evidence is available. 


ADJUSTMENT BUREAUS.—A number of such bureaus are conducted 
by, or in co-operation with, local associations of credit men. While some 
of these offer reporting and collection services, they are maintained essen- 
tially to handle involved and insolvent cases, either by way of friendly 
adjustment, or in bankruptcy. These bureaus encourage and promote 
creditors’ co-operation, and may render available to creditors trained and 
competent administrators and organized facilities for economical, faithful 
handling of such cases. These bureaus handle claims of non-members as well 
as members. They are expected to conform to the high standards of the 
National Association of Credit Men, which thoroughly considers and actively 
interests itself in criticisms made to it by creditors or debtors. Some trade 
associations also operate efficient adjustment bureaus. Those bureaus 
which command the confidence of creditors and the respect of court officials 
may exert a powerful influence for good. By reason of their integrity, 
experience, and organization, they are qualified to render a businesslike, 
equitable, and effective service. 


CLAIMS.—Credit and collection departments should keep themselves 
informed regarding all claims received. Delays in adjusting claims or con- 
troversies over disputed items may retard the efforts of collectors. Particu- 
larly in cases where there is the slightest doubt about the risk, there should 
be no avoidable delay in effectively disposing of claims. 


FOLLOW-UP SYSTEMS.—To carry out effectively the distinctive and 
jndividualistic idea in collection systems it is essential that a logical sequence 
be followed. The time element is of utmost importance. The communica- 
tion must not appear to be an incident of collection day but rather one sent 
because the expected reply to the previous communication had not, after 
a reasonable time, been received. That such follow-up plan may be operated 
without necessitating running through all of the accounts on the ledgers 
each day, mechanical systems have been devised. Such systems vary, of 
course, with requirements of the business; principal considerations being the 
number of accounts, variance and periods of terms of sale, and provision 
for expansion. The system should be as simple and economical as conditions 
permit, and one which provides for the automatic coming up of accounts, 
on the day previously designated, for attention. Some houses use cards. 
Name and address of debtor, amounts, and maturity dates, are marked on 
separate cards, each of which is filed in a cabinet under date when it is 
planned to give it attention, usually immediately after the due date. Cards 
thus coming up each day are compared with the ledger account and those 
having unpaid due items are given attention; action taken is noted on the 
eard, which is then advanced to a later date, determined by the time nec- 
essary for return mail and quality of the account. On the later date the 
eard comes up automatically for attention and this process continues until 
the matter is settled. 

CLASSIFICATION OF ACCOUNTS.—It has been found useful to classify 
accounts according to industry and also location so that seasonal, local, and 
special trade conditions may be taken into consideration. 
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to extend credit to the buyer, such seller has a lien for the purchase price 
and need not part with the goods until he is paid. Likewise, even if the 
sale was made on credit terms, the seller would have a lien provided buyer 
became insolvent and the goods sold or part of them are in possession of 
seller. 

The Uniform Sales Act, which has been enacted in a number of states, 


| 
| 
| 
UNPAID SELLER’S LIEN.— When one sells merchandise without agreeing | 
| 
declares the following principles governing the unpaid seller’s lien: 


1. Even though the title or property to the goods has passed to the | 
buyer, an unpaid seller has a lien on the goods, or right to retain them | 
for the price while he is in possession of them. This right of lien may | 
be exercised by seller, even though he is in possession of the goods as 
agent or bailee for the buyer, until the payment or tender of purchase | 
price, when: 


(a) Goods have been sold without any stipulation as to credit. 
(b) The term of credit on which the goods were sold has expired. 
(c) The buyer becomes insolvent. 


2. Where part delivery of goods has been made, an unpaid seller 
may exercise his right of lien as to the goods still in his possession, 
unless such part delivery has been made under circumstances showing 
an intention to waive the lien or right of retention. 

3. An unpaid seller loses his lien on the goods when: 


(a) He delivers the goods to a carrier or other bailee for trans- | 
mission to buyer, without reserving to himself the title or | 
property in the goods or right to the possession thereof. 

(b) The buyer or his agént lawfully obtains possession of the | 
goods. } 

(c) He waives the lien (obtaining a judgment or decree for the | 
purchase price of goods by the seller is not deemed a waiver | 
of the lien). 


ATTACHMENT.—Statutes of the different states vary widely with respect | 
to the grounds on which creditors may ‘‘attach’’ the property of debtors. | 
4 


In general such grounds are: 
j 


1. Non-residence of debtor. 

2. That debtor has absconded from the state or concealed himself | 
within the state, intending to defraud creditors, or to avoid service of 
legal process. 

3. That debtor has removed, or is about to remove, property, or te | 
conceal, assign, or dispose of it in order to defraud creditors. 

4. That debtor has obtained property from creditor by fraudulent | 
representation, such as making of a false statement in writing. | 


| 


BULK SALES ACT.—Dishonest debtors resort to the practice of conspiring | 
with confederates to effect the sale of their property in bulk. ostensibly for | 
a price considerably below its value, or to make such sales and disappear to | 
whereabouts unknown, in either instance the object being to defraud creditors. 
To afford protection to creditors, Bulk Sales Statutes have been enacted by 
the states which provide quite uniformly that unless the buyer notifies all 
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creditors of the seller that the sale is to be made, such sales are either void or 
voidable. 


GARNISHMENT.—This is a statutory right given to creditors by the 
laws of some states to reach debts due debtors or their property in possession 
of third persons. 


“STOPPAGE IN TRANSITU.”—The Uniform Sales Act provides that the 
unpaid seller may stop goods in transit when buyer is insolvent, providing 
the goods were not shipped under a negotiable bill of lading which has been 
transferred to an innocent purchaser for value either prior or subsequent 
to the insolvency. Accordingly, seller may assume possession of goods sub- 
ject to same rights as he had before parting with them. If debtor’s insol- 
yency becomes known to seller while goods are in transit, he should imme- 
diately ask the carrier to stop delivery of goods to debtor. The carrier may 
require that seller file a bond. 


RESCISSION BY SELLER.—An unpaid seller who has stopped goods in 
transit or who has a right of lien, may exercise the right of rescission if such 
right has been reserved to him, in case buyer should default in payment for 
an unreasonable time. Upon such rescission, seller resumes title in goods and 
is thereafter not liable to the buyer upon contract to sell or sale; he may 
recover from buyer such damages as he has sustained by buyer’s breach. 


BAD CHECK LAW.—In general, the Bad Check Law is designed to combat 
those who issue or negotiate, with intent to defraud, worthless checks. 
The New York law had in it a requirement that one who issued or negotiated 
such check must be given 10 days’ notice before prosecution, but the law was 
amended in May, 1923, eliminating the requirement of this notice. The 
amended law omits the following language of the old law, “‘ unless such maker 
or drawer shall have paid the drawee thereof the amount due thereon, together 
with interest and protest fees, within ten days after receiving notice that such 
check, draft or order has not been paid by the drawee,’’ and the following 
wording has been adopted in the new law, ‘‘ where such check, draft or order 
has been protested, the notice of protest thereof shall be admissible as proof 
of such presentation, non-payment and protest, and shall be presumptive 
evidence that there was a lack of funds in or with such bank or other deposi- 
tory.”’ 

This amendment means that bad check passers will not be given the 
additional 10 days in which to make good their escape; moreover, many bad 
checks were drawn on out-of-town banks, and it was difficult to induce 
witnesses from such banks to appear and give testimony in a prosecution. 
The admissibility of the notice of protest in the new law dispenses with the 
necessity of producing officials from out-of-town banks as witnesses. The 
notice of protest bears testimony to the actual facts as to the bank account 
of the bad check passer. 


Bankruptcy 


WHO MAY BECOME BANKRUPTS.—See section on ‘' Bankruptcy, In- 
solvency, and Receivership.”’ 

VOLUNTARY BANKRUPTCY.—Any qualified person may file a petition 
to be adjudged voluntary bankrupt. To such petition is annexed a full 
and true statement of all his debts and (so far as it is possible to obtain) the 
names and places of residence of his creditors; also a second schedule con- 
taining an accurate inventory of all his property. In the petition, which is 
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filed on a prescribed form, the petitioner acknowledges that he owes debts 
which he is unable to pay in full, that he is willing to surrender all his prop- 
erty, except such as is exempt by law, for the benefit of his creditors and that 
he desires ‘‘to obtain the benefits of the Acts of Congress relating to bank- 
ruptcy.”’ 

The insolvent debtor pursues this course to conserve his assets and to 
avoid their further shrinkage by reason of new losses and payment of in- 
sistent creditors to the prejudice of the interests of remaining creditors; 
and, at the same time, he seeks relief from his burden of provable debts. 


INVOLUNTARY BANKRUPTCY.—A petition in involuntary bankruptcy 
may be filed by creditors against a debtor who has committed one or more 
of the so-called acts of bankruptcy, within 4 months of the commission of 
such act. This petition may be filed by three or more creditors who have 
provable claims which amount, in the aggregate, to $500 or over; or if all 
of the creditors of such person are less than 12 in number, then one of such 
creditors whose claim equals such amount may file a petition to have him 
adjudged bankrupt. 


ACTS OF BANKRUPTCY.—See section on ‘‘ Bankruptcy, Insolvency, and 
Receivership.”’ 


FILING OF PROOF OF CLAIM.—Claims against a bankrupt estate must 
be filed within one year from adjudication. If they are determined by judg- 
ment rendered within 30 days before or after one year from the adjudication, 
such claims must be filed within 60 days after the judgment has been ren- 
dered. The creditor should file his claim with the referee and get an ac- 
knowledgment that it has been approved. When the referee has allowed the 
claim, the creditor has established his right to a pro rata share of the dis- 
tribution of the bankrupt’s estate and to participation in the administration 
of the estate, including a vote at the election of the trustee as well as on all 
other questions submitted to creditors. The proper protection of a creditor’s 
interests requires much more than the mere holding of an acknowledgment 
that his claim has been allowed. The results to be obtained depend upon the 
honesty and efficiency of the administration and this demands creditors’ 
co-operation. The creditor should either himself take an active interest or 
wholeheartedly support trustworthy and competent creditors’ representa- 
tives. To further effective co-operation among creditors, business men join 
associations of high standing who handle involved and bankruptcy matters. 
Instead of saving the charge by filing the claim direct with the referee, these 
creditors deem it good economy to file all claims with their associations, 
paying the fees and strengthening the service. Indifference on the part of 
creditors frequently makes it possible for scheming and unscrupulous per- 
sons to control and manipulate estates at the expense of all creditors. Rep- 
resentatives of credit men’s associations and other reliable organizations are 


aggressively combating these sinister influences, and for obvious reasons 
should be unstintedly supported. coe 


It is important that the proof of claim (debt) in proper order be filed 
within the prescribed time; otherwise a creditor, whose claim has been 
scheduled by the bankrupt, loses his rights and interest in the claim. Nor 
may he pursue the claim after the bankrupt has been discharged. A creditor 
has the right to delegate his powers to another by executing a power of at- 
torney. Subjoined are given forms of proof of debt (Forms 24-27). If the 
proof of debt covers an open account, there should be filed with it a statement 
of the account, together with duplicate bills 
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Zu the District Court of the Wnited States, 


for the District of 


In the matter of 


dn Bankruptcy. 


, in said district of 
day of , A.D. 192 , came 


, in the county of in said district of 
, and made oath, and says that 


the person by (or against) 
whom a petition for adjudication of bankruptcy has been filed, was at and before the filing 


of said petition, and still is justly and truly indebted to said deponent in the sum of’ 


dollars, 


that the consideration of said debt is as follows: 


that no part of said debt has been paid [except 


that no note has been given therefor [except 
that there are no set-offs or counter-claims to the same [except 


that no judgment has ever been recovered thereon [except 


; and that deponent has not 
nor has any person by his order, or to his knowledge or belief, for his use had or received 
any manner of security for said debt whatever. 


Creditor. 


Subscribed and sworn to before me this 
day of A. D. 192 


Form 24. Proof of Unsecured Debt 
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VOIDABLE PREFERENCES.—A preference is voidable if given within 
4 months of the filing of the petition or after filing the petition and before 
adjudication, if a pre-existing debt. 


COMPOSITIONS IN BANKRUPTCY.—After the petition has been filed, 
the debtor may offer to settle with his creditors at a certain per cent of their 
claims. If such offer is accepted in writing by a majority in number of all 
ereditors whose claims have been allowed and this number represents a 


In the District Court of the Cnited States, 


For the District of 


In the matter of 
In Bankruptcy. 
Bankrupt 


, in the district of . 
day of , A.D. 192 , came 


, in the county of in said district of 
and made oath and says that 


the person by (or against) 
whom a petition for adjudication of bankruptcy has been filed, was at and before 
the filing of said petition, and still is justly and truly indebted to said deponent in 
the sum of dollars, that the consideration of said debt is as follows: 


that no part of said debt has been paid [except 
that there are no set-offs or counterclaims to the same [except 
and that the only securities held by this deponent for said debt are the following: 


Creditor 


Subscribed and sworn to before me this 
day of A.D. 192 


Form 25. Proof of Secured Debt 


majority in amount of allowed claims, the offer is submitted to the court for 
confirmation. Before the application for the confirmation of the composi- 
tion offer may be filed in the court, the consideration to be paid by the 
bankrupt to his creditors and the money necessary to pay all debts which 
have priority and the cost of the proceedings, must be deposited in a place 
designated by and subject to the order of the judge. The offer will not be 
considered by the court until the bankrupt has been examined in open court 
or at a meeting of his creditors, and has filed in court a schedule of his prop- 
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in the District Court of the Wnited States, 


For the s District of 


In the matter of 


In Bankruptcy. No. 


Bankrupt 


in the district of 


day of » A.D. 192, before me came 


of , In the county of tn said district of 


and made oath and says that he is one of the firm of 


consisting of himself and 


of ,» In the county of and State of 
that the said » the person 


by whom a petition for adjudication of bankruptcy has been filed, was at and before 


the filing of said petition, and still 1s, justly and truly indebted to this deponent’s said firm in the 


sum of dollars: 


that the consideration of said debt is as follows 


that no part of said debt has been paid [except 
that no note has been given therefor [except 
that there are no set-offs or counterclaims to the same [except 


that no judgment has ever been recovered thereon except 
and this deponent has not, nor has his said firm, nor has any person by the order, or to this deponent’s 
knowledge or belief, for their use, had or received any manner of security for said debt whatever 


Subscribed and sworn to before me this 
day of A. D. 192 


Form 26. Proof of Debt Due Partnership 
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PROOF OF DEBT AND POWER OF ATTORNEY-480 
CORPORATION 


Sn the District Court of the Gnited States, 
lor the Pistrict of 


In the matter of 


In Bankfuptcy. 


District of 
day of AD. 19 .» came 
of in the County of and State of 
and made oath and says that he is* of the 


4 corporation incorporated by and under the laws of 


the State of and authorized to do business in 

in the County of and State of and that he is duly 
authorized to make this proof, and that the said Bankrupt by or against whom a petition for ad- 
Godicationlot Hankropley| has! been fled was st and botorelthel fling of’ sald/pecitlonsend aAfllialjustiy 
and truly indebted to the said corporation in the sum of 


dollars, that the consideration of said debt is as follows. 


and the same became due on the doy of 19 , 43 per 
statement of said account hereto annexed and made a part hereof, that no part of said debt has been 
paid, that there are no set-off3 or counterclaims to the same, and upon which indebtedness no note 
has been received or judgment rendered thereon, and that said corporation has not, nor has any person 
by its order, or to the knowledge or belief of said deponent for its use, had or received any manner 
of security for said debt whatever. 
Subscribed and sworn to before me this 

day of AD19 (Ls) | 


\ Notary Publio {open al om 


County. ‘be afited here 


or Representatives 


The undorsigned 4 corporation duly incorporated 
under the Jaws of the State of ond duly authorized to do business at 
in the County of and State of 

does hereby authorize you and each of you or your representative to attend the meeting or meetings 
of creditors of the bankrupt advertised or directed to be held at a Court of Bankruptcy or at such place 
and time as may be appointed by the Court for holding such meeting or meetings, or any adjournment 


or adjournments thereof that may be held and then and there from time to time and as often as there 

may be occasion, for it and in its name, to vote for or egainst any proposal or resolution that may 
be then submitted under the act to establish a uniform system of bankruptcy throughout the United 
States, approved July Ist, 1898, and in the choice of trustee or trustees of the estate of said bankrupt 
and for him to accept such appointment of trustees and with like powers to attend and vote at any 
meeting or meetings of creditors or sitting or sittings of the Court which may be held therein for any 
of the purposes aforesaid; also to accept any composition proposed by said bankrupt in satisfaction of | 
its debt, and receive payment of dividends, and money due it under any composition or for the 
declaration of dividend or for any other purpose in its interest whatsoever, and with full powers of 

substitution and hereby revoke all other powers of attorney by it given herein. | 


In Witness whereof, the said 
has hereunto caused these presents to be signed by its” and its corporate seal to be 


affixed the day of 19 


Signed, sealed and delivered \ | 
in the presence of 


Form 27. Proof of Debt Due Corporation, with Power of Attorney 
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erty and.a list of his creditors. The judge will confirm the composition if 
satisfied that, (1) it is for the best interests of the creditors; (2) the bankrupt 
has not been guilty of any of the acts or failed to perform any of the duties 
which would bar his discharge; and (3) the offer and its acceptance are in 
good faith. Upon the confirmation of a composition, the creditors are paid 
in ‘accordance with its terms and the case is dismissed. 


DISCHARGE OF BANKRUPT.—After the expiration of one month and 
within the next 12 months subsequent to being adjudged a bankrupt, an 
application may be filed for a discharge. If it appears to the judge that 
the bankrupt was unavoidably prevented from filing application within such 
time, it may be filed within, but not after, the expiration of the next 6 months. 
The court will grant the application discharging the bankrupt from his 
liabilities (except those mentioned below), unless the bankrupt has com- 
mitted one of the following acts, expressly forbidden by the Bankruptcy 
Act: 


1. Committed an offense punishable by imprisonment as provided in 
the Act. 

2. With intent to conceal his financial condition, destroyed, concealed, 
or failed to keep books of account or records from which such 
condition might be ascertained. 

3. Obtained money or property on credit upon a materially false state- 
ment in writing, made by him to any person or his representative 
for the purpose of obtaining credit from such person. 

4. At any time subsequent to the first day of the 4 months immediately 
preceding the filing of the petition, transferred, removed, destroyed, 
or concealed, or permitted to be removed, destroyed or concealed, 
any of his property with intent to hinder, delay, or defraud his 
creditors. 

5. In voluntary proceedings been granted a discharge in bankruptcy 
within 6 years. 

6. In the course of the proceedings in bankruptcy refused to obey any 
lawful order of, or to answer any material question approved by 
the court. 


DEBTS WHICH MAY BE PROVED.—Debts of the bankrupt may be 
proved and allowed against his estate which are: 


1. A fixed liability, as evidenced by a judgment or an instrument in 
writing, absolutely owing at the time of the filing of the petition 
against him, whether then payable or not, with any interest thereon 
which would have been recoverable at that date or with a rebate 
of interest upon such as were not then payable and did not bear 
interest. 

2. Due as costs taxable against an involuntary bankrupt who was at 
the time of the filing of the petition against him plaintiff in a 
cause of action which would pass to the trustee and which the 
trustee declines to prosecute after notice. 

3. Founded upon a claim for taxable costs incurred in good faith by a 
creditor before the filing of the petition in an action to recover 
a provable debt. 

4. Founded upon an open account, or upon a contract expressed or 
implied. 

5. Founded upon provable debts reduced to judgments after the filing 
of the petition and before the consideration of the bankrupt’s 
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application for a discharge, less costs incurred and interests ac- 
crued after the filing of the petition and up to the time of the 
entry of such judgments. 


Unliquidated claims against the bankrupt may, pursuant to application 
to the court, be liquidated in such manner as it shall direct, and may there- 
after be proved and allowed against his estate. 


DEBTS NOT AFFECTED BY A DISCHARGE.—A discharge in bank- 
ruptcy releases a bankrupt from all of his provable debts, except such as are: 


1. Due as a tax levied by the United States, the State, county, district, 
or municipality in which he resides. 

2. Liabilities for obtaining property by false pretences or false repre- 
sentations, or for wilful and malicious injuries to the person or 
property of another or for alimony due or to become due, or for 
maintenance or support of wife or child, or for seduction of an 
unmarried female, or for breach of promise of marriage accom- 
panied by seduction, or for criminal conversion. 

3. Have not been duly scheduled in time for proof and allowance, with 
the name of the creditor, if known to the bankrupt, unless such 
creditor had notice or actual knowledge of the proceedings in 
bankruptcy. 

4. Were created by his fraud, embezzlement, misappropriation, or de- 
falcation while acting as an officer or in any fiduciary capacity. 


The National Association of Credit Men 


The National Association of Credit Men, organized in 1896, with about 
600 members, has grown to a membership of about 35,000 and has branches 
in all important cities of the United States. 

The association unites credit men for effective co-operation. Among its 
activities are the following. It maintains legislative, prosecution, business 
service, credit interchange—domestic and foreign—adjustment, research, and 
educational departments. It issues reports on mercantile reporting and 
collection agencies and co-operates with them for betterment of the service. 
It improves and standardizes credit forms, instruments, and methods, pub- 
lishes The Credit Monthly, dealing with items and problems of interest to 
credit men, and also issues numerous leaflets on credit subjects. 

The ‘Credit Man’s Diary and Manual of Commercial Laws,’ issued by 
the association annually, contains a compilation of federal and state statutes, 
with clear and concise explanations giving credit men valuable information 
concerning matters of common and vital interest. 

The annual conventions offer intensive courses in credit principles and 
practice. The association conducts the National Institute of Credit, offer- 
ing valuable training to juniors. 

Through the efforts of the association, credit facilities are being improved, 
safeguards introduced, and abuses checked. “The association is a factor in 
promoting the sound development of the credit system and in tending to 
place the work of the credit man on the plane of a profession. 

The principal office of the National Association of Credit Men is located 
at 41 Park Row, New York City, 
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OFFICE PRACTICE 
The Modern Office 


ORGANIZATION OF THE OFFICE.—Organization in its broadest sense 
is a plan which renders group effort effective and efficient by defining the 
duties and responsibilities of each member of the group. It is based upon 
assignment of duties, and as that is governed largely by the capabilities 
of the persons who are available, it follows that there can be no such thing. 
as a standard organization. 

Writers on this subject usually describe three distinct types of organ- 
ization: 

1. Military—in which flow of authority is in a direct line from one 
person to another and department heads have control of all functions 
within their departments, including employing personnel, securing 
equipment, and all other matters connected with work done by their 
departments. 

2. Line and staff—a term used to designate those organizations in 
which much reliance is placed on frequent conferences of specialists 
selected from the personnel or employed as consultants. 

3. Functional—which denotes that type of organization in which 
emphasis is laid on operations rather than on men.- Each line of activ- 
ity is in charge of a specialist, an expert, who controls and is respon- 
sible for that function, regardless of the location of persons who actually 
do the work. 


All of these characteristics are present in every organization and classi- 
fication of a particular organization under one or another of these three 
heads depends on the prominence given to the characteristics of that type. 

In modern practice the tendency is toward the functional plan; but the 
most progressive managements do not overlook the value of the conference 
feature which provides executives with opportunities to get the benefit of 
the specialized knowledge and experience of their subordinates and pro-_ 
motes harmony by creating better understanding; nor do they lose sight of 
the fact that assignment of responsibility must be accompanied by delega- 
tion of authority necessary to secure accomplishment of the work and that 
the flow of authority must be clearly defined. 


DEPARTMENTAL DIVISIONS.—As the size of an enterprise increases, | 
the persons who attend to the different activities of the office are gradually 


segregated into groups or departments. Form 1 indicates the divisions into 
departments of a typical office of moderate size. | 

While the unit of business organization is usually the department, the | 
term is often loosely used to designate units of departmental organization | 
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that are more precisely described as sections or divisions with the result that 
it does not suggest anything definite as to the size or scope of units so desig- 
nated. Nevertheless, the term ‘“‘department”’ indicates a unit of organ- 
ization, under executive supervision, controlling certain functions or groups 
of functions that, taken together, form a logical unit for control and super- 
vision. Large departments may be subdivided into convenient working 
groups such as are properly called divisions or sections. 

In some offices each department is conducted, as much as possible, as a 
separate unit. It maintains its own files and includes its own stenographic 
and clerical workers. In other cases all clerical work is drawn into central- 
ized service departments. The best practice lies somewhere between these 
two extremes. There should be a separate department to handle the bulk 
of the stenographic work, including all routine correspondence, sales promo- 
tion letters, circular letters, etc. This leaves in the departments stenographic 
work of a secretarial nature only, or that 
for which a technical knowledge of some 
feature of the business is required. 

Likewise there should be a filing depart- 
ment, into which should be gathered all 
material to be filed, with a few exceptions, 
such as the matter that will be put into the 
private files of the executive officers—cata- 
logue and quotation files in the purchasing 
department, prospect files in the sales de- 
partment, etc. 


* DEVELOPMENT OF THE ORGANIZA- 
TION PLAN.—This problem is usually en- 
countered where an organization already 
exists which, due to growth or expansion, is 
no longer able to function efficiently in its Form 1. 
present form. In such cases, the first step 

is to secure a detailed analysis of work to be 

done. For that purpose a report is obtained, on a form similar to Form 2; 
from each employee. 

A thorough study and classification of these reports will bring to light any 
duplication of effort or other waste motion, and, the things that need to 
to be done, having been decided, the next step is to assign these duties. 

At this point it is well to construct departmental organization charts (sce 
Form 3). Every desk in the department should be represented on this 
chart and designated by a number or a combination of numbers and letters. 
One method that has worked out satisfactorily is to divide each department 
into sections, use a letter to designate the department, a number for each 
section and a number for each desk within the section. Thus a certain position 
in Section 2 of Department A is known as A-2-14 and that number is attached 
to the desk and is used in the office manual in referring to that position. 

This facilitates assignment of duties to the different workers. In at- 
taching duties to the various positions the functional idea must be kept in 
mind. The best results will be obtained when the number of functions con- 
nected with each position is kept down to the minimum. When respon- 
sibility for work performed by others is assigned to a position, there must 
be a corresponding delegation of authority. The lines of authority should 
be so well defined that every member of the organization knows what he is 
responsible for and to whom. 


Departmental Divi- 
sion of Office 
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Please answer all of the following inquiries and return the blank as soon as 


possible to 


2. Title or Position 


3. What is your principal duty? (Describe fully, using extra sheet if necessary.) 


6. What suggestions have you for shortening the time or increasing the value 
of your work? (State‘fully, using extra sheet if mecessary.)..................-. 


7. Who consults your records of above work and how often?................:- 


8. Describe separately but briefly every other task you do, giving form numbers 
of records you keep or blanks handled. Designate as daily, weekly or monthly, 


Form 2. Job Analysis Questionnaire 
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Things to be done by each department or unit of office organization should 
be studied systematically and manner in which they are to be done should 
be carefully worked out before attempt is made to put new arrangements 
into effect. Plans must take into consideration that performance of duties 
assigned to one department may depend upon receipt of certain information 
from other departments. Systems must be developed to govern handling 
of work in each department and transfer or movement of information, forms, 
and papers from one department to another, so that methods of handling 
matters in one department harmonize with plans of other departments 
through which the same matters pass. 

In preparing plans or systems to co-ordinate the work and methods of 
the various departments, routing charts, similar to Form 4, for each of the 
principal forms, showing order of movement from place to place and duties 
of each department in connection therewith, help to prevent important 


Department A 
Accounting 
Chief 
Accountant 


Section! Section 2 Section 3 Section 4 Section 5 
Bookkeeping Statistics Stock Recods ost Accounting imekeeping 
Head Section Head Cost Head 
Bookkeeper Head Accountant Timekeeper 


af ag) ay 


General Sick 
Ledger Ledger 
Se Bookkeeper: 
iE 
Receivable Voucher Stock 
Bookkee ' Clerk aeedse: 

AT a jookkeeper 

Atl 3 4 if 6 4 
Accounts 
Receivable Voucher 
Bookkeeper Clerk 
1 ee a1? 
Accounts 
Receivable 
Bookkeeper 

Ad 5 


Form 3. Organization Chart of Accounting Department 


matters being overlooked and make it less difficult to arrange for the smooth 
progress of work through the office. 

If radical changes in present methods are planned, care must be used to 
avoid serious disturbance to the routine work of office at the time changes 
are put into effect. Standard practice instructions thoroughly explaining 
the new methods should be distributed some time in advance. New forms 
should be studied and their uses understood by the clerks who are to handle 
them. Some confusion is practically unavoidable but careful preparation 
insures that most contingencies will be provided for. 


LOCATION OF OFFICE.—Some of the things to be considered in de- 
ciding on the location of an office are referred to briefly in the following para- 
graphs. It is not to be expected that a place ideal in every respect will be 
found. The best that can be done is to choose the location having the 
greatest number of desirable attributes. 

Accessibility.—Is it convenient to railway stations so that out-of-town 
customers and salesmen will not find it difficult to make visits? Are street 
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railway lines nearby and is the service adequate, enabling customers and 
employees to reach the office without undue fatigue? 


Proximity to banks, post-office, office supply, and equipment houses. 


These all offer services that can be more efficiently taken advantage of if 
located nearby. 

Reputation of building, of tenants, and of the neighborhood. Buildings 
as well as individuals are of good and bad repute. Appearance of the build- 
ing and surroundings. Effect that the address may have in attracting or 
deterring trade; in enhancing or detracting from the reputation of the busi- 
ness. Strangers in forming an opinion of the business are, to some extent, 
influenced by these considerations and the quality of available office help 
is materially affected thereby. 

In choosing the building, due attention should be given such matters as: 
elevator service, which should be continuous and able to handle passengers 
at all times without loss of time; sanitary system, which should include rest- 
rooms for girls; heat, since efficient results cannot be obtained in a poorly 
heated office; janitor service, etc. 

The floor selected should be high enough to be free from dust and street 
noises and, if possible, above adjacent buildings. The best floors for office 
purposes are those from the 6th to the 12th. With up-to-date elevator 
service it is better to go above the 12th rather than below the 6th floor. If 
less than one floor is occupied, choice of exposure is usually made in the fol- 
lowing order: east, north, south, west. 

Provision for future expansion can be made either by taking options on 
additional rooms or by renting enough space to take care of estimated ulti- 
mate requirements and subletting that portion not needed for current oper- 
ations. If latter plan is contemplated the lease should be examined care- 
fully for clauses referring to subleases. If it is a large organization, requiring 
many floors, in subletting space held for future requirements, care should 
be exercised in laying out departments so that sublet space does not sep- 
arate allied or growing departments. 

Dining facilities in the neighborhood should be considered. If proper 
restaurants do not exist it may be necessary to establish a cafeteria or other 
form of lunchroom. 


PLANNING THE OFFICE LAYOUT.—Arrangement of departments and 
of desks within departments should be such that the flow of work is con- 
tinuously forward. The straight-line method advocated by factory engineers 
should be adhered to as closely as possible. 

Wide separation of departments between which frequent communication 
is necessary should be avoided. Thus, if work of credit department requires 
frequent reference to customers ledgers, credit and bookeeping departments 
should, if possible, be placed side by side. 

An important percentage of office routine is closely connected with the 
shipping order, which in a large measure governs the stream of work and all 
doubling back or zigzagging in the course of an order through the office 
should be reduced to the minimum. Siti 

Roughly, 100 sq. ft. of floor space is required for each member of office 
force. This includes provision for files and other ordinary equipment. The 
amount of space used per employee varies considerably and is apt to be 
more than 100 sq. ft., rather than less. A standard desk 36 x 60 with a chair 
actually occupies 36 sq. ft. 

Aisles and spaces between desks should be at least 3 ft. wide; 33 ft. is: better. 
A space 5 ft. wide is required in front of filing cabinets so that there may be 
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room to pass when drawers are fully extended. One large firm in New York 
City has had a special side file built which saves aisle space. 

Unless rent is very high it does not pay to sacrifice an orderly arrangement 
to effect a small saving in floor space. A slovenly arrangement of equipment 
reacts on workers and makes it difficult to maintain the spirit of orderliness 
necessary to smooth functioning of the office machine. Desks should be 
placed in straight rows. Bulky pieces of equipment that rise above level 
of desks should, if possible, be located in corners or along walls so that the 
view from one end of the room to the other may be unobstructed. 

Private offices should be provided only for executives who hold confer- 
ences which require privacy or whose work is such that they must be pro- 
tected from noise and confusion present, in some degree, in even the best 
managed offices. These offices are extravagant of space, occupying of 
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necessity the better lighted parts of the room, and, even when made with 
glass partitions, cut off a large amount of light from the rest of the office. 

A successful and frequently used method of locating departments and 
desks involves the use of a chart or map of the office, drawn to scale, on which 
cards cut to scale to represent desks are secured with tacks. Cards of 
different colors are used to distinguish different departments. Proposed 
private offices or partitions are indicated by strings attached to tacks. The 
movement of the more important forms may also be plotted on this chart. 
This aids in visualizing the layout and permits experimental arranging and 
rearranging until the best result is obtained. 

Routing charts are also helpful in working out this problem. Form 4 
ilustrates a simple form of route or flow chart. On it the course of a ship- 
ping order can be traced from the time it enters office until transaction is 
completed by delivery of goods and invoice and filing of the delivery receipt. 
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A large bank in New York City had a miniature structure built with 
portable floors. These floors were made of material on which the layouts 
could be marked. The advantage of this was in seeing at a glance how the 
floors would look laid out, the departments above or below other depart- 
ments, etc. The advantage of this is seen in moving. For instance, if your 
cut-out is a desk and is set on your chart and numbered 6, and is to go on 
3rd floor of the new space, the floor of the space is given a number to corre- 
spond with the number on the cut-out. For instance, if cut-out is marked 
6-3, it is the 6th position on the 3rd floor. The moving men examine the piece 
of furniture, and as the tag is marked 6-3 take it to the 3rd floor and look 
for the No. 6 position on the floor and place it there. Different colored tags 
for the different floors are also helpful in moving. 


OFFICE FURNITURE.—Standardization of color, material and design of 
desks, chairs and filing cabinets, which are the principal items of office 
furniture, will do much for the appearance and condition of the office. Ma- 
terial and workmanship should be of the best. Cheap furniture is a poor 
investment. The additional cost of good furniture that will last a lifetime 
is not great and is money well spent. 

Color and material of desks are to some extent questions of individual 
preference. For some types of offices, dark finish, such as mahogany, is 
preferred, but for the average commercial enterprise, oak desks with natural 
light finish are best. Good working light is easier to secure in offices equipped 
with light colored furniture than where dark finish is used. 

Metal desks are favored by some office managers, but wood still holds 
first place as desk material and is in many respects superior to metal. The 
claim that metal for this purpose is a better protection from fire has not 
been proven. Some firms have found metal desks with battleship linoleum 
tops practical equipment. 

Desks are work benches at which the office work is done. They should 
be considered as tools. Different kinds of work require different desk equip- 
ment and a careful study of the needs of each position in the office should 
be made before desks are purchased. Where books or other bulky records 
are handled or where baskets for incoming and outgoing mail, dictating 
machines, etc., must be placed on desks, a satisfactory size is 36 x 60 in. 
In other departments 48-inch desks may give as good results with consider- 
able saving of space. 

The more progressive furniture houses have done a great deal to develop 
efficient desks with specialized drawers and other features adapted for dif- 
ferent purposes, and are prepared to furnish, from stock designs, desks to 
fill almost any requirement. For bookkeepers who handle large books, 
desks are made with tops sloping toward the front. Tub desks, either up- 
right or sitting styles, may be had for ecard records. Available styles of 
typewriter desks include single-pedestal (32 x 38 in.), which is desirable 
where space is limited; double-pedestal (35 x 54 in.), which provides more 
desk surface and storage space; combination clerical and typewriter desks 
and many others. cot 

Reliable data on the styles of desks, and arrangement of drawer space, 
best suited for different kinds of work, can be had for the asking from re- 
ponsible dealers in office equipment. 

Desks selected should provide no more drawer space than is actually 
needed for the work to be done. Drawers should be fitted out with what- 
ever filing or other time-saving devices will add to the effectiveness of desks 
as tools for performance of office work. Arrangement of supplies, forms, 
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etc., in drawers should be standardized as much as possible and periodical 
checks made to see that standards are being maintained. For example, one 
drawer may be used for employees’ personal belongings; one for unfinished 
work; one for pencils, pens, scratch pads, rubber bands, clips, envelopes, 
etc., contained in trays and compartments; and one for the office manual, 
special instructions, etc. Where a large number of forms are used, addi- 
tional drawers are provided. If left to their own devices, employees are 
apt to fill their desks with “‘junk’’ and to bury therein matters that should 
be attended to and passed on. 

Some firms have desks with only room for working materials, such as 
pencils, pens, etc. This lack of drawer space prevents clerks from holding 
papers out overnight, and expedites work, as papers must go forward in 
order not to be left out. Where papers must be held over, a safe-cabinet is 
generally provided. 

Chairs should be of the revolving kind to accommodate changes of posi- 
tion without moving the chair. Upholstered chairs are not suitable for 
office use. Chair backs should be made of spindles to allow ventilation. 
Wooden saddle seats are most practical and most commonly used. Seats 
of cane or of perforated leather are better from the standpoint of appearance 
and ventilation but on account of their poor wearing qualities are not gen- 
erally used. Special chairs having adjustable spring backs are usually 
furnished for stenographers and typists. 

Filing cabinets should also be standardized so they can be transferred 
from department to department or used for various purposes as need arises. 
Files are made in certain well-established sizes and, by cutting card records 
and forms that are filed in cabinets to conform to these regular sizes, delay 
and extra expense of having special equipment built is avoided. 

In color and appearance filing cabinets should harmonize with desks. 
High-grade construction is of first importance. Drawers should be inter- 
changeable. Correspondence files and other files larger than 5x8 in. or 
more than 16 inches deep should be equipped with roller bearings and exten- 
sion slides. Drawers of a well-constructed correspondence file operate as 
easily with a full load of 60 to 75 lbs. as when empty. 

For filing cabinets, metal is usually preferred to wood because of the 
saving in space, and in this connection the number of inches of space actu- 
ally available for filing should be considered rather than the size of the 
cabinets. If it is not necessary to allow for expansion, solid cases may be 
used, but as it is seldom possible to definitely predetermine the amount of 
filing space that will be required, it is usually best to use sectional cabinets. 

Correspondence and legal-sized files should not be more than four drawers 
high. The top drawer of a five-drawer file is too high for the average file 
clerk to use without standing on a stool, which slows up the work. 


MECHANICAL EQUIPMENT.—Use of machinery in offices to do work 
lormerly done by hand is now so general that little need be said regarding 
the desirability of installing machines to take place of handwork wherever 
possible. Mechanical devices for saving labor, improving records, and speed- 
ing up routine office work are on the market in almost unlimited variety. 
A few of the more important are referred to briefly in the following. 

Adding machines and calculating machines take much of the drudgery 
out of the accounting department. If lists are required for record or check- 
ing purposes, listing machines make printed lists of amounts added. Cer- 
tain types of these machines are arranged to print identifying numbers 
opposite amounts listed for addition. Where lists are not needed, greater 
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speed can be obtained with non-listing machines. These non-listing ma- 
chines are also used for multiplying and dividing, making extensions, figur- 
ing unit costs, etc., and for work that is a combination of adding, multiply- 
ing, and dividing are probably the best. They are light and compact, can 
be placed on desks and readily moved from place to place. See section on 
“Office Appliances.”” For straight multiplication and division, calculating 
machines are recommended. 

Bookkeeping machines are coming into quite general use. Well-known 
makes are Elliott-Fisher, Underwood, and Burroughs. The style of machine 
that makes use of a flat bed instead of the ordinary typewriter platen is in 
some respects to be preferred. The latter requires a ledger card of lighter 
weight which, after passing around the roller a number of times, does not 
stand up as well in the tray and cannot be handled as rapidly as the heavier 
cards used with flatbed machine. Another desirable feature of the flatbed 
style of machine is the production of proof sheets that can be used to take 
the place of separately written journals. The style of machine best suited 
to the work in hand can be determined by the demonstrations which the 
manufacturers will give at their own expense. 

The principal advantage of bookkeeping machines is not in speed of posting 
which seldom exceeds and in some cases does not equal that attained by 
hand, but in the fact that the accuracy of each day’s posting is proved when 
completed and that statements of customers’ accounts are prepared as the 
posting is done so that at the end of the month no time is lost in checking 
for balances and writing statements. 

Machines used for billing vary from ordinary typewriters to elaborate 
electrically driven contrivances, such as Moon-Hopkins and Remington- 
Wahl, that make mechanically all computations incident to invoicing. On 
work that they can handle, these combination calculating and billing ma- 
chines effect an important saving by eliminating one operation of extension 
but they do not always give satisfaction on very complicated invoicing. 
The speed claimed for them by the manufacturers is usually based on ideal 
conditions and must be discounted considerably for ordinary jobs. 

One of the newer devices for speeding up billing is the ‘‘Fanfold.’’ It is 
an attachment for an ordinary billing machine and takes its name from the 
ingenious method of handling papers and carbons. The entire invoice set. 
incruding record sheets, is printed in long strips which are folded like a 
closed fan. Carbons are fed from rolls and require no handling, being re- 
newed by shifting a lever. When an invoice is completed it is torn off, 
leaving the next set of papers in position ready for typing. Saving of time 
usually lost in handling carbons and securing proper alignment of papers in 
the machine results in considerable increase of output. 

Tabulating machines, of which there are two on the market, Hollerith 
and Powers, are practically indispensable where statistical information in 
considerable volume is required. With these machines, it is possible to 
compile, at small expense, many useful statistics, cost of which would be 
prohibitive if otherwise prepared. These outfits consist of three machines, 
card punch, sorter, and tabulator. The information to be classified is keyed 
numerically. Corresponding numbers are punched in specially prepared 
ecards. After the cards have been punched, the sorting and tabulating 
machines, operated electrically, take off totals under any desired heads. 

A duplicating machine of some kind should be included in the equipment 
of practically every office, however small. These machines may be divided 
into three groups: gelatine, stencil, and typesetting. The gelatine machines 
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are especially useful for reports and interdepartmental circulars where not 
more than about 35 copies are required and for making copies of orders 
where the papers needed for factory and office records, bills of lading, etc., 
are too numerous to be made with carbons. 

For circular letters and other matter requiring more copies, stencil and 
typesetting machines turn out very good work at a low cost. Where the 
appearance of the work is important and a close imitation of typewriting 
is desired, typesetting machines give best results. Appearance of work 
done on stencil machines is not as neat and does not resemble typewriting 
as closely but a stencil can be made in less time than is required to set up 
type and, if carefully filed, can be used repeatedly, while type must be 
knocked down after each job has been run off. 

Electric typewriters that operate by use of perforated paper rolls on the 
same principle as player pianos are preferred for some kinds of circularizing, 
for the reason that they permit the insertion, at any desired points, of special 
paragraphs, names, dates, or other references, thus giving a touch of in- 
dividuality to the letters. 

If the volume of mail is at all large, machines for opening letters and for 
sealing and stamping envelopes should be installed. These machines are 
made in various styles to meet requirements of either large or small offices. 
Small, hand-operated machines either seal or stamp approximately 3,000 
envelopes per hour, while larger machines operated by electricity count, 
seal, and stamp from 7,000 to 15,000 per hour. 

Addressing machines are used extensively where circularizing is done from 
lists that are more or less permanent, also for pay-rolls, pay envelopes, time 
cards, etc. ; 

Office managers should subscribe to periodicals having to do with office 
equipment; they should keep office equipment catalogues up to date, and 
membership in organizations dealing with office management should be 
maintained in order to keep in touch with all phases of office practice. 


LIGHT AND VENTILATION.—Good natural light is better than any 
artificial illumination. Lighting systems are direct, semidirect, or indirect. 
Direct lighting systems throw the light directly from the lamp to the working 
surface. In indirect systems, the lamps are concealed from view by opaque 
hemispheres that throw the light against walls and ceilings from which it 
is reflected into the room. In the case of semidirect lighting, the hemi- 
spheres permit part of the light to pass through, the remainder being reflected 
from the walls and ceilings. 

Hither indirect or semidirect are better than direct systems. Indirect 
lighting is usually considered best, but as it requires much more current 
than semidirect systems, the latter are more frequently used. Wattage re- 
quired to properly light a given area depends upon distance lights and re- 
flecting surfaces are from working surfaces and amount of light that passes 
directly through the bowls or hemispheres of lighting fixtures. Most elec- 
tric light companies are able and willing to supply data regarding equipment 
needed. Proper color for ceilings and walls and light-colored furniture 
improve working light. Light yellow is usually recommended for ceilings 
and upper parts of walls, a somewhat darker shade being used for the lower 
part of walls. If possible, use of individual desk lights should be avoided. 

Without a plentiful supply of fresh air, it is impossible for an office force 
to do its best work. Drafts are as bad as insufficient circulation. Where, 
on account of outside noises or dust, it is impracticable to open windows, 
where partitions prevent proper circulation, or where, for any reason, ade- 
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quate supply of fresh air cannot otherwise be obtained, mechanical ven- 
tilating systems should be installed. 

Light and ventilation materially affect office output ana should be thor- 
oughly studied by office managers. Where unsatisfactory conditions are 
found, competent engineers should be employed to recommend changes of 
equipment. 

HANDLING OF MAIL.—Incoming mail must be opened, sorted, and 
distributed. Outgoing mail must be collected, enclosed, sealed, stamped, 
and delivered to the post-office. 

If desks are cleaned up each day as they should be, the day’s work cannot 
be started satisfactorily until the morning mail has been distributed. Sign- 
ing of outgoing letters will be continued up to the closing hour. To meet 
these conditions, the mail department staff should be divided into two 
shifts. The first shift should be at work at least an hour before the regular 
opening time and should have the first distribution completed when the 
office force arrives. The second shift remains on the job until all outgoing 
mail has been dispatched. Hours of work can be equalized by adjusting 
quitting time of the first shift and starting time of the second to harmonize 
with the irregular time of opening and closing necessary in this department. 
To handle the peak load occurring morning and evening, extra clerks may 
be drawn from the other departments for a short time and returned to their 
regular work when the rush hour has passed. In many offices mailing and 
filing departments are combined, which takes care of this feature satisfac- 
torily. 

It is usually better to send to the post-office in the morning for the first 
batch of mail rather than depend upon the mail carrier for delivery. 

Opening and sorting mail involves handling a large number of pieces 
and unless the work is reduced to an orderly routine, a great deal of time 
will be lost. This department offers an especially good field for time and 
motion studies. Each operation should be analyzed and a systematic plan 
of procedure developed. 

The following outline indicates in a general way methods used in an 
office receiving from 1,000 to 2,000 letters daily. Systems vary, of course, 
with the quantity and kind of mail received. For example, if numerous cash 
remittances are received with orders, the plan for handling that feature will 
have to be elaborated. Other variations are necessary to meet varying 
conditions of different offices. 

Distinctive envelopes should be used for branch office and salesmen’s 
letters, and such letters should always indicate the department for which 
they are intended. These letters should first be sorted out, opened, time- 
stamped, and delivered without reading. Personals must also be eliminated 
and either delivered or readdressed to employees’ homes, depending upon 
the policy of the house. 

As envelopes come from the opening machine, cut along one side, each 
clerk takes about 20; arranges them in a stack, face up; rips one end of 
envelopes with a paper knife to facilitate removal of contents; withdraws 
letters; and discards envelopes if writer’s address is given in letters, other- 
wise envelopes are pinned to letters. When stack has all been opened, 
letters are time-stamped, enclosures are noted and attached; letters received 
with cash remittances are sent to the cashier with remittances attached. 
It is not good practice to send letters with remittances to another depart- 
ment without getting in return some form of receipt, as later the depart- 
ment might claim it has never received a certain remittance, and the mail- 
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room has no way of showing that it was received by the department to 
which it was sent. A good method is to list these remittance letters, showing 
the date received, amount, form of remittance (whether money order, check, 
or cash), and have the whole signed by the person receiving the mail. Other 
letters are passed to the reader who indicates the departments to which 
they are to be sent and passes them on to the sorting table where they are 
placed in appropriate compartments of the classification rack and delivered 
at regular intervals. 

The mail reader should be familiar with the activities of the different 
departments and should have a list of departments and persons to whom 
mail is to be sent, with a concise description of the kind of mail handled by 
each. The departments should be given a number so that the whole name 
of the department does not have to be written across a piece of mail, par- 
ticularly a small piece. Each marker should have different colored crayons 
so that wrong marking can be traced. 

Assembling racks for outgoing mail should contain divisions for branch 
offices, salesmen, and active correspondents. By accumulating mail in this 
rack during the day and one large envelope for each address, a considerable 
saving of envelopes and postage is effected. Use of distinctive letterheads 
for branch office and salesmen’s correspondence simplifies the work of classi- 
fication. 

There should be a system of re-reading, to insure mail being correctly sent 
out. 

Stamping and sealing should be done mechanically. Folding machines 
are used where the volume of mail is very large but this is an operation 
that can be performed very rapidly by hand. The speed of folding and en- 
closing by hand varies from 200 per hour using ordinary envelopes, to 500 
or more per hour where window envelopes are used and it is not necessary to 
compare addresses. 

Window envelopes are usually considered unsatisfactory for general cor- 
respondence. They should be used for invoices and statements and for 
some kinds of circular letters, such as quotations sent regularly to jobbers 
and dealers where the appearance of envelopes and irregular folding of en- 
closures does not detract from the effectiveness of the communications. 

A time table of departing mail trains should be posted in this department 
and arrangements made to get mail to the post-office in time to make proper 
connections. If necessary, important letters should be sent to the post- 
office by special messenger. 

Weighing scales and schedules of postage and parcel post rates should 
be provided and the head of the department held responsible for economical 
use of postage. 

Handling of telegrams should be assigned to a responsible clerk who 
should time-stamp and deliver them personally to the individuals for whom 
they are intended or in their absence to persons attending to their duties. 


INTERDEPARTMENTAL COMMUNICATION.—Information and in- 
structions passed between departments should be put in writing. Verbal 
instructions are a fruitful source of misunderstanding. A special form should 
be provided for pencil memoranda and used instead of miscellaneous pieces 
of scratch paper in cases where formal typewritten letters are not necessary. 

An efficient messenger service should be insisted upon. This should 
include a regular schedule of collections and deliveries and special messengers 
for urgent matters that cannot wait for the regular service. In large offices, 
basket carriers and pneumatic tubes can be used to advantage, 
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Regularity is essential. Messengers’ trips should be governed by a definite 
time table, carefully worked out and rigidly adhered to, so that the time 
required in transit from one point to another can be known and depended 
upon. Frequency of trips must be arranged to suit individual requirements 
of different offices and may vary from one to four per hour. Buzzers for 
calling special messengers should be provided where their use can be justi- 
fied. If the regular service is all that it should be, the need for special mes- 
sengers will usually be very limited. When the boy makes his last call a 
red card or some other symbol should be used to indicate that the boy has 
made his last call; otherwise important mail might lay there until the 
morning. 

It should seldom be necessary for employees to leave their desks to secure 
or deliver papers. Employees should be encouraged to use telephones and 
office mail instead of making personal trips. An office in which clerks are 
continually moving about is not working at its highest efficiency. 

Desks should be equipped with baskets having compartments for incoming 
and for outgoing mail and, if necessary, third compartments for papers to 
be returned to the files. Mail bags or other carrying devices used by mes- 
sengers should have corresponding compartments to facilitate sorting. 
Special envelopes should be provided for enclosing important and confidential 
papers. At convenient points, sorting stations should be established, at 
which messengers can have use of desks or tables for arranging material for 
delivery on their routes or for forwarding to other parts of the office. 

Messengers are usually youthful and inclined to be irresponsible. They 
should be in charge of a head office boy or mailing department head. Close 
supervision is necessary to secure maintenance of schedules and to prevent 
delay at sorting stations and carrier terminals. 

Telephones should be installed wherever needed. Where only a few 
employees need to make outside calls, interior systems are used with switch- 
board connections only for those who need exterior phones. If a great 
many outside calls are made, all office phones should be connected with the 
switchboard. Advantages of interior telephones are that connections are 
made without assistance from the switchboard operator, leaving her free 
to devote her entire attention to outside calls; exterior phones are not busy 
with office matters when important outside calls are received; and control 
of the practice of making personal calls is simplified. 

Telautographs are electrically operated mechanisms for transmitting 
autographic records. Words written at one point are reproduced instan- 
taneously on one or more receiving machines located in other departments 
or in other buildings. They are useful for interdepartmental messages, for 
announcing visitors, ete. 


FILING.—While some authorities advocate absolute centralization of the 
filing function, it is doubtful if that ideal has ever been attained in any but 
very small businesses. There are certain kinds of records, of interest only 
to departments in which they originate, that are usually kept separate from 
the central files. For example, the credit file, containing reports and other 
credit information, is usually maintained by the credit department; em- 
ployees’ personal record files are kept in the employment department, etc. 

The rule should be that the filing department is to handle all material 
to be filed, exceptions being made only where it can be demonstrated that, 
better results will be obtained by allowing other departments to have con- 
trol of certain special files. 


To establish a central filing department, it is not necessary that all rec-' 
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ords be assembled in one place, but that they be under the control of one 
central authority. Files in charge of an experienced and competent file 
clerk can be kept in better order and at much less expense than departmental 
files operated by ‘comparatively inexperienced and unsupervised employees. 
A well-trained file clerk will, in a given time, handle nearly twice as many 
papers as a person who has not had specialized training in this work. 

Another argument in favor of centralized filing departments is that all 
papers pertaining to a correspondent or subject are brought together in 
one place where they are available for use by any member of the organ- 
ization, whereas with departmental files, locating a particular paper may be 
a difficult matter requiring search in several departments. 

The success of the filing department depends upon its ability to produce 
promptiy any desired paper or record. This is possible only if the papers 
or records are turned over to the filing department as soon as they are ready 
to be filed and not held in desk drawers or baskets. The head of this depart- 
ment should have authority to demand material that properly belongs in 
the files. 

It is also necessary that the filing department, having obtained posses- 
sion of material, store it in such a way that it can be instantly located, 
and maintain control of it by keeping a record of all withdrawals. The 
record to be kept depends somewhat on existing conditions. In some cases 
“out cards,’ on which are noted name of persons taking papers and dates 
of removal, are sufficient. In other cases and for important papers, it may 
be advisable to use cards or slips printed as receipts to be signed by persons 
receiving papers. 

Nothing should be taken from files by others than members of the filing 
department, excepting that if papers are needed outside of office hours, when 
no representative of the filing department is present, they may be taken. 
In such cases a record of papers taken should be turned over to the head 
of the filing department as soon as practicable. Under no circumstances 
should papers be returned to files by persons not employed in the filing de- 
partment. 

To reduce as much as possible the inconvenience of not having all files of 
a department immediately at hand and to overcome the tendency of employ- 
ees, especially executives, to hold on their desks, material that they expect 
to need in the near future but which should meanwhile be placed in the 
files, a regular and dependable system of communication must be maintained. 
Whether this is operated entirely by messengers or partly by mechanical 
carriers depends upon conditions. The important point is to promote con- 
fidence in the certainty of prompt service. With this feature working prop- 
erly, it will soon become apparent to all concerned that it is easier to depend 
upon the filing department than to hold papers even for a short time. It is 
important to select a folder of lasting quality, as it will mean a great outlay 
of expense sometime in the future if a paper is used which will dry and 
crumble with age. 

Location of this department should be such that the least possible time in 
transit is required for papers sent to any point in the office. Importance of 
prompt service cannot be overemphasized. Time lost waiting for papers 
from files is usually that of higher paid employees and executives. 

Cabinets should be placed on 3 or 33 sides of a rectangular space, with 
file clerks’ desks, sorting trays, etc., in the center. 

This department should be in charge of a person who has made a study of 
filing systems and who thoroughly understands the work. Girls are more 
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successful as file clerks than men, being naturally better adapted for the 
patient concentration on routine necessary to accurate filing. 


FILING SYSTEMS.—In recent years, filing methods, designed to in- 
crease accuracy and save labor, have been developed in considerable variety. 
For the purposes of ordinary businesses they may be considered under six 
heads as follows: 


1. Alphabetic, which places papers in dictionary arrangement behind 
guides tabbed with subdivisions of the alphabet. 

2. Numeric, which assigns to each correspondent or subject a number 
that is recorded in an alphabetic index, papers being stored in 
numeric sequence. 

3. Alphabetic-numeric, a system intended to combine the easy filing 
of numeric with the quick finding incident to alphabetic methods. 

4. Geographic, which divides the file into sections territorially with 
divisions and subdivisions for states, sales territories, towns, etc. 
Arrangement of divisions and of matter within divisions is usually 
alphabetic. 

5. Chronologic, or arrangements by dates. Seldom used except for 
tickler files. 

6. Subject, which classifies material by- subjects instead of by cor- 


respondents’ names. Arrangement may be either alphabetic or 
numeric. 


As different kinds of material require different filing methods, the first 
step in organizing a filing department is a careful survey to determine, first, 
what is to be filed and, second, how it will be asked for—by what name or 
title, by whom, and how frequently. It is also necessary to decide what is 
to be put in the general files and what special files are needed. The amount 
of material to be handled should be estimated and provision made for future 
expansion. 

An examination of papers and records in the current files and records of 
quantities handled during a short period helps to furnish answers to these 
questions. 

Guides and folders should be selected carefully. Valuable information 
regarding styles best suited for the work in hand can be obtained by studying 
filing equipment catalogues. 

The alphabetic method should be used as much as possible. It is simplest 
and easiest to operate; requires no separate index; involves no decisions 
as to subjects; and for general correspondence and many other matters, 
gives as satisfactory results as more complicated and expensive systems. 

Vouchers, contracts, orders, etc., are usually filed numerically and that 
method may be suited for correspondence in some cases where numerous 
cross-references are necessary. 

Geographic division of files is useful for certain card records such as sales 
statistics and for correspondence with branch offices, jobbers, and salesmen. 

Every office should have a tickler system, located in the central filing 
department. This is a section of the files equipped with guides for months 
and 31 numbered guides for the days of the current month. Papers that 
should be referred to and memoranda that should have attention on a cer- 
tain date are sent to the file, marked to indicate the dates on which their 
return is desired. These papers are filed under dates indicated and each 
morning those requiring attention that day are distributed. This system 
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helps to keep desks cleared and to prevent important matters being over- 
looked. 

Subject filing, in business offices, is usually confined to information or 
data files. The value of files of this kind is not generally appreciated. By 
accumulating valuable papers referring to the current history of the enter- 
prise, clippings from trade papers, books and pamphlets, etc., on subjects 
connected with the business, it is possible to develop a reference library that 
can be of inestimable value in working out the new problems that are con- 
stantly being met. 

Numeric arrangement is best for this file and, in order to keep related 
subjects together in the file, primary, secondary, and tertiary divisions are 
required. This is known as the decimal system of numbering. Numbers 
for divisions are built up on the same principle as account numbers for a 
ledger classification. 

The following, taken from “Office Administration” by J. William Schulze, 
illustrates the method of numbering as well as the form of classification that 
a ‘“‘data”’ file may take: 

10. ADMINISTRATION 
Minutes of executives’ meetings, large general reports and plans, 
relations with employees, etc. 

20. Propuctrion 
Specification of goods, patents, studies of machinery, tests of 
quality. 

30. SELLING 
Sales plans and dates of all kinds, new markets, salesman’s man- 
agement. 

40. ADVERTISING 
Plans, campaigns, results, testimonials, suggested copy, mediums 
to be used. 

50. Fixus of all publications and printed matter of the firm 

60. FINANCE AND ACCOUNTING 

90. CompErTiTIvVE Goops 
All available information on competitors and their output. 

Main numbers 70 and 80 have not yet been needed and are left vacant. 


The subdivisions of the sales division are shown below: 
30. Sales in General 
30. 1 Sales policies, plans, and important memos 
30. 2 Retail vs. jobbing business (including retail extension) 
30. 3 Price schedules 
(Established schedules, discussions of and actual schedules. 
A copy of any changes must be sent to these files. Includes 
also repair price schedules. ) 
31. Sales Department, Organization, System, and Equipment 
31. 1 Charts and functions 
31. 2 Minutes of sales department conferences 
31. 3 Salesmen’s report card system 


32. Marketing Plans and Special Campaigns 
32. 1 Special contracts (for sale of goods) 
32. 2 Special campaigns 
(All special campaigns, including descriptions, data and 
copies of all advertisements used in connection with them.) 
32. 3 Export development 
32. 4 Scheme development 
33. Salesmen’s Management 
33. 1 Employing and training salesmen 
33. 11 Qualifications and selection 
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33. 12 Preliminary training 

33. 13 Sales conventions 

33. 14 Special reading courses and study 

33. 18 Compensation 

33. 2 Formulation of house policy for salesmen 
33. 3 Sales supervision 


TRANSFERRING.—Current files should be cleared at regular intervals 
by transferring their contents to storage files. Correspondence, orders, and 
legal documents are usually kept in current files 6 months or 1 year, in semi- 
active files until the end of the 2nd year and in storage until the time for 
bringing suits, as governed by the statute of limitations, has expired. Orders 
and paid invoices are destroyed after 2 or 3 years. Interdepartmental 
memoranda have little value after 1 year. Other files such as credit records 
and data files are being constantly renewed and are, of course, kept indefi- 
nitely. . : 


BUSINESS CORRESPONDENCE.—The modern business. enterprise 
maintains its outside contacts, largely, by means of written communications. 
The esteem in which it is held by its customers and its business contempo- 
raries is, to a considerable extent, dependent upon the quality of the letters 
it writes. 

There are many difficulties in the way of securing uniformly high stand- 
ards for correspondence. They cannot be maintained in an office in which 
there is no active supervision of the correspondence function, and anyone 
whose work requires correspondence is allowed to dictate letters. 

Managers who recognize the value of well-written letters and who realize 
that some specialization is necessary if letters written on company letter- 
heads are to fairly represent standards and ideals of the house, usually either 
establish correspondence departments to handle all office correspondence ‘or 
assign the duty of writing letters to one or more persons in each department. 

A central correspondence department having a staff of trained corre- 
spondents in charge of an expert insures an output of letters, satisfactory 
in composition and mechanical makeup, but this department is seriously 
handicapped by the fact that it must gather its information from depart- 
ments in which transactions originate and that it cannot have an intimate 
knowledge of the details of all matters regarding which letters are written, 
with the result that letters, perfect from an artistic standpoint, may be 
inaccurate and incomplete. 

This department has the advantage of the broad viewpoint of the whole 
business rather than the narrow departmental viewpoint. It will handle 
matters impartially without making unwarranted attempts to defend the 
action of another department, but a great deal of time is spent investigating 


matters already clear to someone in another department who could write — 


the letter in less time than is required to make the situation clear to cor- 
respondents. Jomplete separation of a department from responsibility of 
handling its correspondence results in a lack of understanding and appre- 
ciation by the department of some features of: its work. 


Centralized correspondence departments are suitable for some offices but | 


in most cases the plan of having correspondents in each department gives 


better results if departmental correspondents are carefully chosen, thoroughly — 


trained, and properly supervised. They should be responsible to their 
department head for proper performance of their duties and, in a general 
way, under the direction of the correspondence supervisor who assists de- 
partment heads by training correspondents and handling difficult corre- 


Sec. 19} THE MODERN OFFICE 971 


spondence problems and who is responsible for keeping the quality of the 
correspondence up to standards set by the house. 

Ability to write good business letters may, in some cases, be natural but 
it is more often acquired. When vacancies occur, it is not always possible 
to find applicants having the necessary experience and training, and if the 
work is not to suffer, some form of instruction must be provided. Depart- 
ment heads have so many other things to attend to that they are not able 
to give a great deal of time to this problem. They are apt to assume that, 
so long as no complaints are received, their correspondence is being handled 
in a satisfactory manner. Many department heads are themselves unable 
to write good letters and do not appreciate the importance of this subject. 

The correspondence supervisor, devoting all of his time to this matter, 
is in a much better position than department heads to formulate a corre- 
spondence policy and to give training necessary to have it carried out. He 
should receive copies of all or some of the letters written, criticize the work 
of correspondents, and give instruction and advice where needed. He should 
also carry on a continuous campaign for better letters. This usually takes 
the form of bulletins, sent to departmental and branch office correspondents, 
containing correspondence problems to be worked out, comments on the 
work being done, suggestions for handling difficult situations, etc. 


CORRESPONDENCE MANUAL.—Form letters and form paragraphs are 
used to cut down the cost of dictation. For some kinds of work, such as 
answering complaints and inquiries and handling collections, they give 
satisfactory results if used with discretion. These forms, being the result 
of careful study, are often better than personal dictation which is almost 
certain to become more or less mechanical and stereotyped where the same 
subjects are treated day after day. Paragraphs are more flexible than com- 
plete letters but skilful handling is necessary to avoid the appearance of 
patching. Several paragraphs from the manual may be combined or one 
or more incorporated with dictation to make up a complete letter. 

The correspondence manual contains copies of all form letters and para- 
graphs in use, indexed for ready reference, and numbered so that dictators 
need only indicate numbers required. In cases where no dictation is neces- 
sary, letters are sent to the stenographic department with manual slips or 
marginal notes giving the necessary information. 

Constant revision is necessary to keep the manual up to date. New 
developments will suggest methods of treatment. A customer who gets 
the same letter a number of times will not be favorably impressed. The 
correspondence manager has charge of the manual and suggestions for new 
letters to be included are submitted to him for approval. He sees that 
manual letters are used where appropriate and that they are not used by 
careless dictators in cases where personal dictation is required. 

Modern business letters resemble telegrams in that they are concise treat- 
ments of single subjects in which there is no place for unnecessary words, 
stereotyped phrases, or rambling generalities; but efforts to be brief and to 
the point should not be carried so far as to give the impression of abruptness 
or lack of courtesy, nor should attempts to secure novelty and originality 
of expression be so forced as to result in the bizarre. Oddity and eccen- 
tricity are apt to be as fatal as the use of hackneyed and stereotyped expres- 
sions. 

Elimination of conventional introduction and conclusion is not considered 
good form in external correspondence. They should be omitted from inter- 
departmental letters. 
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Mechanical forms of letters should follow standards thai usage has pre- 
scribed as correct, as exemplified by the letters of leading merchants and 
bankers. Letterheads should be dignified and conservative. They may be 
printed, engraved, or lithographed. Black on white paper is usually best, 
although slight variations are sometimes permissible. Bright colors or 
more than one color should not be used. The head should occupy no more 
space than is needed for symmetrical arrangement; not more than 1/5th 
of the page. It should not contain illustrative pictures or advertisements, 
nor should it be continued. all around the margins of the letters as a series 
of fancy designs or a list of articles manufactured or sold. Name, address, 
and business of the concern is all that is necessary. Names of members of 
the firm or of officers of the corporation, with telephone number and cable 
address, may be added. Nothing unessential should be included. 

Typewriting done in black or blue-black makes the best appearance. 
The use of purple is sanctioned because of its usefulness in copying. Where 
letterheads are some other color than black, typewriter ribbons to match 
may be used. 

Arrangement of date lines, salutations, paragraph indentations, etc., 
should be conventional and should be standardized so that letters have a 
uniform appearance. 

For ordinary correspondence, envelopes should be standard size, about 
63x 34in. The sender’s return address should be placed in the upper left- 
hand corner. Like letterheads, envelopes should be free from any attempt to 
use them as advertising mediums. 


STENOGRAPHIC WORK.—The greater part of the stenographic and 
typewriting work should be done in a central department. Centralization 
equalizes work, facilitates adoption of standards of quality and style, and 
makes possible inspection and supervision without which a uniformly high 
grade of work cannot be obtained. 

The stenographic force can be adjusted to the amount of work to be done 
more readily in a central department than where this work is done through- 
out the various departments. The central department can better utilize 
spare time by duplicating form letters, ete., and by doing various related 
“fill-in jobs” that can be saved up for slack times. 

Executives who handle work that is confidential, or who need the services 
of stenographers to assist them in other ways, should have individual stenog- 
raphers. There may also be certain jobs of typing that can be better per- 
formed under the supervision of the department head for whom the work 
is done. These are merely exceptions to the rule that best results are ob- 
tained by drawing this activity into central departments. 


Where the stenographic method is used—that is, dictation is given direct | 


to stenographers who take it down in shorthand—correspondents, when they 


are ready to dictate, notify the head of the stenographic department who | 


assigns stenographers to take their work. The head of the department should 
have a schedule, showing at all times the amount of unfinished work each 
stenographer has on hand, to avoid loading up some of them with more 
work than can be completed during the day. 

The phonographic system is, in many ways, superior to the shorthand 
method. Correspondents dictate to machines that record their words on 
wax cylinders. When filled, cylinders are sent to the transcription depart- 
ment where they are placed on reproducing machines that operate at any 
speed desired by typists. 

With this system, the time of one, instead of two, is used for dictation; none 
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of the correspondent’s time is lost waiting for stenographers, and the necessity 
of preparing a number of letters before commencing dictation is eliminated 
as letters may be dictated from time to time during the day as the necessary 
information is obtained. 

Correspondents who have become accustomed to the shorthand method 
sometimes object to using machines and for some kinds of dictation it is 
undoubtedly more difficult. Technical descriptions and special instructions 
are not so easily made clear to operators. In some cases the shorthand 
method may be preferred, but for ordinary routine correspondence, machines 
give entire satisfaction and save time for both dictators and typists. 

Stenotypes are machines for taking down dictation by a system of letter 
combinations. They are more rapid and accurate than shorthand and 
have the added advantage that notes taken by one operator can be trans- 
eribed by another. 

It is the duty of the stenographic department to turn out perfect letters. 
Careful dictation is as necessary as skilful transcription. The work should 
be governed by written rules, stating definitely what the operators are re- 
sponsible for and what must be done by dictators. 

Within the stenographic department a great deal can be done to increase 
and improve the output by proper arrangement of the work. Machines 
should be standardized so that operators can change readily from one ma- 
chine to another. Different employees should, as much as possible, become 
specialists in the different features of the department’s activities. Arrange- 
ment of stationery is an important matter. Racks having compartments 
for the different sizes and kinds of stationery used and with shelves sloping 
backward so that one sheet can be readily withdrawn at a time, and copy- 
holders to keep material being copied in position to be easily read, help to 
speed up the work. 


Selection and Training of Office Employees 


IMPORTANCE OF CAREFUL SELECTION.—The cost of replacing an 
office employee is difficult to determine but it is probably conservative to 
estimate it as one month’s salary for the position being filled. It includes 
not only cost of training and at least part of salary paid during time spent 
in training but also other less definite costs, caused by delays and errors due 
to unfamiliarity with the work, which disturb orderly procedure and may 
result in serious loss of good-will. 

It is becoming the accepted practice to hire new employees only for the 
lower grades of work and to fill vacancies in more advanced grades by pro- 
motions. This plan, with occasional infusion of new blood in some of the 
higher positions, is undoubtedly the best. Time is required to gain the 
understanding of a business necessary for the intelligent performance of 
even the simplest tasks. An office force made up largely of workers who 
have grown up with the organization and who by long association have 
acquired an intimate knowledge of it, performs the maximum of accurate 
and intelligent work with the minimum of supervision. 

This does not mean that an employee should be kept on the pay-roll after 
his unfitness has been demonstrated, merely because some time and money 
have been spent upon his training. Mistakes will of course be made and, 
when recognized, no time should be lost in eliminating incompetent or 
undesirable employees. They act as a drag on the efficient and loyal workers 
and slow up the whole organization. The question of salary should not be 
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given too much importance. Incompetents and malcontents are expensive 
at any price. The point to be emphasized is that the greatest care should 
be used in hiring junior clerks so that persons having the necessary quali- 
fications are available for promotion when vacancies occur. 

An office that has the reputation for maintaining high standards of char- 
acter and ability for its employees attracts desirable applicants who are 
eager to become associated with a progressive organization. 


SECURING APPLICATIONS.—Some applications are received from per- 
sons who write to or call at the office in search of employment, and in other 
cases contact with applicants is made through friends, business acquaint- 
ances, and employees; but ordinarily most applications are obtained through 
employment agencies or are received in response to newspaper or trade maga- 
zine advertisements. 

If employment agencies, located in town or in nearby cities, are reliable 
and of a type to attract high-grade applicants, the employment manager 
can save time by making use of them. Agencies should be instructed as 
to general requirements and should recommend only persons who, after a 
preliminary examination, appear to be suitable. This relieves the employ- 
ment manager of the work of weeding out the obviously unfit. 

Objections to the use of employment agencies, sometimes heard, on the 
ground of expense to the employee, are not valid. The person seeking 
employment is a gainer if, by paying a reasonable fee, he can reduce materially 
the time required to find a job. Honestly and intelligently conducted em- 
ployment agencies perform an efficient service. Such connections should 
be made with care and only after investigating, to some extent, the char- 
acter of the management as well as methods used and the type of people 
attracted by the agencies in question. 

If newspaper advertising is depended upon, some thought should be 
given to the wording of advertisements. An advertisement reading “ Wanted: 
bookkeeper; salary $18’ does not draw replies from as high-grade appli- 
cants as one designed to appeal somewhat to the imagination. A _ brief 
statement regarding policies of the house and opportunities for advance- 
ment and a request that details of qualifications be given in replies should 
usually be included. The editorial policy of the newspaper used should 
also be considered. Different papers are read by different classes of people: 

If sufficient time is available, and it is desired to interview all applicants, 
the firm name may be given in advertisements. Otherwise, some of the 
best letters are selected and the writers requested to call for interviews. 


METHODS OF SELECTION.—Before the process of selection can begin, 
it is necessary that the employment manager have a clear idea of the quali- 
fications required. In a small office he is able to carry that information 
mentally, but in larger offices some form of record is necessary. The work 
done in the office should be analyzed and a record made of the qualifications - 
necessary or desirable for each class. This record should contain a brief 
description of each kind of work, and the education, training, experience, 
etc., considered necessary for its proper performance should be listed in | 
sufficient detail to give a good idea of the type of person needed. 

In addition to this detailed list, the office manager or employment manager 
will formulate standards for general qualifications, applying to all employees. 
These standards, whether or not they are formally set down in writing, 
cover such matters as health, appearance, mental ability, education and 
general knowledge, ambition, loyalty, enthusiasm, reliability, energy, initia- 
tive, persistence, etc. 
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To find the right man for the right job is the work of the employment 
manager. He brings to this task whatever he has of knowledge and experi- 
ence and usually a vast confidence in himself as a reader of character and a 
Judge of ability. It cannot be denied that a skilful and experienced inter- 
viewer often does attain considerable success in choosing efficient employees, 
but it is generally admitted that the percentage of mistakes is distressingly high 
and that any system that seems likely to ower it is worthy of consideration. 

To assist the employment manager in making selections, various systems 
of classifying the physical and mental characteristics of human beings and 
determining their fitness for certain kinds of work have been devised. Of 
the so-called scientific methods, the ones most widely known may be grouped 
under two heads: character analysis and psychological tests. The first as 
usually practiced is described as ‘‘character analysis of the observational 
method.” It is based on the alleged principle that human bodies vary in 
certain definite ways and that variations of character follow, and may be 
interpreted from, the bodily variations. The accuracy and reliability of 
this method is not generally admitted by business men. It is expensive to 
conduct, requiring considerable time and the services of experts, and it is not 
considered practicable for the average business. 

The second group, which depends upon psychological and mental alert- 
ness tests, seems to have a better claim to recognition, at least where a 
large number of applicants are to be examined, and it is impossible to give 
each a careful interview. Psychologists do not claim that these tests are 
infallible. They do claim that by their use it is possible to classify men 
and women into three broad groups, viz., those of superior intelligence, those 
of average intelligence, and those of inferior intelligence. 

Many employment managers make some use of these tests, and while 
they are still in the experimental stage and absolute dependence should not 
be placed upon them, it is undoubtedly true that they are useful in grading 
applicants if properly used and if results are properly interpreted. This 
subject. is one with which the employment manager should be familiar. 

In addition to the general intelligence tests referred to above, it is pos- 
sible, in many cases, to make concrete tests of the applicant's ability in the 
field for which he is being considered. Bookkeepers may be given problems 
that will bring out their knowledge of the subject. Correspondents may be 
asked to write letters based on certain stated conditions. Stenographers 
may be given dictation and their ability judged by comparing the speed 
and accuracy with which notes are written and transcribed with predeter- 
mined standards, ete. Comparative ability of different applicants can be 
judged more accurately if tests are so arranged that results can be reduced 
to definite ratings. 

Application blanks are used in most large offices. They vary widely in 
form, being designed by each employment manager to draw out the in- 
formation that he considers essential. The detail required on the appli-~ 
cation. blank depends on methods used. If an interviewer’s report is also 
secured and tests or examinations are conducted, the application blank need 
not be as elaborate as would otherwise be desirable. The application blank 
and record of interview shown in Forms 5 and 6 were adopted, after con- 
siderable discussion, by the Office Managers section of the Manufacturers 
Club of Minneapolis, Minn. These blanks are intended to cover all essen- 
tial points without going into unnecessary detail, and in this respect are 
probably representative of the medium type, being neither exceptionally 
brief nor very elaborate. 
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THE IDEAL MANUFACTURING CO. OF MINNEAPOLIS 
Application for Employment 


MaterohBirth ait cata ohtowe le Place! of Birthee saya cmvetsts ec totet dec nee hemnedes 


Are you a citizen of the United tates ecstasy wig aes eis eae paceman ial 


What church. do:you attend?..6......0 00 srg e sneer chew ts Bets yet pre eb Ese oe 


Do you live with your parents?.......... Give name and address of parent or 


MIGATES HITE ative Natal Tere NA clctelede oa aot blata oMtader ofa 8) Saat AM aele ess gl Aw sopnshaibis elm Geena 


Do you own the house in which you Live? . . sie:e<ac0.c.0 0:9) = 210 « o10)0) 210 00 ohaiapeiecmneinl anes 
Have you any income other than your salary?.. 0.0.1... eee eee eee tee reece ences 
Can you secure fidelity bonds? (We pay COSt) Aanntttle =) ftwreraer tate premio or 
Give a brief description of your schooling...... es eral Nett doth SNL rs 


EMPLOYMENT RECORD 
Beginning with your present position, give the information called for below: 


Date i 
Position Under Reason for 


Firm Name Held Whom Salary Leaving 


Give names and addresses of three persons with whom we can communicate regard- 


Trig VOUS LAS ata See eles oP AOE cele oe ed eet Ue te cacy blatant Nat cola ope enters ORO oat acne 


Form 5. Employment Application Blank 
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| THE IDEAL MANUFACTURING CO. OF MINNEAPOLIS 


Record of Interview 


INarine* OLA pplicaantemt rie bitte s Serer tee cic real tiara eae ee oie lain coisas 


INGABOSS. RY. DEL. AANA TR ables AST el HOO ReEAE ND ke 6 ole ehs « HOMELERIE ER ob 


Wiouldiyou like toassociate with the applicant?.....0 6 caeenle ele cs ts a eens oe 


Wrould-you personally employ the applicant?ii.2 0 .5...s.s.ssereoreerereccnce ‘oe 


Form 6. Record of Interview with Applicant for Position 
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References of accepted applicants should be carefully investigated. This 
is usually done by mail. Open letters addressed to ‘‘To whom it may con- 
cern’’ have very little value. 

All work incident to securing new employees should be done by, or under 
the supervision of, one person. In small offices this is attended to by the 
office manager. Larger offices have employment or personnel departments. 
Requests for help are made to this department, which selects applicants 


considered suitable and refers them, for final approval, to the department — 
head requiring help. Promotions and transfers should also be controlled | 
by the employment department. Centralization of the employment func- | 
tion facilitates standardization of employment policies. Experience ac- | 


quired and records accumulated by this department are valuable aids in 
improving methods of securing and handling employees. 


EMPLOYMENT DEPARTMENT RECORDS.—To facilitate and im- 


prove the work of this department, to insure justice being done in matterg | 


of promotions, salary increases, etc., and to secure for each employee place-~ 


ment at work for which he is best suited and at which he has greatest op7 — 


portunity for improvement, some records are necessary and some system 
of maintaining contact with employees and obtaining data regarding their 
performances is required. 

These records need not be elaborate. In addition to the information givep 
in applications and obtained by investigating references, they should con- 
tain, for each employee, records of assignment, transfers, salary changes, 
attendance, and the information obtained from periodic progress reports 
furnished by department heads. They should provide a basis for statistics 
of labor turnover, resignations and dismissals and the reasons therefor, 


absences and their cause, average length of service, average salary paid, aml — 


other matters reflecting the success or failure of the firm’s employment 
policies. 

Most essential records can be kept in an ordinary correspondence file 
with a folder for each employee. Into the folders are put application blanks, 
interviewer’s reports, correspondence with references, etc. Also authoriza- 
tions of salary changes, transfer records, progress reports, and any other 
papers pertaining to employees’ records that it is desired to keep. When 
an employee leaves, the resignation or dismissal notice is filed and the folder 


is transferred. For more convenient reference, this information may be — 


summarized on cards ruled to provide spaces for the data required. Summary — 


of attendance may also be shown on these cards. 
In order to make reports required by the U. S. Treasury Department for 


income tax purposes, it is necessary to make a record of salary payments. | 


Card files or small loose-leaf ledgers should be used. For convenience in 


posting, cards or ledger pages should have spaces for each pay-day in the > 


year, with dates printed or multigraphed so that it is necessary only to write 
the amounts. 

Attendance records are usually kept separately. 8x5 cards having the 
months of the year printed in the left-hand margin, and 31 vertical col- 


umns for days of the month are suitable for this purpose. Spaces may also | 
be provided for carrying forward summaries of previous years’ records. — 


If a bonus is paid for regular attendance, these cards should include space 
for record of bonus payments. 

The progress reports referred to above should be made by department 
heads at intervals of 6 months or a year, for each employee. The form should 
contain blanks for rating, as, excellent, good, fair, cr poor, on reliability, 
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accuracy, speed, aptitude, initiative, ambition, energy, personality, etc. 
Reports should include brief statements, by the department heads, as to 
the character and ability of employees. Definite values should be assigned 
to each item so that the combined ratings indicated on a report can be 
expressed as a quantity for comparison with other reports. This enables 
the employment manager to keep in touch with work being done by em- 
ployees. When reasonable progress is not indicated, investigation should 
be made to determine reasons for poor showing and, if possible, to remove 
them. 


TRAINING OFFICE EMPLOYEES.—In offices that do not make use 
of any definite method of instruction, new employees are usually turned 
over, with perhaps a few general instructions from department heads, to 
older clerks who have had experience in the work. If the older employees 
are inclined to be helpful, they devote what time they can spare, from their 
regular duties, for a few days, to training new employees who must depend 
largely upon their own observation and resourcefulness to acquire knowledge 

of the business and information regarding the work they are doing. 

This lack of method is usually the most expensive method that could be 
employed. Under such conditions, time required by new employees to 
become expert at the work assigned is much longer than where adequate 
instruction is given. Each new employee develops his fhdividual system for 
handling details which results in as many systems as there are clerks doing 
the work. Time lost and mistakes made, due to lack of proper training, 
cost more than expense of providing some effective means of instruction. 

Having decided that, inasmuch as clerks cannot be hired ready-trained, 
it is better to train employees than to allow them to train themselves at 
the expense of the office, the amount of educational work to be attempted 
and methods to be used should be considered. 


METHODS OF TRAINING.—Some large offices have organized school 
departments in charge of trained instructors. These departments conduct 
courses covering the various kinds of clerical work and are used not only 
for training new employees but also for giving more advanced instruction 
to older employees where necessary for their promotion. As much as pos- 
sible of the student’s time in the classroom is spent on actual office work, 
so that it is not altogether an extra expense. In some cases the work from 
a certain section of the territory is done in the school department. 

This method is useful in very large offices in which the volume of work 
is subject to seasonal fluctuations, necessitating periodical employment of 
large numbers of new clerks, but for the ordinary business it is considered 
too elaborate. In other large institutions, the work of the school depart- 
ment, instead of being done in classrooms, is carried on throughout the 
office. New employees begin their regular work at once but do it with the 
assistance and direction of a staff of instructors. 

For the average office, the use of a carefully prepared office manual is 
the most practical method of giving new employees a good general idea of 
the business as well as detailed instructions regarding the work to which 
they are assigned. This method has many advantages. Written instruc- 
tions may »e read at leisure and referred to as often as necessary until thor- 
oughly understood. As conditions change, the manual is revised so that 
employees always have before them authoritative information concerning 
details of their work and its connection with, and relation to, work done 
by other members of their departments and by other departments. Inves- 
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tigations should be made occasionally to ascertain whether instructions given 
in the manual are being carried out and employees should be examined from 
time to time as to their knowledge of its provisions. 

Employees should be encouraged to take advantage of opportunities to 
improve their general education. In all large cities, there are night schools 
in which academic work, interrupted by the necessity of going to work, may 
be continued or special business subjects may be studied. Where such 
schools are not available, some of the many correspondence courses should 
be recommended. 

New employees who have had no experience in office work are given 
simple tasks at first and when it is necessary to fill advanced positions from 
outside the organization, persons selected have some technical knowledge 


of the work for which they are hired. In either case the office manual gives | 
necessary detailed instructions for performing the work assigned and also | 


general information regarding the business and methods and systems in 


use that enable intelligent and ambitious employees to prepare themselves | 
for larger responsibilities. , 


5 


THE OFFICE MANUAL.—A complete manual usually contains four sec- 
tions: 


1. Office rule bgok 

2. Policy book 

3. Departmental standard practice instructions 
4. Individual instruction sheets or desk cards 


A brief history of the origin and development of the concern is usually 
given in either the rule book or the policy book. If the policy book is in- 
tended for general distribution, it seems to be the logical place for the his- 
torical section. If the policy book is for use only by departments that come 
into direct contact with the public, the history should be included in the 
rule book. 

The history contains the things employees ought to know about the busi- 
ness; its founders; the goods it makes or sells, and their uses. It may also _ 
contain descriptions of improvements in methods of production and dis- 
tribution in that particular line. It should furnish employees authoritative 
information on these subjects, enabling them to answer questions intelli- 
gently on features of the business that are of general interest and encourage 
them to take pride in their association with it. 

Some manuals also include a section on organization. This section is 
for use of executives only and describes the duties and responsibilities of 
each executive. It is useful in straightening out the lines of authority. It 
should follow the organization chart, taking up in turn each officer and de- 
partment head, and describing in detail the matters for which he is respon- | 
sible and over which he has control. 

The rule book contains rules governing personal conduct and the use 
of office facilities, applicable to all office employees. It usually includes 
an introduction explaining that rules are necessary to secure harmonious | 
functioning of any organization. This introduction should not be an apology | 
for rules. It should point out that rules are made for the mutual benefit — 
of all concerned and should convey the impression that their observance 
will be insisted upon. | 

This section covers such matters as office hours, registering time, tardi- 
ness and absences, overtime, vacations and holidays, salary payments, | 
ehanges of address, visitors, personal mail, telephone usage, personal tele-— 
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phone calls, subscriptions, standards for desk arrangement, use of messenger 
service, ordering office supplies, use of files, deportment, etc. 

Policies, or general regulations, as they are sometimes called, are the 
rulings of the management upon the manner in which the business is to be 
conducted. It contains the broad general policies laid down for the guidance 
of executives, and also definite policies applicable. to specific cases based on 
decisions made from time to time. This provides subordinates with an 
authoritative basis on which to handle difficult situations that arise in their 
daily work and relieves executives of the necessity of deciding the same things 
over and over. Policy books are especially valuable to concerns having 
branch offices where much of the firm’s business is carried on at a distance 
from the controlling home office. 

Compilation of rule books and policy books presents no serious difficulties. 
Tt is usually necessary to codify only rules and policies already in effect but 
not previously put into writing. 6 

Preparation of standard practice instructions is a much more formidable 
undertaking and one not to be attempted by a novice. Satisfactory results 
will not be attained unless the work is done or supervised by someone who 
thoroughly understands underlying principles and has an intimate knowledge 
of the details of office routine. 

While department heads are usually not fitted for the task of writing 
standard practice instructions for their departments, they should be ex- 
pected to assist by offering suggestions and criticisms and after instructions 
are completed, and should be responsible for keeping them up to date and 
in operation. Successful manuals are usually the result of many revisions. 

This section may be a loose-leaf book supplied department heads for the use 
of their entire departments, or it may be made up of individual instruction 
sheets for the clerks, a collection of which with a chart of the department’s 
organization and a comprehensive description of its processes and of their 
connection with work done in other departments, makes up the depart- 
ment head’s set. It should be indexed for ready reference and the system 
of numbering pages should permit inserting new material without disar- 
ranging page numbers outside of sections in which changes are made. The 
decimal system of numbering is usually recommended. Hach position de- 
scribed in this section should be identified by a number corresponding to the 
number shown on the organization chart, which should be displayed some- 
where in the office so that employees can locate their positions on the chart 
and thereby obtain a better understanding of the relation of their work to 
the business as a whole. 

This section is used as a textbook for instruction of new employees and 
as a source of information for deciding disputes and answering questions 
regarding office routine. It facilitates establishment of standard methods; 
enables the management to keep more closely in touch with the details 
of office activities than would otherwise be possible, and eliminates depend- 
ence on memories of employees, who may leave, for information necessary 
to carry forward routine operations. It should be sufficiently detailed to 
give all the information necessary to carry on the work in the approved 
manner, but the information should be presented as concisely as possible. 

The completed manual should be in charge of one person to whom sug- 
gestions for changes or additions are submitted and who works with de- 
partment heads to keep it up to date. 

Some authorities who advocate making time and motion studies, include 
in standard practice instructions, detailed directions for the location of 
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papers on desks and for the motions to be made in performing each opera- 
tion; but while the plan is undoubtedly good in theory, serious difficulties 
are encountered in making practical application of it to many kinds of office 
work. 

Following is an excerpt from standard practice instructions in use by the 
Pillsbury Flour Mills Co. covering work done by branch office invoicing 
departments. It illustrates the usual method of writing instructions where 
time or motion studies are not attempted. It has been used for a number of 
years and has proved to be adequate. 


Branch Office Invoicing 


ImMpoRTANCE or: The invoice sheets, F—530 and the group of forms that make up the 
billing set, are the foundation on which all of our stock records and customers’ accounts 
are based. Accuracy and neatness are, therefore, of the first importance and speed is 
a secondary consideration. The carbon copies must be legible. Never strike over a 
figure or letter. If a wrong key is struck, or an incorrect word or amount typed, X out the 
entire item and rewrite. 

Wuen Maver: Whenever possible, invoices should be made before the goods are delivered. 
When this is impracticable, as on rush orders phoned in or where the customer calls at the 
warehouse, the receipt may be taken on F-135 or F—246 and invoice made from this receipt 
or from F-258—A. 

NumBeErInG: All orders from which invoices are to be made must be identified by order 
or invoice number and final invoice show same number. Where delivery instructions are 
phoned to the warehouse, such instructions must include order or invoice number. Use 
invoice numbers when possible. Invoice clerks can readily give next available number. 
Where salesmen order goods out on F-651, a separate consecutive series of numbers should 
be used for each stock so that a missing order can be easily located. 

Mane From: Invoicing is done from the copy of F—258 turned in by the salesmen or 
¥—-258- A which is used for telephone orders received at the office and as a memorandum for 
deliveries on bookings. On orders already delivered, the invoice can be written up from 
F-135 or F-246. On outside stocks where goods are ordered out by salesmen on F-651. 
the invoice for office record is made from that form. The invoice number should be written 
on the order which is then filed numerically under the invoice number. 

Recorp Papers Mave: 


Yellow—Ledger sheet 

White —Customer’s invoice 

Pink —Salesmen’s duplicate invoice (if 
wanted marked ‘‘Statement”’ 
same form as green) 

Green —Statement 

Pink —Warehouse order and receipt 

White —Delivery receipt 


On C.O.D. or draft items, the green statement goes to the cashier for his check against 
C.O.D. and draft returns. 

SEPARATION OF WAREHOUSES: When deliveries from more than one warehouse are in- 
voiced on a page, F-530, make a separation between each warehouse by spacing several 
lines and writing the name or number of the warehouse on F-530 above the invoices de- 
livered from it. 

Cotumn Heanpines: The first two columns under the headings ‘‘ Bookings” and ‘‘Im- 
mediates’’ are for the use of the accounting department. 

Under “Date Sale’’ enter the number and date of the*booking record (F—383) on which 
the invoice applies. On invoices of Petty Sales, write the word ‘“‘petty”’ in this column. 
Use “Order Number” column only where delivery instructions carry order instead of 
invoice number, but be sure to use it in such cases. The next column is headed invoice 
number. Always be careful to avoid skipping or duplicating a number. 

In the date column should be put, as nearly as possible, the actual date on which the 
goods are delivered. Credit invoices canceling deliveries not accomplished, show date of 
original charge but a new invoice number. If goods have been delivered and receipted for 
and later returned, credit should show date of such return. 


Sec. 19] OFFICE EMPLOYEES 983 


It is very important that the customer’s name be correct as to spelling and initials and 
that the address be correct, street numbers are always preferable. Names and addresses 
incorrectly written cause much delay and annoyance. Doubtful names and addresses 
should always be verified in the directory or the credit, file. Use full firm or corporate 
name for partnerships and corporations. Use both trade name and proprietor’s name where 
business is conducted under trade name (not incorporated). Always invoice in the name 
in which booking is made. Do not book in the name of firm or corporation and invoice in 
the name of an individual or official member of the firm or corporation. 

In the blank column to the right of the name and address put the classification as per 
General Regulation No. 41. 

The number of packages and the weight per package are entered in the next two columns. 

In the column headed ‘“‘ Kind”’ put the letters, Pa., Ct., Jt., Pa. B., Ct.-B., or Wd. to 
indicate paper, cotton jute, paper baled, cotton baled, wood. For specialties use cont. 
or case. 

In the next column enter the brand as P. Best—4.X Pat.—BB. Pat.—H. Bran, Cereal, ete. 

The price per barrel, ton, or container is entered in the Price column. On invoices 
having only one item the amount column is not used, the extension being carried directly 
to the total column. 

If there is more than one item on an invoice put the extensions in the amount column 
and the total in the total column. Where there are deductions or additions for discount, 
handling charges, etc., total the extensions in the amount column and under this put the 
amount to be added or deducted and carry the final total to the total column so that there 
will be only one amount in the total column for each invoice, and that amount will be the 
total of the invoice. 

RETURNS AND CANCELLATIONS: Returns, cancellations, ete., are billed in the same way 
using a red ribbon and red carbon. 

The reason for or explanation of all credit invoices should be stated. Where an invoice 
is being canceled the number of the original invoice should be included in the explanation, 
also the original date of booking. 

RECHECKING: It is essential that form 530 be proven before any copies of billing set have 
left the office, and incorrect invoices so discovered should be ruled out entirely and rebilled. 
If an invoice has been made incorrectly and error is not found in proving F—530, or if any 
copies of invoice set have left the office, cancel the entire invoice and rebill. This is very 
important. 

Proor or Form 530—Invoice Sipe: The number of barrels for each invoice is entered 
in the column so headed. Always use the decimal equivalent of fractions of a barrel and 
carry out to three places if used in making extensions. To arrive at the basing price used in 
making the extensions, add the package differential to, or deduct it from, the invoice price. 
Extend into the “‘Amount”’ column. Feed and all other items (except specialties for the 
handling of which see below) on which a differential does not apply are entered for the same 
amount as on the invoice. 

The ‘Basis Price” for invoices carrying any per barrel deductions or additions, such as 
discounts, cartage charges, etc., should be the basis price, including such deductions or 
additions. Add the ‘‘Number of Barrels,” the ‘““Amount” and the “Total Invoice” 
columns. 

Warernouse Sinn: In order that pages may be proved as soon as filled without waiting 
for further billing, make proof on back of the copy of F—530 going to Minneapolis, and take 
copy on back of previous Branch Office sheet. Enter the number of packages from each 
invoice. Write in the proper package headings where they are not printed. Make a 
separate section for each warehouse and total the packages for each section. Reduce these 
packages to barrels; write the number of barrels in each column under the package total 
and cross-foot. 

Make a grand total of packages for all warehouses at the bottom of the page. Reduce 
these packages to barrels and cross-foot. The final total will equal the total of the “‘ Number 
of Barrels” column on the invoice side. Multiply the total barrels for each package by 
the differential for that package and foot. Multiply the total number of containers at 
each net price of each specialty by the net price per container and foot. Add these two 
amounts and the amount thus secured should equal the difference between the total invoice 
column and the amount of the proof. The figures necessary to the above proof should 
appear on the sheet where such proof is made. See General Regulations No. 20 and No. 70. 
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Disposition or Paprrs: The yellow ledger sheet is turned over to the bookkeeper after 
F—530 has been proven. 

Whenever possible to do so, deliver the white invoice enclosed in transo envelope to 
the customer with the goods. (Attach to order given to truckman or warehouseman.) 
Warehouseman takes truckman’s receipt on pink warehouse order or F—135 or 246, or on 
loading slip showing recap with number and assortment of each order. Truckman takes 
customer’s receipt on white copy or F—135 or 246. Warehouseman or delivery men retain 
the custody of customer’s receipts for deliveries made by them as.a proof of delivery. 


Business Departments of a Modern Office 


1. PURCHASES AND STORES.—This department is treated fully in an- 
other section and is referred to here only to give an idea of its relation to 
the general organization. 

One of the first requisites of a manufacturing enterprise is a supply of 
raw material. Material must be purchased, received and stored, and issued 
to the factory as required. In some organizations all of these functions 
are combined in a purchase and stores department. In other cases respon- 
sibility is divided between a purchase department and a stores department: 
Where two departments are maintained, it is, of course, necessary that they 
work together but this plan is considered preferable, at least from the ac- 
countant’s point of view. 

By having purchases and stores handled by separate departments, the 
auditor is able to obtain reports from independent sources and to arrange 
his system of internal audit so that one department acts as a check upon 
the other. As amounts involved are large and opportunities for loss or fraud 
are considerable, the question of adequate internal audit is very important. 

All purchases should be made by the purchasing department. This de- 
partment studies markets and market conditions and keeps in touch with 
development of new materials and new types of equipment. It develops 
records and compiles information that enables the purchasing function to 
be carried on efficiently. 

After goods have been counted, weighed, measured, or otherwise accounted 
for by the receiving department, they are turned over to the stores depart- 
ment where, after entry is made in perpetual inventory records, they are 
stored until required for use, when they are issued upon requisition. The 
storekeeper makes such records and reports as are required by purchasing 
and accounting departments and is responsible for having on hand all ma- 
terial received and not covered by properly authorized requisitions. Stores 
entrusted to the care of the storekeeper should be recorded and accounted 
for as carefully as money in the hands of the cashier. 

The purchasing department buys only when it receives properly authorized 
purchase requisitions. These requisitions originate in departments requir- 
ing material or are made by the storekeeper when stocks fall below estab- 
lished minimum amounts and should be approved by the manager or other 
officer of the company; but it should not be necessary for the manager to 
approve each individual requisition for goods to complete approved sched- 
ules of production or to keep stocks of regular supplies above approved 
minimums. Approval of production schedules and inventory standards 
should act as authorization to make necessary purchases on requisitions from 
the departments needing material. This relieves the manager of the detail 
of approving every purchase requisition an leaves him more time for con- 
sideration of requisitions for special purchases not covered by the excep= 
tions mentioned above. 
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Purchase requisitions should be prepared in detail by persons familiar 
with requirements as to kinds, quantities, dimensions, delivery dates, etc., 
giving the purchasing department an opportunity to devote all of its time 
to buying material and securing delivery as needed. The judgment of this 
department as to quantities to be purchased, etc., is valuable but it should 
not have authority to reduce quantities or to delay purchase of material 
requisitioned without the approval of the requisitioner, nor to anticipate re- 
quirements by purchasing goods not requisitioned without special authority 
of the management. 


2. TRAFFIC.—Although organization of separate departments to attend to 
traffic matters has become general only in comparatively recent years, traffic 
management is now recognized as a distinct branch of business organiza- 
tion. The functions of this department were, and in some cases still are, 
handled by other sections of the organization. 

Tariffs, regulations, and rulings issued by various transportation com- 
panies are constantly increasing in number and complexity, new volumes 
being filed daily. There are also: more than 20,000 different classifications 
of goods. Intricacies surrounding traffic problems have become so numerous 
and varied that to the uninitiated they seem a hopeless tangle. A remark 
made by Judge Landis of the United States District Court at Chicago illus- 
trates this point: ‘‘The publications involved in the proceedings were so 
ambiguous and so technically phrased as to be clearly beyond the compre- 
hension of the layman and to necessitate the services of experts to determine 
the effect of their phrasing and the opinions of these experts were not always 
in accord.” 

Reliance upon railroad employees for routing and classification, and leaving 
the auditing of freight charges in the hands of clerks who have not special- 
ized in this work, may result in serious loss. It has frequently been found 
that a traffic expert, by better routing of shipments, detection of errors 
and overcharges, and by securing more economical classification, often made 
possible by slight changes in methods of packing or in description of goods, 
saves. more than enough to pay all expenses of maintaining this department. 
Traffic departments, which have to deal only with a limited number of 
commodities shipped to or from a comparatively limited number of points, 
soon become better authorities than railroad rate clerks on rates and classi- 
fications applying to products shipped by their firms. 

The traffic department has charge of all outside transportation, inbound 
and outbound; furnishes instructions for packing and loading; is responsible 
for securing lowest rates and best service; verifies all transportation expense 
bills; and files claims for overcharge, loss, or damage. It expedites move- 
ment of shipments urgently needed or delayed in transit and, if necessary, 
handles claims for customers. It furnishes the purchasing department with 
rates and estimates of time required in transit from various possible sources of 
supply, and the sales departments with rates needed for fixing delivered prices. 


TARIFF FILES.—Transportation companies are usually willing to supply 
tariffs needed by bona fide shippers. A good way to build up a file is to have 
the freight agent indicate tariff authorities on expense bills or shipping receipts 
for inbound and outbound shipments. Copies are then requested from agents, 
associations, or committees by whom they are issued. Requests should give 
I.C.C. numbers and tariff numbers, if known, as well as classes of traffic 
covered, and should also ask that supplements and reissues be forwarded as 


issued. 
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Loose-leaf binders are usually recommended for filing tariffs, although there 
are various types of special cabinets and racks made for this purpose. Binders 
should be labeled to show tariffs contained therein and numbers of the shelves 
on which they are to be filed. i { ; 

In filing tariffs it is customary to divide them into two groups: (1) those 
issued by railroads for their own account, and (2) those issued by agents, 
associations, and committees. These main groups may be subdivided on 
any convenient basis. Classification used by the Interstate Commerce 
Commission is as follows: : 


1. Class-rate tariffs, which name only class rates and are so indicated on 
their title page. j 

2. Class and commodity tariffs, which in addition to class rates, contain 
rates on specific or general commodities. 

3. General commodity tariffs, which contain rates on commodities 
which are too numerous to mention or indicate on the title page 
of the publication. 

4. Specific commodity tariffs, which apply on one commodity or on a 
group of commodities that may be readily designated in a brief 
description, such as brick and brick products, iron and steel, iron 
and steel articles, and coal and coke. 

5. Miscellaneous schedules, which govern special services, such as 
weighing, refrigerating, milling in transit, storage in transit, switch- 
ing, demurrage, general rules, classification and exceptions. 


Publications are arranged alphabetically within these subdivisions by roads 
and associations. Superseded issues should be taken out of the working file 
but should not be destroyed, as it is sometimes necessary to go back several 
years to support claims or check corrected expense bills. ; 

A card index for record of rates to points to or from which shipments are 
frequently moved prevents waste of time in repeatedly looking up the same 
rates and refiguring combination rates, and enables clerks not having expert 
knowledge of rates to check expense bills. 


BILLS OF LADING.—There are two kinds of bills of lading, “straight” 
and ‘“‘order.”’ Order bills of lading are negotiable, are drawn to the shipper’s 
order, and consignees, to secure goods, must present the bill of lading indorsed 
by the shipper. They are used when it is desired to secure payment for goods 
before delivery is made and are usually forwarded to consignee’s bank attached 
to draft. Straight bills of lading are not negotiable and are made out to the 
names of consignees. 

Bills of lading are contracts between carriers and shippers and also receipts 
for goods shipped. Blank forms are supplied by carriers, but most large 
shippers use their own forms which are printed to register with other office 
records so that the greater part of the information called for may be filled in, 
by use of duplicating machines, from the same impression that makes records 
for packing, shipping, billing departments, ete. This method effects con- 
siderable saving of time and avoids the possibility of mistakes being made 
in copying. They are usually made in triplicate, consisting of “original,” 
““memorandum,” and ‘‘shipping order.’’ The original is for the consignee, 
the memorandum is retained by the freight agent and the shipping order is 
held by the shipper. A fourth copy, “duplicate,” is also sometimes used. 

It is important that bills of lading be carefully prepared. Shipper’s and 
consignee’s names should be shown in full; complete routing should be given; 
actual gross weights should be stated; description of freight should be accurate 
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and complete, should be given in terms used in traffic classifications, and 
should agree with markings of packages. 


TRACING FREIGHT SHIPMENTS.—Tracers are communications ad- 
dressed to agents of transportation companies, stating that certain ship- 
ments have not been delivered and requesting that an investigation be made 
to locate and, if possible, to expedite delivery of the goods, and that results 
of the investigation be reported. Printed forms, on postcards, with suitable 
blanks for filling in necessary data, are an economy where considerable 
tracing is done. Tracers should contain all available data, including date of 
shipment and description of goods. They should not be started until there is 
evidence of undue delay. ‘Tracing clerks should know railroad routes, 
junction points, schedules of package car service, points of break, and the 
normal time required in transit. They should keep in touch with traffic 
conditions so that in case of accident or congestion they will understand 
causes of delays. Unnecessary, promiscuous tracing is a waste of time, 
places an undue burden upon the carriers and tends to detract from the effec- 
tiveness of bona fide tracers. 

When information is urgently needed or it is desired to check railroad 
service, shippers sometimes do their own tracing instead of addressing freight 
agents at points of shipment. Waybill numbers (secured from railroad bill 
clerks) with car numbers and descriptions of shipments are sent, by wire or 
mail, to junction agents, with request for reports as to whether the shipments 
in question have been handled. In the case of L.C.L. shipments these 
requests should also give reference to trains in which shipments were for- 
warded. This information can be secured from the yard master’s office or 
from freight agent. . 

Proper marking of each package included in L.C.L. shipments helps to 
insure prompt handling and to minimize the opportunities for shipments to 
be delayed or lost in transit. Tracer files should be carefully watched so 
that claims for loss may be filed within the time limit set by the Interstate 
Commerce Commission. 


CHECKING EXPENSE BILLS.—The principal items to be considered in 
auditing transportation expense bills are weights, rates, and extensions. 
Weights should be checked with bills of lading. Where charges are based on 
minimum weights, the record of ‘‘cars ordered”’ should be consulted. If 
carrier furnished cars larger than those ordered or if shipments were trans- 
ferred to larger cars en route, charges should be computed on the basis of size 
of car ordered, provided shipment could have been loaded therein. 

In computing rates, descriptions of articles and size and kind of packages 
or containers, method of packing, etc., must be taken into consideration. 
Description includes class or commodity name, material composing article, 
purpose or use of article (finished, unfinished, raw, damaged or scrap), tariff 
classification, and value of article. Careful choice of terms used in describing 
goods on bills of lading is often necessary in order to secure lowest possible 
rates. Railroads charge the highest rates warranted by descriptions given 
on bills of lading, and use of a specific designation sometimes brings an article 
into a class taking lower rates. Shipments moving from one classification 
territory into another should be packed and described with a view to securing 
lowest rates in both classifications. Shipments take different rates according 
to method of packing, that is, whether set up or knocked down, boxed, 
crated or bundled, nested or unnested, etc. 

Routing should be checked. If routes specified by shippers are not 
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followed, carriers are liable for any additional expense. Where routes are 
not designated by the shipper, it is the duty of carriers to use cheapest routes. 
Switching and drayage charges should be verified, as these services are some- 
times included in rates. 

An important point is to guard against making duplicate payments. 
This can be done satisfactorily only by tying up freight payments with records 
of goods shipped and received, and, while it is an auditing department 
function, it may properly be mentioned here. For inbound shipments, 
receiving report numbers should be entered on expense bills, and pro numbers 
of expense bills should be noted on receiving department records. 

Some large shippers who make a practice of prepaying freight on outbound 
shipments enter all such shipments in book records having columns for date, — 
shipper’s number, car number and initials, loading point, destination, com- 
modity, rate, amount, amount paid, date paid, and voucher number. The 
three last columns are posted from paid expense bills, the other columns 
from bills of lading on which rates have been entered by the rate clerk. This 
provides for an independent computation of amounts due and weights shown 
in this record are reconciled with billing records. 

To guard against the tendency of routine workers to take things for granted, 
some concerns have printed forms on which are entered data covering both 
inbound and outbound shipments and on which independent calculations 
of freight charges are made. When completed, the forms are compared 
with expense bills. , 

It is usually possible, by giving bonds, to arrange with railroads for at 
least 48 hours’ time in which to audit expense bills and thereby have errors’ 
corrected before payment is made. When mistakes are discovered after 
bills are paid, claims for overcharges are filed. 


CLAIMS.—There are two kinds of claims: (1) loss and damage claims, 
and (2) overcharge claims. The Freight Claim Association has designed 
separate standard forms, approved by the Interstate Commerce Commission, 
for use in filing the two classes of claims, but many firms use their own forms 
for this purpose. These forms should be prepared in triplicate. A white 
sheet—original—is sent to the carrier, a yellow copy is filed with the copy 
of the letter of transmittal, and a pink copy is turned over to the accounting 
department as a basis for entry on the general books. 

The following documents should be presented with total loss claims: 


Itemized bill against carrier. 

Original bill of lading or, if not obtainable, a certified duplicate, 
accompanied by a statement as to why the original bill cannot be 
surrendered. 

Original paid freight bill. 

Certified copy of invoice. 

An affidavit of non-delivery of the shipment. 

If the last shipment has been traced, tracing papers should be attached 
to claim. . 


For damage claims, items 5 and 6 are not required. Claims for damage 
are more readily paid if apparent damage to packages or contents is noted on 
receipts signed by truckmen or, in the case of carload shipments, delivered to 
private sidings, if agent’s notations of damages are secured on expense bills. 

In the case of shipments received apparently complete and in good order 
but when unpacked are found to be short or damaged, additional affidavits to 
support claims for loss or damage are required, as follows: 


es 


SENS 
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1, Affidavit of shipper that shipment was properly packed and delivered 
to a stated cartman. 

2. Affidavit of cartman that shipment was delivered by him to the 
railroad agent in the same order and condition as when received 
by him. 

3. Statement of consignee regarding condition of shipment, discovery 
of damage, and notification made to delivery agent. 

4. Affidavit of consignee that goods were promptly unpacked and that 
articles in question were damaged or missing. 

5. Affidavit of consignee’s cartman that shipment was received by him 
at the delivery station at a’stated time and was delivered by him 
at a stated time and place in the same condition as when received. 
Also a statement as to his observation of apparent condition of 
shipment. 5 

6. Claimant’s damage statement. A form provided by carriers, to be 
filled in partly by shipper and partly by consignee. 


Overcharge claims should be supported by the following papers: 


1. Original paid freight bill. 

2. Certified copy of invoice if claim is based on weight or valuation or if 
shipment has been improperly described. 

3. Original bill of lading. 

4. Tariff authority for rate or classification claimed. 


Claims should be filed as promptly as possible. The legal time limit for 
filing loss and damage claims is 6 months after damaged shipments are re- 
ceived or after expiration of reasonable time for delivery. This time limit 
may be extended indefinitely by notice to carrier that a claim will be filed. 

Carriers are required by law to make a thorough investigation within a 
reasonable time after a claim has been filed and are not allowed to settle 
claims until investigation has been made. Payment of claims can usually 
be expedited by methodical follow-up, as carriers are apt to be slow in making 
settlement unless prompt handling is urged in a systematic manner. Claims 
should be numbered and the numbers referred to in correspondence with 
carriers. 


3. CREDITS AND COLLECTIONS.—Organization of, and methods used 
in, this department are treated in full elsewhere in the manual and this discus- 
sion is intended only to give an idea of the relation of the credit and col- 
lection department to the general organization. 

Extension of credit is an expression of confidence in the ability and inten- 
tion of debtors to make payment in accordance with the terms and conditions 
of their agreements. It is the duty of the credit department to estimate the 
risk connected with proposed credit extensions and to decide whether the 
advantages to be gained by entering into contemplated business relations 
are commensurate to the possibilities of loss involved and, having granted 
credit, to secure settlement in the manner and at the time agreed upon. 

The credit and collection manager derives his authority from, and performs 
his duties under, the supervision of the treasurer. Where collections are 
handled by separate departments, the collection manager is usually subordi- 
nate to, and under the direction of, the credit manager. 

The credit manager is responsible for placing proper limitation upon 
balances of customers’ accounts and for keeping the sales department advised 
as to the financial standing of customers. Before any sale is completed, the 
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customer’s credit should be approved by this department for the amount of 
the proposed sale. He is also expected to accelerate payment of overdue 
notes and accounts receivable and, when necessary, to place them with 
collection agencies or with attorneys for suit. At stated intervals he prepares 
lists of uncollectible accounts, with statements of the history of each and of 
efforts made to collect, for submission to the board of directors, which alone 
should have authority to order them written off the books. 

The credit department should work with the sales department to the end 
that both may profit by exchange of information and establishment of mutual 
understanding of problems incident to the work of each. The credit manager 
who is concerned only with keeping losses down to the lowest possible point 
may fail to serve the best interests of the business by overlooking opportu- 
nities for constructive sales promotion work. Salesmen who call on the trade 
can give valuable information regarding condition of their customers’ 
businesses, although their opinions on credit matters are usually lacking in 
conservatism and must be discounted by the credit man. 

Co-operation of the accounting department is also necessary. Information 
as to the condition of customers’ accounts should be available at all times. 
Statements of accounts that are past due or that have reached the eredit limit 
set, should be furnished as required. 


4. SALES MANAGEMENT.—A broad conception of the sphere of sales 
management comprehends not only supervision and direction of salesmen 
in the field, but also control of advertising and of sales promotion work. 
Advertising and sales promotion are parts of the sales function and a well- 
balanced plan for sales efforts must unify and co-ordinate these related 
activities, but the modern tendency toward specialization has resulted in 
establishment of separate advertising departments by most large concerns 
and, where the amount of sales promotion work attempted is extensive, it is 
also usually handled by separately organized departments. These separate 
departments are technical divisions of the sales organization and their efforts 
should be directed by a central authority. 

The relation of advertising to sales departments is a matter that often 
causes friction. The plan of having control of advertising vested in the 
sales manager is undoubtedly correct in theory. Practical application must 
depend upon capability of the sales manager, size of the concern, extent and 
methods of advertising, ete. The viewpoint and technical training required 
for success in the field of advertising is absolutely different from that necessary 
for successful management of salesmen and it is practically impossible for a 
man actively engaged in supervising salesmen also to keep up with the details 
of advertising work. Sales managers who control advertising should not 
attempt to supervise technical operation of advertising departments but 
should concern themselves only with broad policies. In some large sales 
organizations these departments are on a par, both being under the broad 
authority of a higher official who lays down general policies and settles all 
disputes arising between them. Where this arrangement can be effective, 
it is probably the best. ar 

Another point where friction frequently occurs is between sales and pro- 
duction departments. The factory insists that the sales department find a 
market for whatever it is equipped to produce, while the sales manager 
demands that production be adapted to meet his ideas of market conditions. 
Conflicts between these departments must be decided by a general manager 
who takes into account questions of cost, financial conditions, and other 
matters connected with the general management point of view. The sales 
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department must be given some authority over production. There is no 
profit in making what cannot be sold profitably. On the other hand, the 
sales manager should understand that factory equipment must be employed 
as continuously as possible and that it cannot be remodeled to meet all of the 
ideas of salesmen who imagine that something different would find a readier 
sale and who are usually inclined to cater unnecessarily to demands of various 
customers for variety of models and designs. 


USE OF STATISTICAL INFORMATION.—Modern methods of sales 
management depend largely upon use of statistics. Statistics, to the person 
who knows how to read them and who has imagination to see behind them, 
are pictures of conditions; signposts pointing out the probable trend of events. 
It has been said that statistics are no better than the men who make them, 
and it should be added that their usefulness is limited by the understanding 
of executives for whom they are made. The executive who is fond of quoting 
the phrase ‘‘lies, damn lies and statistics’’ is advertising his own inability to 
understand and make use of statistical information. 

Statistics are compiled to indicate results of past performances or possible 
future developments. For the purpose of sales control, sales records are 
usually analyzed to show: sales, classified by commodities to each customer 
for months or other suitable periods; periodical recapitulation of sales by 
salesmen’s territories and by branch office territories; also classified by com- 
modities; recapitulation of sales to show total sales of each commodity for 
corresponding periods. The unit used may be one of value or of quantity as 
best suits the needs of the business. Total selling expense, classified as may 
be desirable, and selling expense per unit should be shown in connection with 
sales statistics for each salesman and each branch office. 

These records are usually arranged to display results for the past month 
and for the year to date, with comparative figures for corresponding periods 
of the previous year. Without some basis for comparison, statistics of past 
results have little value. 

Information from which these statements are compiled is taken from orders 
or from delivery records. In some cases where the unit used is one of value 
and sales are not considered complete until delivery is made, the figures are 
taken periodically from the sales ledgers, but this source is seldom satisfactory 
because the information is ordinarily not up-to-date and most of the value of 
such information depends upon its being promptly available so that dangerous 
tendencies may be corrected at the earliest possible moment. It is usually 
necessary to copy sales orders to provide needed office records and with 
modern methods of making copies the expense of providing an extra copy for 
the statistical department is slight. 

In addition to the basic analysis of sales mentioned above, hick are useful 
for almost any sales organization, it is possible to compile many other statis- 
tical records and comparisons to satisfy the requirements of different situa- 
tions. Salesmen’s daily reports contain information which, if properly 
classified, is useful to sales, production, and credit departments, and there 
are many other sources of information open to the trained statistician. 

One of the first requisites for intelligent direction of sales efforts is reliable 
data regarding sales possibilities in the various sections of the territory. 
Estimates of possible sales, for an established business, are based partly on 
past performance and partly on calculations of buying capacity. New 
enterprises, having no special knowledge of market conditions as related to 
their product, must depend entirely upon census figures and other published 
statistics in forming estimates of possible sales volume. 
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A method commonly used to aid in establishing sales expectancies, is to 
list towns or counties and population and to set opposite each the amount of 
sales for the previous year. For staple products and for nearly all mer- 
chandise, per capita consumption is a dependable measure. The ratio of 
business to population is fairly constant. Many valuable statistics are 
based primarily upon comparison of possible per capita consumption with 
present rate of consumption. The nature of the business has an important 
bearing on this question. For example, a firm selling automobile accessories 
would use the total number of automobiles licensed in counties or states 
rather than population as a basis for development of consumption statistics. 
Characteristics of certain towns or localities that affect buying capacity of 
products under consideration are, of course, taken into account. Such 
estimates, although they can be only approximately correct, give the sales 
manager standards with which to compare results obtained. 


CONTROLLING SALESMEN FROM THE HOME OFFICE.— Extent 
of home office control and methods used to maintain the desired degree of 
control vary with different kinds of business and different types of sales 
organizations. For example, salesmen selling staple commodities to retail 
stores and making calls at regular intervals require different handting than 
specialty salesmen who are more dependent upon the home office for infor- 
mation. It is no longer customary to send salesmen out, relying on their own 
resources to find business where and as they can. It is becoming more and 
more the accepted practice to plan salesmen’s work for them; to know where 
they are, and in so far as is possible to know what they are doing each day; 
to set definite tasks; to furnish all possible aid and helpful information; and 
check results closely to determine whether home office instructions are being 


followed out. Territories are clearly defined and definite quotas are estab- 
lished. 


LAYING OUT TERRITORIES.—The governing factors in determining 
sizes and boundaries of salesmen’s territories are volume of possible business 
and transportation facilities. Salesmen should have only so much territory 
as they can work intensively and efficiently. Number of customers and 
prospects should be considered as well as frequency of calls. Logical travel 
routes should be followed in laying out salesmen’s territories so that they can 
be covered with the least possible mileage and in the shortest time consistent 
with systematic development of business possibilities. Counties are con- 
sidered more satisfactory than states as territorial limits. Small units allow 
more flexibility of arrangement and the county is the smallest unit for which 
census figures are available. 


SETTING QUOTAS.—Methods described above, for determining sales 
possibilities for the territory as a whole, may be used in establishing quotas 
for individual salesmen. The plan of giving salesmen definite marks at 
which to shoot is coming into general use. Salesmen who know how much 
business their territories are expected to produce and know that they are 
expected to secure it, have definite goals toward which to work, do better 
work, and are better satisfied than if left in uncertainty as to what is expected 
of them. Quotas should be reasonable—not impossible of attainment. 
As a general proposition it is better to fix amounts too low rather than too 
high. A salesman who is given a quota so large that there is no hope of 
selling it, is apt to become discouraged. A rule followed by some firms is to 
arrange quotas so that 80% of a salesman’s assignment is considered fair 
business for his territory. 
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PLANNING ROUTES.—Salesmen should be required to cover their 
territories in a systematic manner. Without a definite plan and some 
method of control, a great deal of time is lost and unnecessary expense incurred 
by salesmen crisscrossing and jumping from place to place in a haphazard 
manner. 

Map and tack systems are generally used to record routes. Strings 
attached to tacks show routes as planned. ‘Strings of different colors may be 
used to show actual movement and present location of salesmen. Very 
useful graphic records may be made of these maps by adding different 
colored tacks to indicate salesmen’s headquarters, customers, dealers, pros- 
pects, etc. 

The degree of control to be exercised depends upon the nature of the busi- 
ness. Where most calls are made on prospects developed by advertising 
and sales promotion departments, routes are sometimes scheduled at the 
home office in the same way that jobs are handled by a factory planning 
department, salesmen being given cards or slips describing calls to be made 
during the next few days. In some lines, where calls are not made regularly, 
it is customary to prepare the ground for salesmen by advising customers or 
prospects of impending calls and sending advertising literature or other 
matter a few days before salesmen’s visits are due. 

The most efficient routing having been determined, salesmen should be 
permitted to depart from established routes only for urgent reasons. Where it 
is practicable to do so, complete itineraries should be worked out with lists 
of calls to be made and reports checked carefully to see that salesmen are 
following home office instructions and not skipping towns to promote their 
personal comfort or spending undue time with favorite customers, thereby 
neglecting more difficult prospects. 


DAILY REPORTS.—The basis of home office control is salesmen’s daily 
reports: They should contain records of calls and results in sufficient detail 
to provide a good bird’s-eye view of what each salesman is doing and what 
conditions are being met in any part of the territory. 

In form these reports are made to suit the requirements of individual sales 
managers. Information usually called for includes: name of dealer; location 
—good, fair or poor; nature of business—retail or jobbing—city or country; 
condition of store and stock; display windows; advertising—kind and amount; 
appearance of clerks; competitive lines carried; average stock turnover; 
name of buyer and all available information regarding him; salesman’s 
name; date of interview; date next call should be made. 

Reports should be arranged so as to require the minimum of clerical work 
on the part of salesmen. Compilations to show number of calls per day or 
per town, number of orders, class of goods sold, average amount of orders, etc., 
should be made at the office and not required of salesmen. Such work can 
be done better and more economically by office employees. Salesmen are 
temperamentally unsuited for clerical work and to compel them to prepare 
long complicated reports dampens their enthusiasm and uses up energy 
that should be employed in securing business. Best results are obtained by 
making report blanks as simple as possible and insisting that they be filled 
out properly and completely. 


RECORDS OF CUSTOMERS AND PROSPECTS.— Prospect files are 
an important part of sales office records. They are usually kept in the form 
of card indexes, in some cases supplemented by envelope systems or cor- 
respondence files containing special reports, etc, Files are divided by states 
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and towns, with names! arranged alphabetically within the divisions. Cards 
should contain prospect’s name, address and business, list of competitive 
goods handled, buyeér’s name, salesman’s name or how secured if not reported 
by salesman, and any other pertinent information available. Space should 
be provided for record of correspondence, salesmen’s calls, catalogs and other 
advertising material sent, etc. ‘ 

Information for this record is taken from salesmen’s reports, from cores 
respondence, and from any other available sources. 

When a prospect becomes a customer, his card is transferred to the cus- 
tomers’ index and such additional information added as may be deemed 
necessary. Backs of cards are sometimes ruled to accommodate all data 
called for in salesmen’s reports. 


EXPENSE REPORTS.—AlIl well-managed firms have definite under- 
standings with their salesmen regarding what should be included in expense 
accounts and furnish standardized blanks for weekly, semimonthly or monthly 
reports. Latitude allowed salesmen in spending and accounting for money 
varies widely with different firms. The item of ‘‘entertainment expense” 
featured extensively by the older school of salesmen is being rapidly eliminated 
by modern ideas of sales management and closer accounting methods. Sales 
manuals should contain definite statements of policies as to expense accounts 
and detailed instructions for making up expense reports. 


BRANCH OFFICES.—Branches are established to make possible better 
services to customers and to facilitate control of salesmen. Branch managers 
are held responsible for results in their territories, but the extent to which 
they should be given a free hand in management and development of terri- 
tories assigned to them is apparently not agreed upon. It is, of course, 
understood that all instructions to salesmen should pass through the branch 
manager and that nothing should be done to weaken his authority. The 
sales manager should, nevertheless, take an active part in fixing salesmen’s 
territories and quotas, hiring and discharging salesmen, ete. He should 
receive the same reports from, and maintain the same records for, salesmen 
working under branch offices as for salesmen working directly out of the 
home office, duplicate reports and records being made for the branch manager. 

This plan of branch office organization makes the function of branch 
managers supervisory rather than managerial. It is suitable only for certain 
types of organizations. In other organizations branch managers are given 
full authority, the only requirement being that they produce satisfactory 
profits. 

To overcome the tendency of branches to get out of touch with home office 
policies and methods, it is usually necessary to employ a corps of traveling 
supervisors to advise and assist branch managers and to act as a connecting 
link between branch and home offices. 

Form 7 is a form for monthly reports of branch office operations. It shows 
results for the current month and for the year to date compared with similar 
periods of the previous year. 

Form 8 is a record of results obtained in individual salesmen’s territories. 
It is arranged to show 3 years’ figures on one 83x11 card. Amounts for 
each month are posted in black and accumulative totals for the year are 
entered, in the same spaces, in red ink, above the figures for months. The 
reverse of this card is used for a record of sales analyzed by commodities. 

The best method of rewarding salesmen is that which supplies the greatest 
incentive to persistent constructive work. Methods of paying salesmen are’ 
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(1) straight salary, (2) straight commission, (3) salary and commission. 
It is generally conceded that the first method is unsatisfactory in that the 
~ connection between income and results is too indirect to stimulate and sustain 
salesmen’s enthusiasm and efforts. The second plan is still more undesirable 
because commission salesmen, as a rule, think only of immediate commissions 
and neglect development work that is necessary from the standpoint of the 
house that expects to continue in business. 

The salary-and-commission method seeks to combine the desirable 
feature of the two others while eliminating the undesirable features. This 
plan is becoming generally accepted as the proper method of rewarding 
salesmen, but many firms hesitate to adopt it because of the difficulties met 
in determining the basis upon which commission should be paid. Various 
schemes have been developed for overcoming difficulties in the way of estab- 
lishing equitable methods of figuring commissions. The plan outlined 
below is recommended by many authorities and brings out the points that 
require attention. 

It is first necessary to know what the possibilities are in each territory, 
how much business a good salesman can secure. Quotas are then set. 
It is customary to fix quotas so that commissions are paid on sales above 80% 
of amounts set. A survey should then be made to determine the type of 
salesmen needed to represent the firm successfully in a constructive way and 
to discover the minimum such men need for living expenses, taking into 
account the cost of properly covering the territory. This minimum should 
be the salesman’s fixed salary and his compensation for obtaining 80% of his 
quota. 

Commission paid in addition to fixed salary may be based on volume or 
profits. A common method is to pay a certain percentage of sales in excess 
of the amount agreed on as covered by salary. Another plan is to make 
commissions dependent on profits in the salesman’s territory by paying a 
percentage of profits and disregarding the question of volume altogether 
as a basis for commissions. Some firms, in addition to salary and commis- 
sion, pay a bonus when quotas are attained. While most commission or 
quota schemes are based more or less upon arbitrary judgments, they can, 
by careful analysis of conditions, be made equitable, and it is of the utmost 
importance that there be no inequality or injustice in setting quotas or 
crediting sales. 

One of the chief advantages of the salary-and-commission plan is elimina- 
tion of argument over salary increases; quotas and basic salary having been 
agreed upon, reward depends entirely upon individual efforts and success. 
It is, of course, expected that sales in any territory will show a reasonable 
increase from year to year and quotas must be revised to conform to changed 
conditions. A system sometimes used to make these readjustments automatic 
provides that a salesman’s salary and commission for this year is his salary 
for the next year and that his total sales this year becomes the basic minimum 
for next year, the same rate of commission being paid for sales over and above 
that minimum. In normal times this system is a satisfactory solution of 
the problem of fixing salaries and quotas but there is the danger that in a 
“boom” year they will be pushed up so high that quotas cannot again be 
reached while salaries will continue on an inflated basis until revised by a 
drastic cut which will have a depressing effect on the organization. It is 
probably better to leave basic salaries at the amount originally fixed and to 
revise quotas in accordance with some equitable and well-understood plan. 

Contest plans and bonus schemes innumerable have been tried by one 
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concern and another for the purpose of stimulating salesmen to greater efforts, 
and in this connection it may be stated as a rule that systems that rely on, 
honorable mention in bulletins, house-organs, etc., or other methods of giving 
personal distinction, while sometimes the only prizes that it is advisable to 
use, are not as effective with high-grade salesmen as some form of pecuniary 
reward. 


TRAINING SALESMEN.— Modern standards of sales management require 
that each member of the selling organization be a trained salesman. To be 
well equipped for their work salesmen should have a thorough knowledge 
of the goods they are selling, should know how they are made, their uses and 
functions, points of superiority, and should be able to make a logical presen- 
tation of reasons for purchase. They should be familiar with house policies 
covering service, guaranty of quality, complaints, adjustments, credits, ete. 
In addition to specific knowledge of sales matters, and the principles of 
salesmanship, salesmen should be well grounded in general business princi- 
ples; should know something about organization, advertising, credits, record- 
keeping, psychology. 

There is undoubtedly some justification for the belief held by many sales 
managers that good salesmen are born, not made; but the supply of born 
salesmen falls far short of the demand, and as it is impossible to hire men 
completely trained to fit into the organization it is necessary to provide 
some special method of training. Much of the emotional writing that has 
been done in recent years in developing the theory that salesmanship is a 
matter of “pep” and ‘‘jazz,’’ has been thoroughly discredited, together 
with the courses of training intended to transform salesmen into combination 
psychologists and hypnotists. Complete formal schools of selling are advo- 
cated by some authorities and have been established by some department 
stores and large specialty marketing organizations. The fact that there are 
not more such schools is due to the prevailing opinion that they are too 
expensive and too difficult to operate, that it is not easy to get the right type 
of men to run them, and that salesmen, after having been trained, are apt to 
leave the organization for better-paid positions offered on account of the 
training. 

It is not always necessary that sales schools be complete in grades and 
classes. Where complete schools are not thought advisable, a great deal 
can be accomplished by ‘‘ get-together’? meetings Saturday afternoons, trips 
to headquarters, sales conventions, etc. Correspondence courses from the 
home office have, in some cases, given excellent results. 

The tendency is toward more intensive training, to meet the need for better 
salesmanship brought about by more scientific purchasing methods and closer 
competition, and to standardize selling methods, which is impossible in a 
large organization without central training; and there will, undoubtedly, be 
many sales schools. 

Where schools are operated, the plan should be to make admission a reward 
rather than a routine duty. New salesmen should not be given the advantage 
of special courses until they have had time to'gét acquainted with the firm’s 
method of doing business and the managemept has had opportunity to pass 
judgment upon their loyalty and other qualifications. Men who seek em- 
ployment only to obtain training and plan to leave it at the first opportunity 
should, if possible, be eliminated. Candidates should be required to show 
some natural ability in actual sales work under supervision of experienced 
salesmen preliminary to entering schools. 

To avoid the demoralizing effect on students of getting something for noth 
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ing, they should be required to contribute in some way toward defraying 
expenses of their education. This is sometimes accomplished by requiring 
them to purchase certain books used in the course of study. In other cases, 
salesmen are assessed directly for at least part of the cost of maintaining 
schools. , 

The entire burden of training in salesmanship should not be placed upon 
employers. Schools and colleges are now giving considerable attention to 
this subject and there are many opportunities for study of modern salesman- 
ship open to persons ambitious to succeed in the selling field. Study of 
commodities handled and brief intensive training in the firm’s methods and 
standards is, therefore, all that should be required of sales schools. 


5. THE ADVERTISING DEPART MENT.— It is the function of this depart- 
ment to find and use the best mediums for attracting attention of the public 
to the merchandise that the sales department is offering for sale, to educate 
the public in use of new products, to stimulate interest of possible buyers. 
While methods employed for this purpose are highly specialized, the work is 
very closely connected with that of the sales department. To obtain maxi- 
mum results from advertising efforts it is necessary that salesmen and sales 
correspondents be fully informed regarding work being done by the adver- 
tising department and that they be alert to develop opportunities created by 
advertising. Complete knowledge of sales department plans is necessary for 
intelligent mapping of advertising campaigns. For this reason the sales 
manager usually has jurisdiction over the advertising department. The 
advertising manager consults with the sales manager in laying out campaigns, 
choosing mediums, and, in a general way, deciding upon the manner in which 
advertising appropriations are spent. Preparation of copy, securing space, 
letting contracts, checking results, etc., are in the hands of the advertising 
manager and his decisions should be considered as final on all technical 
matters. 

Every effort should be made to secure close co-operation between sales 
and advertising departments and to co-ordinate their efforts. There are 
many possible points of contact. It is customary to provide salesmen with 
portfolios or albums containing specimens of current advertising for display 
to dealers as evidence of efforts being made to create consumer demand. 
Sales manuals should keep the salesmen in touch with advertising the house 
is doing and should contain instructions regarding the best way to make use 
of it. Other methods of obtaining mutual support and assistance, depending 
upon conditions, will suggest themselves as advertising plans are worked out. 

The size of this department depends, not so much upon amounts of adver- 
tising appropriations, as upon methods of placing contracts for advertis- 
ing. If mediums used are principally magazines having national circulation, 
and all details of preparation of copy and illustrations and contracting for 
space are turned over to advertising agencies, the advertising manager will 
have submitted, for his approval, complete plans for his campaign, and may 
need the assistance of only one or two clerks. On the other hand, advertising 
may be done in selected territories, making use of local mediums—newspapers, 
ear cards, billboards, signs, window displays, etc. This may be elaborated by 
mail and follow-up work carried on by means of letters, circulars, booklets, 
catalogs, etc. If the advertising department handles all of these details, its 
staff may include copywriters and artists; clerks to prepare and check mailing 
lists, a section to keep records and to check bills for supplies, space and services, 
and results obtained from various forms of advertising; a storeroom for 
supplies, cuts, etc., files for data, clippings, etc. Duplication of form letters, 
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stenographic work, and correspondence filing may be done in the department 
or attended to by central service departments, depending upon the policy 
of the house. 

Some advertising departments are further expanded to include canvassing 
crews, soliciting orders, and distributing advertising novelties and samples of 
merchandise from house to house or from store to store, although this is work 
that is usually considered to be within the sphere of sales department activities. 


ORGANIZATION ADJUSTMENTS.— Activities of advertising depart- 
ments are often subject to extreme fluctuations, expansion, or contraction, 
depending not upon volume of business as is the case with other departments, 
but upon market conditions and marketing policies. In forming a new 
department or enlarging a small department to enable it to handle an ex- 
tensive campaign, the fundamental rules of organizations procedure should 
be applied. It is necessary to predetermine, as definitely as possible, what 
work is to be done and to assign the various operations to persons capable 
of performing them. Preliminary surveys should include systematic analysis 
of campaign plans and detailed written descriptions of operations needed to 
carry them on successfully. The total amount of work to be done can thus be 
estimated and classified according to types of work and qualifications required 
for its proper performance. 

After the provisional organization has been in operation for a time and has 
become somewhat stabilized, it should be checked up by securing from em- 
ployees detailed descriptions of tasks performed and of methods used. An 
adaptation of Figure 2 can be used for this purpose. Employees should be 
encouraged to describe methods they consider best. From information 
secured in this way and from study of departmental processes, there should 
be developed a set of standard practice instructions to record improved 
methods and to aid the manager in selecting and training new employees. 


RECORDS.—To control advertising expense and to insure that plans are 
followed, advertising appropriations are usually budgeted. Definite amounts 
are set aside for certain purposes and all expenditures are made in accordance 
with and are controlled by the budget. This system requires the use of 
records designed to permit charging each item of expense against the appro- 
priation made for the purpose for which the expense is incurred and to facili- 
tate preparation of periodic statements displaying, for each item of the 
budget, amount of appropriation, amount expended, and unexpended balance. 
As supplies and services are often contracted for a considerable time before 
payment is made, this record, to show amount of free balances, must include 
a record of estimated cost of goods, space, etc., for which contracts have 
been entered into but for which payment has not been made. One firm 
uses a form having columns for date ordered, order number, ordered from, 
items, estimated cost, invoice date, cost, and as many distribution columns 
as are needed. A separate record is kept for each item of the budget. 

It is usually necessary to carry a considerable stock of supplies, stationery, 
form letters, signs, display cards, advertising novelties, samples, etc., and an 
adequate perpetual inventory record is needéd to properly account for this 
stock. The ordinary form of inventory record should be used. Cards should 
contain the usual information—location of supplies, amounts and dates 
ordered, received and issued and balance on hand, and should carry the usual 
notations as to maximum and minimum stocks. 

Provision should be made for filing the wide variety of material used in 
connection with advertising work. Articles such as engravings, drawings, 


Sec. 19] BUSINESS DEPARTMENTS 1001 


cuts, electros, photographs, etc., which vary greatly in size and shape are 
usually stored in special cabinets. Catalogs and booklets are filed numer- 
ically in vertical files with alphabetic card indexes. Magazine articles, 
clippings, ete., may be filed alphabetically by subjects. Clippings having a 
permanent value should be mounted upon manila sheets. 

A data file (see “Filing,” p. 966) should be used for preserving and classify- 
ing information, suggestions, or ideas that may be useful for future adver- 
tisements. 

To assist in making intelligent choice of newspapers and magazines as 
mediums, records should be compiled for every publication that may be used. 
Card records are commonly used for this purpose, with spaces for name of 
publication, publisher’s name and address, territory covered, circulation, 
class, page and line rates, space and cash discounts, size of page, number of 
lines to page, number and width of columns, and for any technical information 
regarding cuts, etc., that it is desired to include. Envelopes are sometimes 
used instead of cards. Rates, etc., are posted on the outside and papers and 
statements regarding circulation, territory covered, etc., are placed inside. 

Cards or envelopes are usually filed alphabetically by states and cities, 
with subdivision under each city for dailies, weeklies, monthlies, etc. 

Records of experience with each publication should be kept so that use of 
unprofitable mediums may be discontinued. The purpose of this record is 
to show comparative unit costs, for different publications, of securing in- 
quiries and orders. Advertising of the general consumer or good-will type 
can be checked up only in a general way, but where inquiries are solicited 
the value of each medium can be more definitely determined by keying the 
advertisements so that inquiries and orders can be credited, as they come in, 
to the publication from which they are drawn. 

Systems of keying usually either employ coupons to be used in making 
inquiries or depend upon slight alterations of addresses, as: including De- 
partment A, Department B, etc., in addresses; changing street, room, and 
post-office box numbers; using the letters N., 5., E., and W. in connection 
with street names. No system of keying gives absolute accuracy. The best 
that can be done is to secure fairly accurate reflections of tendencies. If 
considered advisable, postcards may be sent to persons from whom unkeyed 
inquiries are received, requesting the name of the publication in which the 
advertisement was read. This plan is seldom satisfactory and most concerns 
prorate unkeyed inquiries on the basis of properly keyed inquiries credited 
to each medium. 

This record should include, for each publication, cost of advertisement, 
number of inquiries, number of orders, cost per inquiry, cost per order, 
average amount of orders, and ratio of sales to cost of advertising. 

Purchases of equipment, supplies, printing, etc., should, whenever prac- 
ticable, be made by the purchasing department. In the case of purchases 
made by itself, whether for material, services, or space, the advertising 
department should follow purchasing department procedure. Regular pur- 
chase orders, describing in detail the items ordered and s ating prices to he 
paid, should be issued for all purchases, and invoices should be checked and 
verified in the same way as those passing through the purchasing department. 
Invoices for space are sometimes paid before advertisements are printed 
and such invoices must be returned to the advertising department for final 
verification after payment has been made. To avoid duplicate payments, 
the auditing department should see that the invoices are stamped with 
youcher numbers before being returned. 
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6. ORGANIZATION OF THE ACCOUNTING DEPARTMENT.—Before 
the advent of present-day methods of management, the work of the accounting 
department was supposed to consist principally of making records of financial 
transactions and preparing formal balance sheets and profit and loss state- 
ments to display financial conditions at the end of certain periods and to 
reflect results of operations during those periods. These records and state- 
ments are, of course, necessary, and their importance has not diminished, but 
more emphasis is now laid on supplementary, interpretive statements, and 
reports. Plans and decisions of modern managements are based largely upon 
information furnished by accounting departments. This information is 
taken from books of account and from statistical records. It must be ac- 
curate and comprehensive. It should be-arranged not only to assist execu- 
tives in preparing plans for the future, but should also show results obtained 
in carrying out plans and cost of obtaining results, and should measure the 
performance of each individual charged with responsibility for part of the 
business activities. It is by use of such statements that executives are able 
to keep in touch with operations, fix responsibility for mistakes or inefficient 
methods, and correct dangerous tendencies before serious damage is done. 

The chief accounting executive, in order to control the accuracy and com- 
pleteness of statements and reports for which he is responsible, must exercise 
authority over all accounting records and statistics whether at the general 
office, branch offices, or factories, and must direct the work of all clerks en- 
gaged in originating or compiling records that are in any way used as the 
basis for entries in books of account or for accounting statements or reports. 

Final control of accounting should be exercised by an officer of the firm, 
responsible only to the president and the board of directors. His title is not 
important and is different in different organizations. In some businesses, 
supervision of accounting is combined with direction of financial matters 
under control of the treasurer. The better plan is to have a separate inde- 
pendent accounting department in charge of an officer who is not directly 
interested in other departments. The organization of this department 
varies, of course, with the size and nature of the business. Ina large business, 
it may be in charge of an officer known as comptroller, who is one of the prin- 
cipal executives of the firm, who plans accounting methods and interprets 
accounting reports, and who delegates active supervision of the work of the 
department to a subordinate who may be called assistant comptroller, 
general accountant, general auditor, or otherwise designated, and the work 
may be divided into numerous sections each in charge of a subexecutive. In 
a smaller business all accounting work may be handled by a. head bookkeeper 
and a few clerks. In either case, the same principles apply. The head of 
the accounting department should be without responsibility for results ob- 
tained by other departments, so that investigations and reports are unbiased, 
and should have control of sources of information, so that he can be held 
responsible for the reliability of records and statements. 

As the necessary information is gathered from all parts of the organization, 
much of it will be prepared by persons under: the direct authority of other 
executives, but in so far as their work concerns accounting matters, they 
should be subject to directions by the accounting executive. The smail 
concern may not find it necessary or expedient to maintain or prepare as many 
or as elaborate records and statements as are used by a large business, but 
the ground to be covered and the principles involved are practically the same. 
The following discussion will consider the divisions of accounting work ina 
representative manufacturing business, in which the accounting department is 
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supervised by an executive called ‘general auditor” who is responsible to the 


comptroller. 


DIVISIONS OF THE DEPARTMENT.—Like most other details of 
organization, the sections into which a department should be divided depend 
upon existing conditions. They should be arranged to group, under minor 
executives, those functions that logically form working units. The follow- 
ing list of sections is illustrative only and is not recommended for use in any 
particular organization. Many details handled by this department are not 
mentioned in this outline. Further subdivision may be made, or two or 
more of these sections may be combined as seems desirable or expedient 

in any case. 


1. General Bookkeeping 6. Vouchers Payable 
2. Cost Accounting 7. Pay-Rolls 

3. Stores Records 8. Invoicing 

4. Finished Stock Records 9. Tabulating 

5. Customers’ Accounts 10. Auditing 


General Bookkeeping Section.—In this section the information compiled 
and used by all other sections is summarized and controlled. The gen- 
eral bookkeeping section controls the general ledger, subsidiary ledgers 
for fixed assets, for miscellaneous accounts receivable, and any other sub- 
sidiary ledgers not assigned to a separate section, and the journals used 
a= vosting mediums to the general ledger. It prepares vouchers for monthly 
distributions of fixed charges to the various departments and branches, 
approves the distribution to general ledger accounts, of vouchers made in 
other sections and prepares trial balances and other statements for use of 
the general auditor. 

Cost Accounting Section.—The cost accounting section maintains records of 
factory operations—factory ledger, cost sheets, etc., and prepares such state- 
ments of cost details and analysis of factory expenses as are required. Its 
records are controlled by the Factory Ledger account on the general ledger. 
This section distributes labor and material costs and apportions factory 
expenses to the various jobs in process and prepares monthly journal vouchers 
for use of the general bookkeeping section in recording factory operations on 
the general books. 

Determination of costs of finished goods is only part of the work of the 
cost accounting section. Records maintained by this section should also 
show the cost of different operations or processes. Comparative efficiency 
of different departments of the factory, comparison of. results obtained by 
use of different equipment or methods (as, for example, if new methods or 
new machines are installed, these records should show whether or not the 
change has resulted in more economical operation), and detailed analysis 
of factory expense for use of the management in judging past performance 
and making plans for the future. 

Stores Records.—These are perpetual inventory records of raw materials 
and are kept in the stores department, but the procedure followed is subject 
to the approval of the general auditor and monthly statements of material 
purchased, issued, and on hand are made for his use. 

Finished Stock Records.—These are also perpetual inventory records and 
are controlled by the Finished Goods account on the general ledger. They 
show the location and cost of all stocks of finished goods, whether at the 
factory, at branches, or on consignment. These records are charged with 
the output of the factory and it is'the duty of this section to see that all 
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movements of stock are properly authorized and recorded and that all with- 
drawals from stock are properly accounted for. Stock reports received from 
branch offices and other stock points are reconciled with records kept in 
this section, and adjustments and corrections are secured when necessary. 
Monthly inventories showing the quality and location of stocks of each kind 
and grade of product are made by this section. 

Customers’ Accounts.—This section operates ledgers containing customers’ 
accounts handled directly by the general office. Accounts of branch office 
customers are usually kept at the branches and controlled by the general 
ledger. If branch office collections are handled by the general office, this 
section will have a ledger for each branch. 

Frequent reference to customers ledgers is necessary in credit work and 
they should be placed where the credit department can have convenient 
access to them. ‘J'his section must co-operate with the credit department, 
supplying whatever statements or other information is required from these 
records. 

The use of bookkeeping machines in this section is usually recommended. 
The work consists principally of posting, taking off trial balances, and writing 
monthly statements. Where posting is done by hand, the accuracy of the 
work is not proved until the end of, the month and considerable time is often 
lost in. checking for balances. Customers’ statements are also prepared at 
the end of the month and are often mailed several days late. With book- 
keeping machines the day’s work can be proved each day. Statements 
are prepared as the posting is done and are ready for mailing when the last 
posting for the month has been made. There is no congestion of work 
around the first of the month, with resulting delay of posting. For further 
discussion of bookkeeping machines, see ‘‘Mechanical Equipment,” p. 961. 

Vouchers Payable.—It is the duty of this section to voucher all invoices, to 
distribute vouchers to the proper accounts in the vouchers payable record, 
and to prepare for the treasurer’s signature, checks in payment of the vouchers. 

Incoming invoices are sent to this section when approved for payment and, 
after entries have been made on the voucher record, are filed in the unpaid 
voucher file until the time for payment arrives. 

At the end of each month a journal voucher, summarizing the information 
classified in the voucher record, is made and sent to the general bookkeeping 
section for entry on the general ledger. Unpaid items in the voucher record 
are listed and the total agreed with the balance of the general ledger controlling 
account. The paid vouchers file and the voucher index may be kept in this 
section or be maintained by the central filing department. 

Pay-Roll Section.—This section, sometimes known as the timekeeping 
section, controls the recording of ‘‘in and out”’ time in the factory, maintains 
records of rates paid factory employees, extends time cards, and prepares 
pay-rolls. It also prices and extends labor tickets for use by the cost depart- 
ment. Pay-rolls completed.in this section are turned over to the treasurer’s 
department which attends to preparation and distribution of pay checks or 
pay envelopes. wile 

Invoicing Section.—Copies of shipping orders, priced by the sales depart- 
ment, are sent to this section as soon as shipment has been made. The 
invoicing section makes extensions and prepares invoices to be sent to cus- 
tomers. Copies of invoices are made for the statistical and the customers’ 
accounts sections. In some offices, credit and sales departments also receive 
copies. 

Invoicing should be done promptly. If possible, invoices should be 
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mailed the same day that the goods are shipped and never later than 
the following day. Success of the sales department’s efforts to build up 
good-will depends to a large extent upon the service the concern is able 
to give, and in this respect prompt rendering of invoices may be as important 
as prompt shipment, as customers may not be able to use the goods until 
they have invoices to cover. Where bills of lading are attached to drafts, 
customers cannot obtain possession of goods until draft is paid and unneces- 
sary delay in forwarding drafts is certain to be resented. No business can 
afford to be careless in the matter of invoicing. Inaccurate or carelessly 
typed invoices create an impression of unreliability that is difficult to over- 
come. Extensions should be carefully checked and before invoices are 
mailed they should be inspected for typographical errors and general appear- 
ance. 

Billing machines that make extensions and figure discounts automatically 
help to speed up the work in this section. There are, however, some kinds 
of involved billing which these machines do not seem to be able to handle 
successfully. 

Tabulating Section.—By the use of electrical tabulating machines (de- 
seribed under ‘‘ Mechanical Equipment,” p. 403), this section makes reports 
showing all statistical information required from sales invoices and purchase 
invoices. Material requisitions and labor tickets are also classified for entry 
on the cost records. Final proof of the accuracy of extensions on invoices 
can be made with these tabulating machines, but that is practicable only 
where the average amount of invoices is large. 

Auditing Section.—In large organizations the head of this section should 
report directly to the comptroller and be on a par with the executive in charge 
of accounting work, who in such cases is usually known as chief accountant. 
This section has general charge of accounting inspection. It audits vouchers 
payable, branch office disbursements, pay-rolls, bank accounts, cost records, 
and stock records, and in addition to this routine work makes special audits 
and investigations at the direction of the general auditor or the comptroller. 
Traveling auditors, who visit branch offices to verify records and check 
accounting procedure, are members of this section. 

Intersectional Relations. While the duties of each section may be more 
or less clearly defined, no section is an independent unit. The work of the 
various sections is closely related and requires co-operation and exchange of 
information. As delay in one section may hold up the work of other sections, 
transfers of such information should be governed by a definite schedule 
Dates should be set for completion of journal vouchers and reports on which 
the information compiled in each section is summarized and classified, so that 
responsibility for delays may be definitely fixed. 

The routine of the accounting department is closely connected with other 
divisions of the general office work. The credit department depends for 
up-to-date information regarding the status of customers’ accounts upon 
prompt posting of invoices and collections. Other points of contact are 
formed by the comptroller’s responsibility for stores records maintained in 
the production department, for shipping department procedure, and for 
methods used by other departments in handling matters over which he has 
functional control. 

Duties of Comptroller.—The comptroller is the final authority on account- 
ing methods and procedure. He plans the classification of accounts and 
the supporting records, and arranges for the preparation of statements and 
reports required by law or by other departments, or necessary to show the 
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condition and progress of the business. He explains and interprets account- 
ing reports for the executive officers of the firm and makes recommendations 
based on the information contained in these reports. 

The comptroller is responsible for safeguarding the assets of the firm by 
designing records to show the responsibility of individuals for property or 
values intrusted to their care and by arranging for periodical inspections and 
investigations to verify the existence of assets as shown by his records. 

Maintenance of records and preparation of reports, after they have been 
planned and authorized by the comptroller, is under the direction of the 
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general auditor. He supervises the work of all employees of the department, 
decides questions regarding methods and details of making entries, etc., and 
passes upon suggestions for changes in methods or forms in use. 

Many organization charts divide business activities into three fundamental 
groups: marketing, production, and finance, and locate the accounting depart- 
ment within the finance group. The position of the accounting department 
in an organization in which the modern idea of the existence of a fourth 
primary function—‘‘controlling’’—is recognized, is shown by Form 9. 
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SECTION 20 


BANKRUPTCY, INSOLVENCY, AND RECEIVERSHIP 
Bankruptcy 


BANKRUPTCY DEFINED.—The term ‘bankruptcy’? denotes: (1) the 
state of being unable to pay, or of being legally discharged from paying one’s 
debts; or (2) the act or process of becoming a bankrupt. 


BANKRUPT DEFINED.—A bankrupt is a debtor who, in accordance with 
the terms of the law relating to bankruptcy, has been judicially declared to 
be unable to meet his debts. 


SOURCE OF BANKRUPTCY LAWS.—Bankruptcy laws are a development 
of the English common law of the Middle Ages. The earlier laws, according to 
Blackstone, merely protected the creditor against the ‘‘trader’’ who secreted 
himself or acted to defraud his creditors. These laws did not release the debtor 
from his debts. Consequently property subsequently acquired by the debtor 
might still be seized for debts that remained unpaid. 

In 1705, during the reign of Queen Anne, however, the English law was 
amended to provide for the debtor’s discharge from the unpaid portion of his 
debts. Since then bankruptcy laws generally have provided relief to debtors 
as well as protection to creditors. 

It was not until the passage of the Bankruptcy Act of 1861 that English Law 
abolished the distinction between traders and non-traders; that is, theretofore 
none but traders could be bankrupts, non-traders being ‘‘insolvents.’’ This 
distinction between traders and non-traders has been ignored in the United 
States since the Act of 1841. 


DISTINGUISHED FROM INSOLVENCY.'—The prevailing laws of both 
insolvency and of bankruptcy are designed to effect a fair distribution of the 
property of debtors among creditors. Many other conditions are common to 
both these laws. The Supreme Court of the United States considers the two 
terms, insolvency and bankruptcy, as practically synonymous. Yet bank- 
ruptcy laws discharge absolutely debtor and debt, whereas insolvency laws, 
intended originally to discharge the person of the debtor from arrest and im- 
prisonment, leave his tgbligation to pay in full force. 

The Bankruptcy Act, being a federal law, applies uniformly throughout the 
states; insolvency laws, being state laws, vary in their scope and operation. 
The Bankruptcy Act is paramount to state legislation. 


1See “Insolvency,” infra. 
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The several states have power to pass insolvency laws, which may have the 
general effect of bankruptcy laws, except that such laws may not impair the 
obligation of contracts, nor conflict with an act of Congress. 


ACT OF 1898.—Congress is empowered by the Constitution (Art. 1, Sec. 8, 
Glo 4) ito establish uniform laws on the subject of bankruptcies throughout 
the United States.” The Congress has enacted four bankruptcy laws: the 
Act of 1800, repealed in 1803; the Act of 1841, repealed in 1843; the Act of 
1867, repealed in 1878; and the Act of 1898, generally amended in 1903, 1906, 
and 1910, which continues in force and is now the law. 

The Act of 1898, together with (1) its amendments, (2) certain General 
Orders adopted by the Supreme Court of the United States, and (3) the equity 
rules of that court, comprises that portion of our federal law generally referred 
to as the Bankruptcy Act or the Bankruptcy Law. 

The accountant may not be directly concerned with the purely legal phases 
of the act, which are within the province of the lawyer; yet he may not be able 
to serve a bankrupt or insolvent client efficiently unless he is familiar with the 
basic principles of the act, and the practice of the courts. Reference to such 
authoritative works as those of Remington, Loveland, or Collier will repay the 
accountant engaged in bankruptcy proceedings. For convenience, however, 
certain controlling phases of the law and procedures are hereinafter explained. 


PETITIONS.—Certain prescribed forms are used in petitioning the court 
in all bankruptcy proceedings. Printed copies of these forms may be obtained 
from stationers. Several of the more important forms, with which accountants 
should be familiar, are outlined in succeeding para graphs. 


VOLUNTARY AND INVOLUNTARY BANKRUPTCY.—A debtor is a vol- 
untary bankrupt or an involuntary bankrupt according as he or his creditors 
petition the court that he be adjudged a bankrupt. If this petition is filed 
by the debtor, the proceeding is voluntary. If filed by creditors, the proceeding 
is involuntary. 1 

A debtor, within the meaning of the law, may be an individual, a partnership, 
or a corporation. 


DEBTOR’S PETITION.—The petition of an individual debtor is reproduced 
in Form 1. The petition of a debtor partnership or corporation is substantially 
the same as for an individual. The wording is changed slightly merely to 
identify the partnership or the corporation, as the case may be. In case of 
partnerships, a full set of schedules is required for each partner involved. 
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To the Hon Judge of the District Court 


of the United States for the District of 
Che Petition of 
of the of . in the County of 


and District and State of 


State Occupation or Profession 


Respectfully Represents: That he has had his principal place of business [or has resided or has 


his domicile] for the greater portion of six months next immediately preceding the filing of this Petition 


at : within said Judicial 
District; that he owes debts which he is unable to pay in full; that he is willing to surrender all his property 


for the benefit of his creditors, except such as is exempt by law, and desires to obtain the benefit of the 


Acts of Congress relating to Bankruptcy. 
That the Schedule hereto annexed, marked A, and verihed by your petitioner's oath, contains a full 


and true statement of all his debts, and (so far as it is possible to ascertain) the names and places of 


residence of his creditors, and such further statements concerning said debts as are required by the pro- 
visions of said Acts. 


That the Schedule hereto annexed, marked B, and verified by your petitioner's oath, contains an 


accurate inventory of all his property, both real and personal, and such further statements concerning said 


Property as are required by the provisions of said Acts: 


Wherefore, your Petitioner Prays: that he may be adjudged by the Court to be a 


bankrupt within the purview of said acts, 


Pelilioner. 


Attorney for Petitioner. 


United State of America, 


District of 


County of 


I, the petitioning debtor mentioned and 


described in the foregoing Petition, do hereby make solemn oath that the statements contained therein 


are true, according to the best of my knowledge, information and belief. 


. Petitioner 


Subscribed and sworn to before me this__ es 
=A. D,i19 } 


day: of Sage. eee 


Of ficiall Character. c 


Form 1. Petition in Bankruptey 
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Statement of all Debts of Bankrupt. 
SCHEDULE A. (1) No. 


Statement of all creditors who are to be paid in full or to whom priority is secived by law. 


WIM BER MS 
ICH HAVE AMOUNT 
PRIORITY. Dollars. Cents. 


Taxes and 
debts due and 
owing the Uni- 
ted Statcs. 


Taxes due and 
owing to the 
State of 


or to any Coup- 
ty, District or 
Municipality 
thereof. 


bh 
Wages duel 
workmen, 
Clerks or Ser- 
vants, to an 
amount not ex- 
ceeding $300) 
each, earned 
within three 
months before} 
filing tbe peti-} 
tion. 


4. 
Other Debts| 
having priority 
by law, 


Insert in all cases, ledger page, names of creditors and their 

residence, if known, or unknown, so state, when and where TOTAL— 

debt was contracted; nature and consideration of the Debt, ee 
and whether contracted as partner or joint contractor, and, 

if so, with whom. Petitioner. 


This Schedule must_be executed in triplicate. 
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SCHEDULE A. (2) No._-___ 
CREDITORS HOLDING SECURITIES 


(N. B.—Particulars of Securities held, with dates of same, and when they were given, to be stated under the names of the 
several Creditors, and also particulars concerning each Debt, as required by the Acts of Congress relating to Bankruptcy, whether 
contracted as partner or joint-contractor with any other person; and if so, with whom.) 

VALUE of SECURITIES _ AMOUNT of DEBTS. 
Dollars. Cents. Dollars, Cente, 


a ee eee 


Insert in all cases, ledger page, names of creditors 
and their residence if known, if usknown, so state; also 
full description of securities, when and where debts 
were contracted. 


This Schedule must be executed in triplicate. (9000 == 


SCHEDULE A. (3) No._ 
CREDITORS WHOSE CLAIMS ARE UNSECURED 


(N. B.—When the name and residence (or either) of any drawer, Maker, End. Hold ti 
tnknown, the facts must be stated; and also the name and residence of the last Halder knows te thet oy Bills oF Note, ete., are 
Debtor. The. Debt.due to each Creditor must be stated in full, and any claim by way of Set-off stated 
in the Schedule of Property.) AMO’ 


UNT 
Dollars, Cente. 


Insert in all cases, ledger page, names of creditors 
and their residence, if known or unknown, so state, 
when and where debt was contracted; nature and con- 
sideration of the Debt, and whether any Judgment, 
Bond, Bill of Exchange, Promissory Note, Ktc., and 
whether contracted as partner or joint contractor or 
with any other person; and if so, with whom, 


This Schedule must be executed in triplicate. 
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SCHEDULE A. (3 continued) No. 


CREDITORS WHOSE CLAIMS ARE UNSECURED 


(N. B.—When the name and residence (or either) of any drawer, Maker, Enderser or Holder of any Bill, or Note, etc., are 
unknown, the facts must be stated; and also the name and residence of the last Holder known to the 
Debtor. The Debt due to each Creditor must be stated in full, and any claim by way of Set-off stated 
in the Schedule of Property.) AMOUNT 
Dollars. Cents. 


Insert in all cases, ledger page, names of creditors 
and their residence, if known or unknown, so State, 
when and where debt was contracted; nature and cou- 
Rideration of the Debt, and whether any Judgment, 
Bond, Bill of Exchange, Promissory Note, Etc., and 
whether contracted as partner or joint contractor or 
with any other person; and if so, with whom, 


This Schedule must be executed in triplicate. 


In supplying information as to “when and where” debts due merchandise 
creditors were contracted, and the “nature and consideration of the debt,” it 
is usually sufficient to state merely: 

“Merchandise creditors, as follows: 
Jno. V. Smith Co., 96 Branch St., Bontown, N. Y. $2,750.00 
Wm. Smith Co.. 97 Main St., Bontown, INGaY: 3,750.00 


Eto.” 
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SCHEDULE A. (4) No. 


LIABILITIES ON NOTES OR BILLS DISCOUNTED, WHICH’ OUGHT TO BE: 
PAID BY THE DRAWERS, MAKERS, ACCEPTORS OR ENDORSERS. 


(N, B.—The dates of the Notes or Bills, and when due, with the Names, Residences, and the Business or Occupation of 
the Drawers, Makers or Acceptors thereof are to be set forth under the Names of the holders. If the 
Names of the Holders are not known, the Name of the last Holder known to the Debtor shall be stated 


and his business and place of residence. The same particulars as to Notes or Bills on which the Debtor AMOUNT 
is liable as Endorser.) 


Dollars, Cents, 


‘Insert in all cases, ledger page, names of holders as 
far as known, if unknown, so state; their residence if 


known, if unknown so state; place where debt was con- DORAL eine See 
tracted; nature of liability, whether same was contract- 

ed as partner or joint contractor, or with any other Petitioner. 
Person; and if so, with whom. aia = aes 


This Schedule must be executed in triplicate. 


SCHEDULE A. (5) No.— 
ACCOMMODATION PAPER. 


(N.B.—The dates of the Notes or Bills, and when due, wi 
acceptors thereof, are to be set forth under the Names of the h 
er, Maker, Acceptor or Endorser thereof; it, is to be stated acc 
not known, the Name of the last Holder kuown to the Debt 
The same particulars as to other commercial paper. ) 


‘ith the Names and Residences, of the Drawers, Makers and 
‘olders; if the bankrupt be liable as Draw- ‘a 

ordingly. If the names of the Holders are 

or should be stated, with his residence. AMOUNT 


Dollars. Cents. 


Insert in all cases, ledger page, names of holders, resi- 
dence, if known, if unknown, so state; names of and 
residence of persons accommodated; place where con- 
tracted; whether Jiability was contracted as partner or 


joint contractor, or with any other person, and if so, 
with whom, 


This Schedule must be executed in triplicate, 


Petitioner. 
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N.B.—The following form of Oath to Schedule A of the Petition by Debtor is 
prescnbed and is to be annexed to the same. 


OATH TO SCHEDULE A. 


United States of America 


District of 


On this day of AD. 19 
before me personally came 
the person mentioned in and subscribed to the foregoing Schedule, and who, béing by me first duly 
swom, did declare the said Schedule to be, a statement of all his deb:s, in accordance with the 


Acts of Congress relating to Bankruptcy. 


Subscribed and swom to before me this___. 


oso EL IDS 


(2s SS = ems = a 


This oath may be administered by officers authorized togdminister oaths in proceedings before Courts of 
the United States or under the laws of the State where the same aré to be taken; and diplomatic or consular officers 
of the United States in any foreign country. 


Petitioner's attorney cannot act as notary, 
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SCHEDULE B. (2) No. 
PERSONAL PROPERTY 


AMOUNT 
Dollars. Cents 


A. Cash op 
hand. 


B. Bills of ex, 
Eran s SCHEDULE B. (1) No. 


any, description Statement of all Property of Bankrupt. 


out separately) 


Era REAL ESTATE. 


trade in. ESTIMATED VALUE 


business of —_| Dollars. Cents. 


goods and furni- 
ture, household! 
sores, wearing 
apparel and or- 
namects of the 
person, vir: 


E. Books, prints 
and pictures, viz: 


F, Horses, cows, 
sheep and other 
animals with 
number of each 
vir: 


G. Carriages) 
and other yehi- 
cles, viz: 


eal 


H. Farming| 
stock and im-| 
lements of hus- 
andry, via 


1. Shipping and] 
shares in ves- 
sels, vizz 


K._ Machinery 
fixtures, appara 
tus and tools 
used in busi-| 
ness, with the 
place where 
each is situated, — 
viz 


L. Patents! 
copyright and| 
trade marks, 
viz: 


M Goods or| 
personal prop- 
erty of any oth- 
er description 
with the  place| 
where each is} 
situated, viz: 


Thie Sobedule must be exeouted in tripti 


estate owned by debtor or held by him; 
thereon, if any. and dates thereof; statement of par- 
ticulars relating thereto. 


‘Title Schedule must be executed In triplicate, 
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SCHEDULE B. (3) continued 
CHOSES IN_ACTION. 


ANOUNT 
Dasceirtion awp AmoowT Dollare Cente, 


B.—Stock io in-| 
ted] 


SCHEDULE B. (3) 
CHOSES IN ACTION. 


DeScKIPTION AND AMOUNT Dollars. Cente 
A —Debis due 
Petitioner oo 


C—Policies of] open account. 
Tosvravce. 


D.—Usliquidate- 
ed Claims off 


mated value. 


and elsewhere, 


‘This Schedule must be exeeui 


SS 
ONT A ere 


ne a ee HPN NEE,, 
This Sobedule must be executed in triplicate. 
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SCHEDULE, Bata Noe= == | 
Property in Reversion, Remainder or Expectancy, inctuding Property held in Trust 


for the debtor, or subject to any, Power or Right to Dispose of, or to Charge 


N. B—A particular description of each interest must be entered. If all or any of the Debtor's Property has been con~ 
veyed by Deed or Assignment, or otherwise, for the benefit of Creditors, the date of such Deed should be stated, the name and 
address of the person to whom the property was conveyed, the amount realized from the proceeds thereof, and the disposal of 
the Same, as far as known to the Debtor. 


SUPPOSED 


GENERAL : VALUE OF MY 
INTEREST PARTICULAR DESCRIPTION INTEREST. | 
|_ Dollars. Cents. 
Interest. in 
Land. 


Personal Prop-| 
erty. 


Property. in 
Money, Stocks, 
Shares, Bonds, 
Annuities, etc. 


Rights and 

Powers, Lega- 

cies and Be- 
quests. | 


: a ae se Amount  Real- 
PROPERTY ized from Pro- | 
ceeds of Prop- 


VEYED FOR exty Conveyed. 


BENEFIT OF Cant 
CREDITORS Dollars. 

What portion o! 

Debtor's proper. | 
ty has been con: 

veyed by Deed| 

or Assignment, 

or otherwise fo 

benefit of Cred. | 
itors; date o 
such Deed, name} 
and address o! 
party to whom} 
conveyed, 
amount realized] 
therefrom, and 
disposalol 


sums have been | 
paid to Counsel, | 
and to whom, 
for service rend 
ered or to be 
rendered in thi 
Bankruptcy. 


. _, TOTAL 
wd Se a ee ee ee Petitioner, 


This Schedule must be executed in triplicate. 
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SCHEDULE B. (6) No,_____ 


BOOKS, PAPERS, DEEDS AND WRITINGS RELATING TO BANKRUPT'S BUSINESS AND ESTATE. 

The following is a True List of all Books, Papers, Deeds and Writings relating to my Trade, Business, 
Dealings, Estate and Effects, or any part thereof, which at the date of this Petition, are in my possession or under 
my custody and control, or which are in the Possession or Custody of any Person in Trust for me, or for my 
Use, Benefit, or Advantage; and also of all others which may have been heretofore, at any time in my Possession, 
or under my custody or Control, and which are. now held by the parties whose names are hereinafter set forth, 
with the reason for their custody of the same: 


SCHEDULE!BE(S),No= 


A Particular Statement of the property claimed as exempted from the operation of the Acts 
of Congress relating to Bankruptcy, giving each item of property and its valuation; and if any portion of it is 


Real Estate, its location, description and present use. 
VALUATION, 
Dollars. Cents. 


ee aEEEIEEEEEEEE Dna 


Military Uni-| 
forms, Arms| 
and Equipments. 


Property claimed| 
to be exempted 
by State Inwsi| 
its valuation; 
whether real or| 
personal; ite des-| 
criptions, #0 d| 
presen: use, and 
reference pen t 
the Statute of the 
State creatiog| 
the exemption. 


This Scbedvle must be executed in 


Thic Bobedule must be execoted in triplicste. 
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—————— 


| 
N.B.—The following form of Oath to Schedule B of the Petiton by Debtor 1s 
prescribed and is to be annexed to the same. ! 


OATH TO SCHEDULE B. 


United States of America 
District of 


| 


On this day of AD. 19 


before me personally came 


the person mentioned in and subscribed to the foregoing Schedule, and’ who, being by me first duly 


swom, did declare the said Schedule to be a statement of all his Estate, both real and personal, 
in accordance with the Acts of Congress relating to Bankruptcy. 
Subscribed and swom to before me this. eens nnn ennnennnneennmnnnrennineeed ay of 


Sea a 


This oath may be administered by officers authorized to administer oaths in proceedings before Courts of 
the United States or under the laws of the State where the same are to be taken; and diplomatic or consular officers 
of the United States in any foreign country 


Petitioner's attorney cannot act as notary) 
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Summary of Debts and Assets 


From the Statements of the Bankrupt in Schedules A and BR. 


Schedule Al1 (1) Taxes and Debts due United States. 
My “IL (2) Taxes a States, Counties, Districts & Municipalities. 
ae “lt (3) Wages. 

1 (4) Other Debts preferred by Law. 

2 Secured Claims, 


3 Unsecured Claims. 


4 Notes and Bills which ought to be paid by other parties thereto. 
5 Accommodation Paper. 


Schedule A, total 


Real Estate. 
Cash on hand 
Bills. Promissory Notes and Securities. 
Stock in Trade. 
Household Goods, &c. 
Books, Prints and Pictures. 
Horses, Cows and other animals. 


Carriages and other Vehicles. 


“ «|2-h Farming Stock and Implements. 


“ «|24 Shipping and Shares in Vessels. 
“ «1 2-k Machinery, Tools, &c. 
“ “12-1 Patents, Copyrights and Trade-marks. 


Other Personal Property. 


Debts due on Open Accounts. 
us «|3-b Stocks, Negotiable Bondi, &e. 
; Policies of Insurance. 


Unliquidated Claims. 


“ «|3-e Deposits of Money in banks and elsewhere. 
“ “4 Property in Reversion, Remainder, Trust, &c. 
Ld «15 Property claimed to be exempt. 


Books, Deeds and Papers. 


te Schedule B, total 


This Schedule must be exeouted in triplicate. 


Petitioner. 
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CREDITORS’ PETITION.—In involuntary bankruptcy the petition in 
the first instance is filed by one or more creditors. Creditors cannot petition 
unless they have provable claims aggregating $500 in excess of securities. 
One creditor can petition if there are less than twelve creditors, otherwise three 
creditors must unite in the petition. 

Their petition is substantially as follows: 


TO THE HONORABLE.... Thomas Maillam...., Judge of the District Court 
of the United States for the.. . Western.... District of....New York 


THE PETITION OF....A. B. Sea & Company, R. D. Ferson and J. L. 
Wilmot... .respectfully shows: 


THAT....K. G. Namer...., of....Bontown, New York...., has for the 
greater portion of six months next preceding the date of filing this petition, 
...-had his principal place of business....at....609 Broad Street, Bontown, 
New York...., in the County of....Independence...., and State and District 
aforesaid, and owes debts to the amount of....$1,000.... 

THAT YOUR... petitioners are creditors....of said....K. G. Namer...., 
having provable claims amounting in the aggregate, in excess of securities 
held by....them...., to the sum of....$500.... That the nature and amount 
of your... . petitioners’. ...claims are as follows: 

...A. B. Sea & Company—machinists’ supplies furnished—balance due 
$300.... 

....R. D. Ferson—paint furnished—balance due $150.... 

....5.L. Wilmot—automobile hire—balance due $210... 


AND YOUR.... petitioners....further....represent....that said....K. G. 
Namer....is insolvent, and that within four months next preceding the date of 
this petition the said....K. G. Namer....committed an act of bankruptcy, in 
that....he....did heretofore, to wit, on the....tenth....day of.... December 
=A Die 19— se pay tor. O28 LP. Selarch...., the sum of... Lio 
Hundred ($200).... Dollars, with intent while insolvent to prefer said creditor 
over others. 


WHEREFORE, YOUR... .. petitioners pray....that service of this petition, 
with a subpoena, may be made upon....K. G. Namer...., as provided in the 
acts of Congress relating to bankruptcy, and that....he....may be adjudged 
by the Court to be a bankrupt within the purview of said acts. 

....A. B. Sea & Company.... 
....R. D. Ferson 
Ralph Wier Grover.... ee ee S| OUT ta es, RE ee 
Attorney. Petitioners. 
Note: To be acknowledged in joint jurat by all petitioners before an authorized 
official. : 


Form 2. Creditors’ Petition 


Within 10 days after filing of creditors’ petition the alleged bankrupt is 
required to file detailed schedules in precisely the same manner and form as in 
case of voluntary bankruptcy.? c 


WHO MAY BECOME BANKRUPTS.—Any person capable of contracting, 
except a municipal, railroad, insurance, or banking corporation, who owes 
debts, one or more, may become a voluntary bankrupt. See section on “‘ Credits 
and Collections.”” Any natural person or corporation, except a wage-earner, 


2 See ‘‘Debtor’s Petition,” supra, 
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afarmer, ora municipal, railroad, insurance, or banking corporation, may be 
adjudged an involuntary bankrupt; provided, however, that the debtor owes at 
least $1,000. See section on ‘Credits and Collections.” 

Partners, partnerships, and private banks may be adjudged bankrupts, but 
state or national banks, municipal, railroad, and insurance corporations are 
governed by special statutes. 


BANKRUPT’S EXEMPTIONS.—The Bankruptcy Act provides for the 
exemptions specified in the statutes of the state in which the bankrupt resides. 
The statutes of the state in question should be consulted for these exemptions. 


ACTS OF BANKRUPTCY.—There are five so-called “acts of bankruptcy,” 
one or more of which must be proved before a person is declared a bankrupt. 
These acts occur when the debtor: 


1. Conveys, transfers, conceals or removes, or permits to be concealed 

- or removed, any part of his property with intent to hinder, delay, or defraud 

his creditors or any of them. The intent to defraud creditors is the essence 
of this act of bankruptcy. 

2. Transfers, while insolvent, any portion of his property to one or more 
of his creditors with intent to prefer such creditor over his other creditors. 
The intent to favor one or more creditors to the exclusion of others is the 
essence of this second act of bankruptcy. 

3. Having suffered or permitted, while insolvefAt, any creditor to obtain 
a preference through legal proceedings, and not having vacated or dis- 
charged such preference at least 5 days before final disposition of any prop- 
erty affected by such preference. This actis termed the passive act. The 
debtor commits no act; he merely permits one or more creditors to proceed 
to the disadvantage of other creditors. \ 

4. Makes a general assignment for the benefit of creditors, or, being 
insolvent, has a receiver or trustee put in charge of his property under 
the laws of a state. If an assignment is for a valid consideration, or 
unless insolvency can be affirmatively proved, this act is not committed. 

5. Admits in writing his inability to pay his indebtedness and his will- 
ingness to be adjudged a bankrupt on that ground. Admission alone is 
sufficient here. 


DUTIES OF A BANKRUPT.—The bankrupt shall: 

1. Attend the first meeting of his creditors, if directed by the court or a judge 
thereof to do so, and the hearing upon his application for a discharge, if filed. 

2. Comply with all lawful orders of the court. 

3. Examine the correctness of all proofs of claims filed against his estate. 

4. Execute to his trustee transfers of all his property in foreign countries. 

5. Execute and deliver such papers as shall be ordered by the court. 

6. Immediately inform his trustee of any attempt, by his creditors or other 
persons, to evade the provisions of this Act coming to his knowledge. 

7. In case of any person having to his knowledge proved a false claim against 
his estate, disclose that fact immediately to his trustee. 

8. Prepare, make oath to, and file in court within 10 days, unless further time 
is granted, after the adjudication, if an involuntary bankrupt, and with the 
petition if a voluntary bankrupt, a schedule of his property, showing the amount 
and kind of property, the location thereof, its money value in detail and a list 
of his creditors, showing their residence if known, if unknown, that fact to be 
stated, the amounts due each of them, the consideration thereof, the security 
held by them, if any, and a claim for such exemptions as he may be entitled to, 
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all in triplicate, one copy of each for the clerk, one for the referee, and one for 
the trustee. 

9. When present at the first meeting of his creditors, and at such other times 
as the court shall order, submit to an examination concerning the conducting 
of his business, the cause of his bankruptcy, his dealings with his creditors and 
other persons, the amount, kind, and whereabouts of his property, and, in addi- 
tion, all matters which may affect the administration and settlement of his 
estate; but no testimony given by him shall be offered in evidence against him 
in any criminal proceeding. 

Provided, however, that he shall not be required to attend a meeting of his 
creditors, or at or for an examination at a place more than 150 miles distant 
from his home or principal place of business, or to examine claims except when 
presented to him, unless ordered by the court, or a judge thereof, for cause shown, 
and the bankrupt shall be paid his actual expenses from the estate when exam- 


ined or required to attend at any place other than the city, town, or village of 
his residence. 


SCHEDULES OF BANKRUPT.—The courts require accuracy and complete- 
ness in preparation of schedules. The care to be exercised in their -preparation 
is not, however, so much a display of accounting technique as of legal technique. 
Details concerning creditors, properties, exemptions, and related matters must 
be stated, but it is not usually required to state all information called for as 
fully as an accountant would ordinarily interpret the forms and instructions. 
For instance, in one case Schedule B-6, which calls for a “true list of all books,” 
was satisfactorily executed in that respect by the simple statement “a complete 
set of double-entry books.” While this thought is given for guidance of prac- 
titioners, it is not meant to prevent them from submitting any information they 
may find convenient or desirable. If there are any damage suits or other litiga- 
tion pending, the amount alleged due must be stated. Contingent liabilities 
must be stated also. 

In short, in executing the schedules emphasis must be put on the detailed 
atatement of all legal rights and liabilities. 


COMPOSITIONS.—A composition is ‘‘an agreement between a debtor and 
his creditors by which the creditors consent to accept in discharge of their 
claims a lesser sum than the amount due.” 

A composition may be effected only with the confirmation of the court. The 
debtor may move to have the case against him dismissed when he has delivered 
to the court the amount agreed upon for distribution to his creditors. See 
section on ‘‘ Credits and Collections.” 


DISCHARGE OF THE BANKRUPT.—The bankrupt’s right of discharge 
is statutory. It may be denied, however, if, for instance, he has failed to keep 
proper books from which his condition might be ascertained, or has destroyed 
or concealed his books. It must appear that there has been an intent to conceal 
from creditors the true financial condition. Mere failure to keep books, or bad 
bookkeeping, might not be sufficient to establish such an intent. Mutilation 
or destruction of essential records, such as receipts and vouchers, probably 
would be sufficient. See section on ‘‘Credits and Collections.” 

The court may also revoke a discharge if the bankrupt has: 


1. Committed an offense punishable by imprisonment. 

2. Obtained property on credit from any person upon a materially false 
statement in writing made to such person for the specific purpose of obtain- 
ing such property on credit. 


3. Atany time, subsequent to the first day of the first 4 months immedi- 
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ately preceding the filing of the petition, transferred, removed, destroyed, or 
concealed any of his property with intent to hinder, delay, or defraud his 
creditors. 

4. In voluntary proceedings been granted a discharge in bankruptcy 
within 6 years. 

5. In the course of proceedings in bankruptcy refused to obey any lawful 
order of or to answer any material question approved by the court. 


A petition and an order for the discharge of a bankrupt are substantially 
as shown in Form 3. 


_...K. G. Namer...., of....Bontown...., in the County of....Indepen- 
dence....and State of.... New York...., in said district, respectfully represents 
that on the..../first....day of....February, 19—... -he was duly adjudicated 
a bankrupt under the acts of Congress relating to bankruptcy; that he has 
duly surrendered all his property and rights of property and has now fully 
complied with all the requirements of said acts and of the orders of the court 


touching his bankruptcy. 


WHEREFORE, ....he....prays that....he....may be decreed by the 
court to have a full discharge from all debts provable against his estate under 
said bankrupt acts, except such debts as are excepted by law from such discharge. 

Dated this....26th..i.day of... February... AY Di: 19—-. = 

veo kk G. Namery os. 
Bankrupt 


Form 3. Petition for Discharge of Bankrupt 


IN THE DISTRICT COURT OF THE UNITED STATES, for the... . West- 
ern.... District of....New York.... 


WHEREAS, ....K.G. Namer...., of....Bontown...., in said district, has 
been duly adjudged a bankrupt, under the acts of Congress relating to bank- 
ruptcy, and appears to have conformed to all the requirements of law in that 
behalf, it is therefore ordered by this court that said....K. G. Namer....be 
discharged from all debts and claims which are made provable by said acts 


against....his....estate, and which existed on the....tenth....day of....De- 

cember....A. D.....19—....on which day the petition for adjudication was 

filed by....him....; excepting such debts as are by law excepted from the 

operation of a discharge in bankruptcy. 

WITNESS THE HONORABLE....Thomas Maillam...., Judge of said Dis- 
trict Court, and the seal thereof, this... . 25th... .day of....February.... 

APTA. FORA S 4 espinal Neale Sada Sieh alae aeRO tine MTN nee 
(Seal of the Court) Clerk 


Form 4. Order for Discharge of Bankrupt 


DEBTS DISCHARGED.— All of a bankrupt’s provable debts are canceled by 
his discharge, excepting taxes, liability for intentional fraud, and wilful injuries 
to persons or property. Leaseholds or other contractual obligations that are 
not provable are not canceled. Alimony is not dischargeable, nor are debts 
which were not scheduled. See section on ‘Credits and Collections.” The 
court’s order discharging a bankrupt is shown in Form 4. 


PROVABLE DEBTS.—Debts founded on legal contracts, expressed or 
implied, may be proved. If there is no present liability under the contract at 
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time proof of debt is made, as in case of rent to become due at a future dat>, 
the claim is not provable. Damages may be proven, although the exact amount 
thereof may not have been determined. See section on ‘‘Credits and Collec- 
tions.”’ 


CREDITORS.—Creditors are entitled to due notice of all proceedings during 
the administration of a bankrupt’s estate. That is, creditors must be notified 
of all examinations of the bankrupt, hearings for confirmation of compositions 
or discharge, creditors’ meetings, sales, dividends, and examination of claims 
and compromises. Therefore, the usefulness of complete lists of creditors, which 
the accountant is often called upon to prepare, is seen. 

The form of official notice to creditors at the commencement of proceedings 
is substantially as shown in Form 5. 


IN THE DISTRICT COURT OF THE UNITED STATES, for the 


District of) 270 ee In the Matter ofji 7 2020, Bankrupt. 
TO THE CREDITORS OF.......... pL OL ten, aac eae sec , In the County of...... 
and district aforesaid, a Bankrupt: 

NOTICE is hereby given, that on the.......... ay. Of: Sonne te Asi 
Comet A Sa Ie , the said..........was duly adjudicated bankrupt and that the 
first meeting of his creditors will be held at my office, Room.......... Hira & See 
ig ial Sete EN PEA Cie BART incite OD thee ae ee day. Ofek eee een 
PE Os ays See sat tiny. bee o’clock in the (forenoon) at which time the said 


Referee in Bankruptcy 


Form 5. Official Notice to Creditors 


APPOINTMENT AND DUTIES OF REFEREES.3— 


Courts of bankruptcy shall. . . -appoint referees for a term of two years, and 
may, in their discretion, remove them because their services are not needed or for other 
cause. Referees shall (1) declare dividends and prepare and deliver to trustees dividend 
sheets showing the dividends declared and to whom payable; (2) examine all schedules 
of property and lists of creditors filed by bankrupts and cause such as are incomplete 
or defective to be remedied; (3) furnish such information concerning the estates in proc- 
ess of administration before them as may be requested by the parties at interest; (4) 
give notices to creditors as herein provided; (5) make up records embodying the evidence, 
or the substance thereof, as agreed upon by the parties in all contested matters arising 
before them, whenever requested to do so by either of the parties thereto, together with 
their findings therein, and transmit them to the Judges; (6) prepare and file schedules 
of property and lists of creditors required to be filed by the bankrupts, or cause same to 
be done, when the bankrupts fail, refuse or neglect to do so; (7) safely keep, perfect and 
transmit to the clerks the records herein required to be kept by them when the cases 
are concluded; (8) transmit to the clerks such papers as may be on file, as needed in any 
proceedings; and (9) preserve the evidence taken before them. Referees shall not act 
in cases in which they are interested; practice as attorneys in any bankruptcy proceed- 
ings; or purchase, directly or indirectly, any property of an estate in bankruptcy. 


APPOINTMENT AND DUTIES OF TRUSTEES.1— 


The creditors of a bankrupt estate shall, at their first meeting after the adjudication 


3 Bankruptey Law, Sec. 39. 
4 Bankruptcy Law, Sec. 47. 
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or after a vacancy has occurred in the office of trustee, or after an estate has been re- 
opened, or after a composition has been set aside or a discharge revoked, of if there is 
a vacancy in the office of trustee, appoint one or three trustees of such estate. If the 
creditors do not appoint a trustee as herein provided, the court shall do so. Trustees 
shall account for and pay over to the estates under their control all interest received 
by them upon the property of such estate; collect and reduce to money the property 
of such estate; deposit moneys in designated depositories; disburse money only by check 
or draft on the depositories; furnish such information concerning the estates as may be 
requested by parties in interest; keep regular accounts showing all amounts received 
and from what sources and all amounts expended and on what accounts; lay before the 
final meeting of the creditors detailed statement of the administration of the estate; 
pay dividends within ten days after they are declared by the referees; and set apart the 
bankrupt’s exemptions. 


TRUSTEE’S TITLE.s— 


The trustee, upon appointment and qualification, is vested by operation of law with 
the title of the bankrupt, as of the day he was adjudged a bankrupt, except as to exemp- 
tions, to all (1) documents, (2) interests in patents, etc., (3) powers which he might have 
exercised for his own benefit, (4) property transferred to him in fraud of his creditors, 
(5) property which prior to the filing of the petition he could by any means have trans- 
ferred or which might have been levied upon and sold under judicial process against 
him, and (6) rights of action arising upon contracts, etc. 


RECEIVERS IN BANKRUPTCY.—A receiver is usually appointed by the 
court to receive and preserve the subject matter of the bankrupt’s estate. 
His appointment usually follows in instances where there is danger of waste, 
neglect, or fraud if the bankrupt remains in possession. Form 6,° showing a 
petition by creditors for the appointment of a receiver, sufficiently explains 
the occasion for the appointment of a receiver in bankruptcy. 


the petitioning creditors in the 
involuntary petition in bankruptcy pending herein against 
the alleged bankrupt above named, move the court for an order appointing a 
receiver herein, and for a warrant to issue to such receiver, authorizing and 
directing to seize the property of said alleged bankrupt and to hold 
the same pending the hearing upon said petition; and this for upon 
the ground that it is absolutely necessary, for the preservation of the estate, 
be appointed; that said alleged bankrupt has committed an 
act of bankruptcy in that heretofore to wit, on the 
did transfer and pay to 
Dollars, with the iritent, while solvent, to prefer the said 
; creditors, over the other creditors of the said : 
and that said alleged bankrupt has neglected and is neglecting, and is about 
to further so neglect property that it has deteriorated and is hereby 
deteriorating, and is about to further deteriorate in value, and this is so from 
the following facts, to wit: That on, to wit, the day of 
A. D , the said alleged bankrupt ceased operations at 
factory, and the same is now shut down; that the yards of the said alleged 
bankrupt are not protected or sheltered, that the buildings are open, and that 
the machinery and stock in said yards and building are not properly guarded 
and protected against the weather and trespassers; and that the yards, building, 
and machinery are in a dilapidated condition. 


Form 6. Petition for Appointment of Receiver 


5 Remington on Bankruptcy, p. 2721. 
614M. A. L. 668. 
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PROOF OF CREDITORS’ CLAIMS.— All claims of creditors must be proved. 
When proved, and accepted by the court, the claim is allowed in the meaning 
of the statute. In the proof of a debt there must be a statement in writing, 
signed and sworn to by the claimant, setting forth the dates of all items, their 
consideration, collateral held thereagainst, payments thereon, maturity dates, 
and a statement to the effect that the sum stated to be due is justly owing. 
It must appear from the proof of claim whether the claimant is an individual, 
a partnership, or a corporation, and the relation of the affiant thereto. The 
original of written instruments should be attached to and made a part of the 
proof of claim. The adaptation of the proof of claim to an individual, part- 
nership, or corporation is effected by wording the statement according to one of 
the following clauses: 


1. That he hereinafter designates himself as claimant. 

2. That affiant is a member of the copartnership ‘trading asia:¢05))2.202500 00 J. 
and hereinafter designated as claimant. That said claimant does business at the place 
above set forth, and that affiant has subscribed the partnership name and is duly 
authorized by said firm to make, execute, acknowledge, and verify this proof of claim 
and power of attorney. 

Saplhateherisiian\oficervof ce Jat Haat tens | oe.) el. » @ corporation duly 
organized under the laws of the state of................ That he resides at the place 
above mentioned. That he is treasurer or performs the duties of treasurer of the said 
corporation. That the seal affixed hereto is the seal of said corporation and was so 
affixed by order of its board of directors and that he has signed its name hereto by like 
order. Said corporation is hereinafter designated as the claimant. 


The statement to be made with respect of the claim itself is as follows: 


That the above-named bankrupt was at and before the time of the filing of the peti- 
tion in bankruptcy herein and still is justly and truly indebted to said claimant in the 
sum of....One Hundred and Fifty-seven... . dollars ($....167.00....) That the con- 
sideration of said debt is... . groceries bought by and delivered to said K.G. Namer....as 
set forth in the annexed statement marked “ Exhibit A”’ and made a part hereof. That 
said amount set forth in said “Exhibit A” is justly due and owing. That no part thereof 
has been paid. That there are no offsets or counterclaims thereto. That deponent 
has not, nor has any person for or on behalf of said claimant, or to this deponent’s know]- 
edge or belief, for the use or benefit of said claimant had or received any security for 
said debt whatever. That no judgment has been rendered therefor or any part thereof, 
nor has any note or other evidence of said debt been received except such note or evi- 
dence of said debt, if any, which is attached to this document. 


Exhibit ‘‘A,” just mentioned, takes the form, usually, of the conventional 
account statement, thus: 


Account Statement 
New York, Dec. 5, 19— 
K. G. Namer, 
In Account With 
John Hendricks, Dr. 


19— 
jan." 4," 12 Gases tomatoes. ott on Serer te eee ee $ 24.00 
Feb. 21, 14 sacks potatoes....... Bi chastee AN A BI 8 rere ale Oe 112.00 
Mar. 1, 400 The, gigas tag seta sith’ seat Ase b. | 21.00 


$157.00 
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If it is desired to designate a representative of the creditor in the procedings, 
it may be accomplished by incorporating a power of attorney in the proof of 
claim, or by appending thereto a power of attorney, which, in either case, would 
read substantially as follows: 


Said claimant hereby appoints.........--.+.eeeee: ORG sas ves ehs hake oie SEEDS repre- 
BODEACLV OL eee cela ace a dais Care yevencicete ale cl enelia wi auiehe naire vnoa Aenea ogee ull Gane 
and each of them, attorneys in fact, authorizing them and each of them to attend any 
and all meetings of creditors or adjourned meetings of creditors of the bankrupt in any 
court of bankrupty or before any referee in bankruptcy, and for said claimant and in 
the name of said claimant to vote for or against any proposal or resolution that may be 
submitted in reference to the estate of the above-named bankrupt and in the choice of 
trustee or trustees and for said claimant to appoint such trustee or trustees. To accept 
or refuse any composition in or out of bankruptcy proposed by said bankrupt. To 
receive and collect any payments of dividends or fees or moneys due said claimant under 
any composition or otherwise and in general to take such action and do such acts, exe- 
cute such consents and documents for such claimant as said attorney may deem best, 
as fully as such claimant could do if personally present. 


SECURED CREDITORS.—According to the Bankruptcy Law, when a 
creditor has security for his debt, the security must be surrendered or sold 
before the principal debt can be realized upon. A similar doctrine has been 
adopted in some states in connection with their insolvency laws (16 Mass. 308; 
9 M.A.L. 387). In many states, however, this principle marks a distinction 
between the Bankruptcy Law and the insolvency laws. 


TIME OF FILING CLAIM.—Creditors should be prompt in filing their 
claims. Their claims are lost unless they do so within one year after date 
of adjudication; excepting that a creditor who is without fault may file his 
claim later. 


CONTESTED CLAIMS.—Claims may be contested by objection of other 
creditors at the time of filing. Otherwise, the claim as proven will usually be 
allowed by the referee. 


PREFERENCES.— 


A person shall be deemed to have given a preference if, being insolvent,”? he has, 
within four months from the filing of the petition and before adjudication, procured or 
suffered a judgment to be entered against himself in favor of any person or made a 
transfer of any of his property, where the effect of the enforcement of such judgment 
or transfer will be to enable anyone of his creditors to obtain a greater percentage of his 
debt than any other of such creditors of the same class.8 


A chattel mortgage, a lien, a sale, payment on a note, giving security on an 
existing debt, and every other mode of disposing of or parting with property 
or the possession of property, absolutely or conditionally, as a payment, pledge, 
mortgage, gift, or security, is a transfer, and, contingent upon the facts, may be 
a preference.? Creditors who have received preferences, conveyances, etc., 
may not have their claims allowed unless such preferences are surrendered. 

To establish a preference, insolvency must be alleged and found as a fact, 
and the intent of the debtor to prefer must be proved. Therefore, the provisions 
of the Bankruptcy Act forbidding transfers, etc., of assets after insolvency 
does not invalidate payments made in the usual course of business before the 
commission of an act of bankruptcy and not in contemplation thereof, though 
the enterprise, if wound up at the time, would in fact be unable to meet its 


7 See ‘‘Insolvency,”’ infra. 
8 Bankruptcy Law, Sec. 60. 
9 Bankruptcy Law, Sec. 1, Subd. 25. 
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obligations.° In other words, it cannot be said that all payments, transfers, 
etc., after or in contemplation of insolvency are preferences, if made in due course 
of business and if not made with a view to prefer one creditor to another. For 
instance, if after or in contemplation of insolvency a security is given for a debt 
then created, without fraud in fact, and intended merely to adequately protect 
a loan made at the time, the transfer of the security is not a preference.1! 

Two illustrations of preferences, taken from reported cases,!? are given below: 


Nov. 6, 1899, Lyon owed Batten & Co. $1,888.61 for advertising. This account 
was reduced by cash payments until at Dec. 31, 1899, $630.47 was due. During De- 
cember additional advertising was done for which Lyon was charged $546.02. And it 
is for this sum that claim was filed. The court refused to allow this claim unless Batten 
& Co. surrendered the sum of $210.15 alleged to have been paid to them by the bank- 
rupt while insolvent. The $210.15 which was thus held to be a preference, represented 
a check, dated Jan. 20, 1900, delivered to the payee Jan. 2, 1900, in payment of the 
final one-third of the account for $630.47. The previous payments on this amount 
were made prior to Jan. 20, the day the debtor became insolvent; but the third check, 
the one in controversy, was deposited by Batten & Co. in their bank on Jan. 20, and 
was paid by the drawee bank on Jan. 21, one day after insolvency. 

One Sizer on Dec. 23, 1899, sold to the bankrupt merchandise of the value of $232.46, 
for which he rezeived 


Pan. 24, 1900. Cashaies auaee inte cic ar an tal $ 29.68 
Jan. 24, 1900 Note, payable and paid Apr. 23....... 200.00 
Vantol) 1900 Casi AUT deem. Ries SRDS 2.78 


$232.46 


At subsequent dates Sizer sold the bankrupt merchandise as follows: 


Mar 10s Jf, Moby Ae ia OO Ree OI ne me $357.80 
LUBA IG Stee tote Ae Neneh ree MEN ARP te 20.62 
$378.42 


It was held that the payment on Apr. 23 of the note for $200 was a preference, and should 
be returned as a condition of proving debts arising on and after Mar. 10. 
After the giving of the note and before its maturity (Apr. 23) and payment (Mar. 


$357.80. While the payment was distinctly on the note, and for the purpose of extin- 
guishing it, yet it was a partial payment of a portion of the whole amount of the indebt- 
edness owing from the bankrupt to the creditor. 


Preferences obtain only in bankruptey proceedings. But it is often found 
desirable in proceedings in insolvency, in cases where there may be present the 
essentials of a preference, to supersede the insolvency proceedings by a petition 
in involuntary bankruptcy in order to invoke the rule of preferences and thus 
insure an equitable distribution of the estate. 

On any engagement disclosing an apparently insolvent condition, the account- 
ant should be on the alert for preferences or other acts of bankruptcy, if only 
to counsel the client. 

PRIORITY OF CERTAIN DEBTS.—In bankruptey proceedings, debts due 
creditors take rank as follows: , 

ist. Taxes and debts due the United States. 
2nd. Actual and necessary costs of preserving the estate. 


10 See 174 U.S. Rept. 610, re national banks. 
41 Fed. Rep. 234. 
12.121 Fed. 723, and 112 Fed, 406; 12 M. A. L. 813, 815. 
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3rd. Filing fees and reasonable expenses paid by creditors in recovering 
to the estate property transferred or concealed by the bankrupt. 

4th. Costs of administering the estate, including attorneys’ fees. 

5th. Wages of workmen, clerks, salesmen, servants, earned within 3 oe 
and not exceeding $300 for each claimant. 

6th. Debts given priority by the laws of the various states. 

7th. General creditors. 


DIVIDENDS.— Dividends are paid at the discretion of the court, subject 
to several prescribed conditions. Creditors’ rights to dividends are not affected 
by proof and allowance of their claims subsequent to date of the dividend. 


SET-OFFS AND COUNTERCLAIMS.—Sec. 68 of the Bankruptcy Act pro- 
vides that in case of mutual debts or credits between the estate of a bankrupt 
and a creditor, the account shall be stated and one debt shall be set off against 
the other and the balance only shall be allowed or paid. But a set-off or 
counterclaim shall not be allowed in favor of any debtor of the bankrupt which, 
(1) is not provable against the estate, or (2) was purchased by or transferred 
to him after the filing of the petition, or within 4 months before such filing, 
with a view to such use and with knowledge or notice that such bankrupt was 
insolvent, or had committed an act of bankruptcy. 


STATE BANKRUPTCY LEGISLATION.—The extent to which any of the 
several states may have passed bankruptcy laws, or rather laws having the 
general effect of bankruptcy laws, is a matter that cannot be treated at length 
here. 

In any event, such laws will be found to parallel the insolvency laws so 
closely that the comments on insolvency procedure as next presented cover 
their salient points adequately for all ordinary purposes. 


Insolvency 


INSOLVENCY DEFINED.—‘ Insolvency is the state of a person who cannot 
pay his debts as they mature. This is the real point in insolvency, for a debtor’s 
estate may amount to much more than his debts, yet if he has not money enough 
on hand to pay as the debts become due, he is practically and legally insolvent.’’!% 

For purposes of the Bankruptcy Law a person is deemed insolvent whenever 
the aggregate of his property (excluding any that he has concealed or disposed 
of to defraud his creditors) shall not, at a fair valuation, be sufficient in amount 
to pay his debts. 


The term insolvency as used in the bankruptcy act, forbidding the transfer, etc., of 
the assets after or in contemplation of insolvency, does not mean an absolute inability 
of a debtor to pay his debt at some future time upon a settlement and winding up of 
his affairs, but a present inability to pay in the ordinary course of business. 4 


It has been held that a bank is ‘‘in contemplation of insolvency’’ when the 
fact becomes reasonably apparent to its officers that it will presently be unable 
to meet its obligations and will be obliged to suspend its ordinary operations. 


DISTINGUISHED FROM BANKRUPTCY.—Although the terms bank- 
ruptcy and insolvency are sometimes used indiscriminately, they have in legal 
and commercial usage distinct significations. Insolvency implies merely the 


13 Conyngton, Business Law, Vol. II, § 524. 
14 2 Woods 23; 1 N. B. C. 276. 
15 24 Fed. Rep. $71. 
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inability to meet one’s debts—that one’s liabilities are greater than his present 
means of meeting them. The insolvent may be able to carry on his business 
by means of credit, paying old debts by incurring new ones, and none of his 
creditors can institute legal proceedings. If fortunate, he may regain a position 
of solvency. ‘‘It would be possible for a skilful business man to start a business 
on borrowed capital, in which case it would be insolvent from the start. If 
his borrowed money did not come due for some time, he meanwhile could do 
business and make money and when his loans came due, pay part and renew 
the balance until he succeeded in accumulating assets in excess of his indebted- 
ness and making the business solvent.’!6 Even if his insolvency became 
public and default occurred, a debtor may still avert bankruptcy if he is able 
to effect a voluntary arrangement with his creditors. 

Bankruptcy, on the other hand, usually implies failure, and means the winding 
up of the estate and discharge from any unsatisfied portion of the debtor’s 
debts then due. 


CAUSES OF INSOLVENCY.—The state of insolvency may be caused by 
a variety of circumstances. In case of a commercial institution, for instance, 
insolvency may be caused by excessive operating losses, impaired credit stand- 
ing, insufficient capital for volume of business undertaken, extending too liberal 
credit to debtors, or otherwise tying up excessive amounts of capital in plant, 
inventories, or any non-liquid asset. 

Insolvency Illustrated.—Balance sheets A, B, and C, following, are submitted 
to illustrate several insolvent conditions. 


(A) Balance Sheet as at December 31, 19— 
(GES leet sie ena ROS ORIS SGI > $ 5,000 | Notes Payable, due Jan, 2, 19— $100,000 
Accounts Receivable......... 6,000 | Accounts Payable, due Jan. 2, 
MnVventOries...aseneeos cos hae 10,000 i) SS 28 ae I SA 40,000 
IPA EG eielereieisisxs,iietesieiels ofcaclaierees 50,000 —_— 
$140,000 
Capital Stock........ $25,000 
Deficit from Opera- 
WLODS waren ca tare 94,000 69 ,000 
$71,000 $ 71,000 


In this instance operating losses have so depleted working capital that the 
company cannot meet its maturities by cash payments, nor by liquidating or 
hypothecating its receivables or other assets. If the liabilities matured, say, 
30 days hence, the company would still be insolvent, as current operations for 
the ensuing 30 days could not yield sufficient resources with which to meet 
maturities. 

The condition here presented could be remedied by refinancing and paying in 
such new capital as would be required to liquidate the maturing liabilities, or 
such a portion of them as would enable the company to obtain an extension of 
the due date on the remainder. 

Inducing the creditors to extend the maturity of their obligations to a time 
when the company could recover its solvency, as by issuing capital stock in 


18 Conyngton, Business Law, Vol. 2, § 524, 
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exchange for the liabilities due to the creditors, would relieve the condition. 
But any impairment of the company’s credit would limit the probability of 
effecting such an arrangement. 

It is wrong to assume the solvency of a concern merely because its books or 
its balance sheet do not show an impaired capital account (a deficit). These 
media may not and often do not disclose either the state or the cause of insol- 
vency. The facts govern, and if the maturing obligations cannot be met in 
due course, the business is insolvent. Such a state of affairs is shown in the 
following balance sheet: 


(B) Balance Sheet as at December 31, 19— 
COBTS SURHIELS Bb tt Aon tag Bn ae $ 5,000 | Notes and Accounts Payable, 
Accounts Receivable......... 6,000 UG eR tee ee es $285,000 
Raw Materials, requiring 6 Acceptances Payable......... 125,000 

months to process, and not Capital Stock........ $25,000 

otherwise salable..-........ 225,000 ,|) Surplus. .32%)6 = «2/03 si03 1,000 26,000 
Goods Inf Process: .1<50 .%410 +. 50,000 ———_- 
ZETA Stare sore ctert te hu lorenatel «fase ef vee 150,000 

$436 , 000 $436 ,000 


Assuming that the liabilities as stated in this balance sheet mature before 
the inventory can be liquidated, the company is insolvent. A concern in this 
position is not often insolvent, however, because of its having arranged before- 
hand for the late maturity of its obligations. 

Insolvency may be also the result of commitments for large quantities of 
goods. In the foregoing instance the company would be insolvent if, instead 
of having its raw material on hand, it had been contracted for delivery and 
payment in, say, 60 days. 


(C) Balance Sheet, as at December 31, 19— 
COLT eek S OM SAE PAAR oir oe tic Cec $ 6,000 | Notes and Accounts Payable... $385,000 
Accounts Receivable, of which Capital Stock. . ... 0.5. $25,000 
only 25% are collectible... 230,000 | Surplus.............. 26,000 51,000 
Mpther ASSCtSio. . caleaties «re 0 6 200 ,000 ———- 
$436 , 000 $436 , 000 


Insolvency brought on by extending too liberal lines of credit is apparent in 
this case (C). Likewise, if receivables are good, but do not mature in time to 
meet maturing liabilities, insolvency exists. 

Insolvency may come quickly. Values may drop rapidly, and creditors may 
suddenly call their accounts, either or both circumstances causing the debtor 
to default. During the period of depression following the World War, these 
two factors were much in evidence. As a result, many otherwise sound and 
prosperous concerns found themselves insolvent. Realization of this condition 
of insolvency, and faith on the part of creditors in the ability of these concerns 
later to work out of their difficulties, gave rise to the creditors’ committee 
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receiverships, popular during 1919 and 1920. These receiverships, further 
mentioned in a later paragraph, were, in the last analysis, merely agreements 
among creditors to extend maturity of their obligations. 


WHEN INSOLVENCY LAWS ARE TO BE PREFERRED.—As between 
bankruptcy and insolvency procedure, the former is more severe and is supreme. 
Proceedings begun in equity must yield if later bankruptcy proceedings are 
started. Insolvency procedure offers many advantages to the debtor and his 
creditors. Excepting in a few instances of pronounced failure or fraud, creditors 
generally favor equity procedure, especially where desired merely to regulate 
the winding up of an unsuccessful enterprise, or where there is a possibility of 
the enterprise recovering from its difficulties. Business men generally are 
becoming less favorable to legal interference, and avoid it wherever possible. 
Pronounced trend in this direction is indicated by the recently popular creditors’ 
committee receiverships, resorted to in lieu of petitioning for appointment of 
court receivers. Dewing!’ says that ‘‘to force all businesses, whether public or 
private, through the bankruptcy court because they cannot find the means at 
some critical time to pay their obligations, involves economic waste—omitting 
the individual injustice—which our present social order cannot tolerate. Ac- 
cordingly, the court receivership (insolvency procedure) and the creditors’ 
committee receivership have developed as methods of meeting a situation where 
the traditional legal processes are ordinarily destructive and socially wasteful.” 

These reliefs are particularly desirable where it is sought to relieve the debtor 
of oppressive contracts or commitments which otherwise would wreck the enter- 
prise. These reliefs may be resorted to, however, only with the assent of the 
creditors. 


ASSIGNMENTS FOR BENEFIT OF CREDITORS.—Embarrassed debtors 
often find a satisfactory means of winding up merely unprofitable ventures 
in the state assignment laws. ‘Voluntary assignments for the benefit of 
creditors are transfers without compulsion of law by debtors, of some or all of 
their property to an assignee, or assignees, in trust to apply the same, or the 
proceeds thereof, to the payment of some or all of their debts, and to return the 
surplus, if any, to the debtor.’"8 This is an act of bankruptcy. 


RIGHTS AND DUTIES OF ASSIGNEE.—An assignee should be authorized 
to pay claims in the order in which they are entitled to be paid by law. He 
must give an accounting as provided by the terms of the assignment. He may 
hire such clerks, agents, etc., as are necessary to discharge his trust. He 
receives claims filed by creditors, as provided by the assignment,® 


Receivership 


NATURE OF RECEIVERSHIPS.—In court receiverships, courts assume 
control and direction of properties in litigation, the receiver being the court 
representative. Courts appoint receivers for such properties only to prevent 
fraud, protect the property from injury or preserve it from destruction.” 
(Notr:—See discussion of receivership accounting in section on ‘‘Corpora- 
tions.’’) 


17 Harvard Business Review, Oct. 1922, pp. 31-32. 

18 Burrill on Assignments, § 2. 

19 Conyngton, Business Law, Vol. ITI. 

20 See Receivers in Bankruptcy, supra, p. 1027, for form of petition for appointment 
of receiver in bankruptcy, 
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Creditors can force the winding up of the business of a person who is insolvent 
and who has committed an act of bankruptcy by bringing a suit in equity to 
have a receiver appointed, who then takes charge of the business, sells the 
property, and pays off the claims under direction of the court, or by going into 
the federal court and bringing bankruptcy proceedings.?! 

The Comptroller of Currency is empowered by federal statutes to appoint, 
and in practically every case he does appoint receivers for national banks. 
The Comptroller’s power to appoint a receiver is not exclusive, however, and a 
court of equity of competent jurisdiction may direct a receivership of a national 
bank.22 

Insoivent national banks can be wound up only in the manner provided by the 
National Banking Act. 


RECEIVER DEFINED.—A receiver, as defined by Pomeroy,?3 is ‘‘a person 
standing indifferent between the parties, appointed by the court as a quasi- 
officer or its representative, to hold, manage, control and deal with the property 
which is the subject matter of or involved in the controversy, under the court’s 
direction, either, (a) where there is no one entitled competent thus to hold it; 
or (b) where two or more litigants are equally entitled, but it is not just and 
proper that either of them should retain it under his control; or (c) where a 
person is legally entitled, but there is danger of his misapplying or misusing it; 
or (d) where he is appointed in like manner and under like circumstances for the 
purpose of carrying into effect a decree of court concerning the property.” 

If the estate includes property in several states in which there are creditors, 
a receiver is appointed in each state. The receiver appointed at the domicile is 
called the principal receiver; the others are called ancillary receivers. 


RECEIVER’S POWERS.—At every step the receiver is subject to the control 
and supervision of the court in his management of the property or funds placed 
in his charge. As soon as he is appointed, the receiver makes out a complete 
inventory of the property and effects coming into his hands. Local statutes 
governing the activities of receivers should always be consulted by the account- 
ant in cases of receivers in equity. © 

A receiver must usually proceed to wind up a business instead of indefinitely 
continuing it. But it may be carried on with the approval of the court. 
Receivers have certain discretionary powers in managing and controlling 
property in their care. When they exercise discretion and good faith, their 
acts will ordinarily be confirmed. 

Receivers may, with the approval of the court, borrow money to meet neces- 
sary operating expenses. Such indebtedness takes precedence over all other 
debts. 

Receivers should pass in the first instance upon the validity and propriety 
of claims presented. 

Compensation of receivers is fixed by statute, or by the court in special cases. 


RECEIVERS CLASSIFIED.—Receivers may be divided into three general 
Classes, viz.: 


1. Receivers in bankruptcy. 
2. Receivers in equity. 
3. Receivers, so called, representing creditors’ committees and assignees. 


21 Conyngton, Business Law, Vol. II, § 525. 
22.121 Fed. Rep. 287. 
23 Nquity Jurisprudence (3rd Hd.) §1330;9 M. A. L. 461. 
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Receivers in bankruptcy are governed by the federal court appointing them: 
They are governed also in a measure by instructions of their counsel, which the 
court permits them to employ. Receivers in equity are appointed by state 
courts administering the respective state insolvency or bankruptcy statutes. 
Receivers (trustees) representing creditors’ committees are subject to the 
contractual relationship established by the agreement upon which their 
appointment is based. The two latter classes of receivers usually continue 
their business until it may be wound up most favorably, or until it can be 
restored to its owners. 

The distinctions between these three classes of receivers are of interest to the 
accountant only in that he should know the source of the receiver’s authority, 
so that he may be governed accordingly. The succeeding comments may be 
applied, therefore, without respect to the character of the receivership. 


RECEIVER’S ACCOUNTS.—Receivers, regardless of the principal they 
represent, are not required to keep books in any prescribed way. They may 
open new books, or continue to use the old books. If the receiver is to continue 
the business, the accountant will find it advantageous, for practical reasons, 
to continue in so far as feasible the accounting methods and procedures of the 
old administration, even though he opens new books for the receiver. 

The receiver should inventory all assets taken over by him at values at which 
he believes the assets are realizable. The accountant may be governed by these 
values in opening the receivers books. The accountant may, if directed so to 
do by the receiver, establish the values at which the accounts will be taken over. 
Usually, such assets as good-will, treasury stock, deferred charges, or other 
intangible or “‘unrealizable’’ assets are not taken over. The receiver is required 
to account, however, for any amounts received from the disposal of assets by 
him that may be in excess of the amount at which they were so taken over. 
For instance, accounts receivable aggregating $100,000, if taken over at $80,000 
and liquidated at $85,000, would be recorded as follows: 


Accounts Receivable, Control Account 


19— 19— 
Jan. 1 To Receiver’s Equity; Jan. 31 By Cash, amount 
taking over accounts realized from ac- 
of X Company ag- counts liquidated. $85,000 


gregating $100,000, 
but considered 
WOLCH . sueeeerene reais $80, 000 


Jan. 31 To Receiver’s Equity, 
increasing the value 
at which the ac- 
counts were origi- - 
nally taken over. . 5,000 


$85, OOO $85, 000 
At the outset of his administration, the receiver should transfer all funds in 


banks to bank deposit accounts in his official name. He should notify the banks 
to stop payment on any of the checks of the estate then outstanding. He 
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should notify creditors to file their claims. He should instruct employees that 
all correspondence, etc., is thereafter to bear his official signature. He should 
instruct the receiving department of the company to defer receipt of all materials 
and supplies or merchandise until he approves the receipt thereof; this because 
he may reject or discontinue any contracts of the former management, and he 
should do so if they are not advantageous to the estate. Sales made subsequent 
to the receiver's appointment should be billed upon billheads bearing his 
official title. It is usually quite practical for the receiver to obtain a number 
of rubber stamps and stamp all stationery on hand with his official title; as 
for instance: 


John Smith, Receiver 
or 
Estate of X Company by John Smith, Receiver 


The receiver will also prepare inventories of insurance policies in force, con- 
tracts, leases, or similar agreements, and have suitable assignments executed for 
all of these instruments to be continued by him. 

The receiver’s accounting procedure embraces, (1) the opening of his books 
of account, or the reopening, under his direction, of the old books; (2) making 
accurate record of the transactions of his administration; and (3) closing his 
books for the desired intermediate accounting periods, and at the termination 
of his custody of the properties. 

In opening his books the receiver needs, in addition to the accounts formerly 
carried, (1) a capital account, in which to record the net worth of the estate 
taken over (at his valuations), plus or minus any increases or decreases thereof, 
and (2) an account, or a suitable classification of accounts, for the recording of 
liabilities or outlays incurred with his approval for merchandise purchases, 
borrowed money, and expenses of his administration. 

The receiver’s capital account is usually styled ‘‘ Estate of John Doe, William 
Smith, Receiver,” ‘‘Estate of X Company, William Smith, Receiver,” or 
“Receiver’s Equity.’’ The latter title is shorter and preferable. 

The receiver must keep separate the liabilities incurred by him and those 
incurred by the estate prior to his appointment. This is important because the 
indebtedness incurred by him is paid in full before the general creditors of the 
estate may share in’ the assets. This separation is often difficult to make. 
It is particularly so in respect of merchandise or goods in transit at date of the 
appointment. Legally, the receiver is liable for any merchandise or goods in 
transit the title to which passes from the shipper after date of appointment, 
provided the receiver accepts title. When title passes is an involved legal 
question. The only safe rule for the accountant or the receiver is to regard all 
purchases as obligations of the estate, unless they are clearly the obligations 
of the receiver. 

Nominal accounts following, so far as practical, the classification used by the 
company, should also be opened to record the result of the receiver’s operations 
of the properties when he continues the business. Periodically these accounts 
are closed into Profit and Loss and then into the Receiver’s Equity account, 
precisely as the former owners would have closed their nominal accounts into 
Profit and Loss and then into Surplus account. 

The foilowing comments and illustrations further explain some of the pro- 
cedures just mentioned. 

Assume that a receiver has been appointed for a certain company. The 
books, having been closed as at the date of appointment, show the following 


position: 
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Balance Sheet as at December 24, 19— 


Cas ee ne ae $ 5,000 | Notes Payable........... $ 55,000 
Accounts Receivable......... 10,000 | Accounts Payable........ 45,000 
liye Giantiteta She yns.o Bie o Blood 50, 000 a eel 
Las eee gn ethers Seen oe ors 50,000 $100, 000 

(Good— Wall tte <i once. socaioyecs .... 10,000 | Capital Stock. . .$20,000 
C SUnpLUS 25 oa0 mee 5,000 25,000 
$125,000 $125,000 


The receiver has the assets appraised, with the following result: 


Appraised Estimated 

Book Value Realizable Value Shrinkage 

Gashi om Ss ator a $ 5,000 SV SSOOOTMIOVM S747 RO PRE, See 
Accounts Receivable... 10,000 8,000 $ 2,000 
Imventories... ..0.4)2 2. 50,000 30,000 20,000 
Platte ek Tie ae 50, 000 45,000 5,000 
Good] Willem see 1050005 5 = eee 10,000 
$125,000 $88,000 $37 , 000 


Although assets are usually appraised at less than book value, it does not 
follow that they must be. Often the book value of an asset is found to be less 
than the realizable value. Such a condition could be due to any one of a num- 
ber of causes. Excessive depreciation charges, or appreciation not taken into 
the books, would result in too low book values. In this case, the higher value 
‘would be used in opening the receiver’s books. 

Moreover, it is to be noted that liabilities are to be taken over at their stated 
amounts, plus any claims of whatever nature. Damage suits or contingent 
liabilities of whatever nature are given effect to at the probable settlement value. 
It is rare indeed that liabilities are taken over at less than book value. 

The following journal entry will open the receiver’s books on the foregoing 
figures: 


(CaShe At) are Ae fee aoe rere ers cacds orang sacri eae $ 5,000 
ACGOUNTSURCCCLYE DLO. <a teteerannrtet w.e Geuter car seieiaieas 8,000 
EN VONGOTICS), cs aunty aracsnetty PORNO Gat eke hoo reine eee 30,000 
A PA Wal ee erne ctu acme ktetnt Ee tone Pee ORME SOS he ty oar eas 45,000 
IVECOIVEI Sy LUGE Yemen wires eerie iwi ee cee 12,000 
SEEM op MOTI), OG (Clova Tyo Nene MN lp or dd dwn MORe wees 2 $100, 000 


$100,000 $100,000 


To open the accounts of William Smith, Receiver, 
Estate of X Company, as of date of his appointment, 
and at values established by appraisal. 


Books of the former owners will remain in statu quo?4 until the receivership 


24 See pp. 1046, 1047, infra. 
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is dissolved and the business returned to its owners. If the receiver continues 
the old books, instead of opening new books, the following entry should be 
made in lieu of the above entry. 


VeCeivicl SPU Lyeerra tc ccoi att ee ee $12,000 

Gapital:Stocks carta «nn eons, UMS RRO ee ty 20,000 

SULDIUS sacra Ee ee ee 5,000 
ENCCOUDIS uecelva DIG aris aera tees eee en ee $ 2,000 
IMVONLOUIES tee ACL ORDO it: ee ee 20,000 
PIANO Se eee eee ee ee ee 5,000 
Good Wilt arae ca Sane CR ee ee ee oe 10,000 


$37,000 $37 , 000 


To close the accounts of the corporation, and reopen 
them as for the receiver; reducing assets to the value 
placed thereon by the receiver and charging the re- 
ceiver with the net estate delivered to and received by 
him as at date of his appointment. 


A credit balance in the Receiver’s Equity account indicates the amount 
the assets of the estate are expected to realize in excess of the liabilities. A 
debit balance in this account indicates that the liabilities exceed the realizable 
value of the assets, and that the general creditors will ultimately receive that 
amount less than the aggregate of their claims. 

When additional assets are received or discovered by the receiver during 
his administration, or if he operates the properties at a profit, the Receiver’s 
Equity account is credited therefor. Likewise, an amount realized on assets 
in excess of the value at which they were taken over would be a credit to this 
account. So too, a liability settled for an amount less than that at which it 
was taken into the receiver’s records would result in a corresponding credit to 
his equity account. Dividends in distribution paid by the receiver should be 
charged to the respective creditors’ accounts as follows: 


Liabilities of X Company (list creditors)...........$...,... 
Divadends- Paya blomeatt ers sake yee be «op $... 
To record dividend in distribution No. — being a 
dividend of — per cent as authorized by the court and 
directed to be paid as of —, date. 


When the dividend is actually paid the cash book will show the customary 
entry, which in effect is: 


DivadendssPayableden eed ect. Get t-romiets 5 aoe Devsihrst vats 
OPTI crea o Ore aD a te Cte ne eee ee D seagate 


After all assets have been liquidated and final distribution made of proceeds, 
any unpaid balance in the accounts of the respective creditors is to be trans- 
ferred to the Receiver’s Equity account, automatically closing his books. 

The Receiver’s Equity account should be charged with losses from his opera- 
tions of the properties, losses due to the disposal of assets for less than they 
were taken over, and for additional liabilities disclosed during his administration. 

In opening his accounts the receiver should show outstanding checks of the 
former management as liabilities. Accounts receivable showing credit balances 
are liabilities. Debit balances on the creditors ledgers are stated as assets. 
Notes payable to banks may be claimed by the holding banks to be offsets 
against deposits with them. In these cases and in many close cases: respecting 
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set-offs and priorities, the accountant should submit them for final approval 
to the receiver or his counsel, and until that approval is obtained he should 
treat the items only as they may conclusively be proved. That is, he should © 
not recognize a so-called set-off but state both the asset and the liability, 
excepting where the facts are beyond question. And so with priorities. The 
courts have sole jurisdiction in these matters, and the accountant should exercise 
great caution in passing upon them. Itis better to reject a claim for priority or 
set-off than to cause the receiver to become individually responsible for the 
amount involved. The receiver has all to gain and nothing to lose by refusing 
payment or approval of any such claim until directed by his counsel or the 
court with respect thereto. 

The accounting procedure for the receiver’s activities subsequent to his ap- 
pointment will be but slightly affected by the court’s direction to wind up the 
business forthwith, or to continue it for a time. In either case the recognized 
principles and practices of bookkeeping govern. Cash receipts are credited 
to the accounts giving rise thereto, as cash disbursements are charged to appro- 
priate accounts in much the same manner as with going concerns. About the 
only marked differences between the accounting of the receiver and that of 
a going concern are the substitution of the Receiver’s Equity account for the 
Capital account of the going concern, and the preservation by the receiver of 
the distinction heretofore commented upon between affairs of the estate as 
originally taken over and the addition thereto or deduction therefrom resulting 
directly from the receiver’s administration. 

If new books had been opened for the receiver, the closing entry therefor, to 
be made upon his surrender of the properties to the former owners, would be as 
follows (assuming for convenience the existence of the same state of affairs as 
used in the preceding entry for opening his books): 


Liabilities of the Corporation. ......+--.+sssssrrees $100,000 
(GEA Be SOOM aoe TS MOTUS Oe TETSU, OR S50 § 5,000 | 
Accounts Receivable. ......--++++sesstetter tet 8,000 
TVENGOMCS cc nie soccer tia cee Caen veusaniaisl Wenretna eer 30,000 
Beata tease ise retains eae pcs eres Olesen # Seared OS 45,000 
Receivers Hquity.. scan eeerme ss |e oe ror 12,000 | 


To close books of Wm. Smith, Receiver, X Company, as 
at date of his restoration of the estate to the former 
owners, in accordance with order of Court, dated — 


In the illustration just given it is assumed that there has been no change in 
the company’s position, and the old books would, therefore, be continued from 
the point of abandonment mentioned on page 1038 without any adjustment. If, 
however, as is more often the case, there has been a change in the position of 
the company resulting from the receivership, the old books may be brought 
into agreement with the conditions as at the date it resumes its activities, by 
the entry given below, wherein it is assumed that the conditions are as shown 
in the tabulation following the entry. 


GCashit ieee eNO EER ST Fae AEN, oder aiaas $ 5,000 
Plecrity, ees. 2) Ore ttle WOT cai bode foresee aicktot 5,000 
Notes Payable rain. iicntenenberiisrerorisistenieter-nelonareiyare > ¢ 30,000 
Accounts Payablewiii: 2st es ae, Ras 30,000 


Accounts Receivable. ........eee eee eee reece $ 7,000 
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big Noi s ESIC ous ain Rae On ORD io Miia CO nIOe Distr aOR $20,000 
SUCDLUS rere tc Sa set ie meee meer veterans tres 43, 000 


To give effect to change in position of the X Company by 
reason of the activities of the receiver. 


The conditions on which the entry is based are as follows: 


=< 


pation pen Position Shown | Changes in Position 
Se OO KS )O By Receiver’s During Receivership 
Company as at 
Accounts as at 
Date of Ap- : 
3 Date of His 
pointment of Disch: 
pian ischarge Increase | Decrease 
Assets 

COA) eee sich 5 RENAN $ 5,000 $10,000 $ 5,000 
Accounts Rece...... 10,000 3,000 $ 7,000 
Inventories.......- 50,000 30,000 20,000 
Plante cert Tee 50,000 55,000 5,000 
Good OWilleein: «ct LOROOO) lee erase 10,000 

$125,000 $98,000 $10,000 $37 , 000 

Liabilities 

Notes Payable..... $ 55,000 $25,000 $30, 000 
Accounts Payable. 45,000 15,000 30,000 

$100,000 $40,000 

Capital 

Capital Stock..... SEO OOO an | meee etre eras $20,000 
SULDIUS. ae -th5 + ete: SACU |g wenatsisiniers 5,000 
Receiver’s Equity..|  .......- $58 , 000 $58 , 000 

$125,000 $98 , 000 $58, 000 $85, 000 


The books of the receiver in the foregoing illustratio 


two following entries: 


n would be closed by the 


MeGora swine sba so camooenhan tesa eopo ya adcmddenoe $98, 000 
(EY N eetety on Henpoe RRC ero ae MERE Osea Oe Den POO Oc mercer $10,000 
Accounts Receivable. ..........-02 sees ee eee 3,000 
TriveMtOries, sce leds oct wo. ers: sees eee Abeta a Diatiews,ea aie 30,000 
Pl eari Ge eee cue tenes dhere titers eeanend etohoera ce 55,000 
INGE IES soe bloc Gooanpoocacoge so du nou mB he Ob. $25,000 
INCCOUDLRLLEVE ULC aul kcctnihatt. tls 15,000 
Recewvers guity conceit slele leleienetansitarle is elle e eosin 58,000 
REASON aiwe oow Vedula bOs Ceon eRe oe Aan $98 , 000 


Receiver, discharged, as at . 
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Statement of Affairs 
Book Expected a 
Walknes ASSETS Items Hotinealies Shrinkages 
$3000.00) \CAsH emacs ts pres tesa eee $ 2,500.00|$ 500.00 
250,000.00} Accounts RECEIVABLE: 5 
Good teal. adsense. tees 4.1$1004000)100)14100;,000:..00 
Doubtful—worth 50%....... 80,000.00} 40,000.00} 40,000.00 
Baden se oes 910,000.00 
Less—Reserve 5,000.00 70,000.00 70,000.00 
$250 , 000.00 
30,000.00] Cratm Against ACCOMMODATED 
Party (Estimated to yield 
BOOB es Se tee eee eas 15,000.00} 15,000.00 
772000'.00|) MIERCHANDISH. <6... - quan. - > 50,000.00} 27,000.00 
ZOFOOOROONEMACHIN|R ccs scat semen ote 20,000.00} 50,000.00 
SECURITIES PLEDGED WITH 
CREDITORS: 
Partly Secured: 
55,000.00 Notes Receivable (deducted 
GONE) acces worn aubrey ee $ 55,000.00 
Fully Secured: 
75,000.00 Buildings. oes oo $ 55,000.00 20,000.00 
110,000.00 Land (at market)..........] 125,000.00 *15,000.00 
Deducted contra......... $180,000.00 
30,000.00 X Y Co. Stock (at market) |$ 35,000.00 *5 000.00 
Deducted contra......... 25,000.00 
Excess over Clairns 
Ap AIMSt dei. sere 10,000.00 
125 O00F OC NGoopsWiLier acc ere [sera 125,000.00 
Tora UNPLEDGED ASSETS...... $237,500.00 
Less—Preferential Creditors 
(pee CONEFA) cps anne res 5,000.00 
Net Free Asserts ror UNsE- 
GURDDY GUAIMS. ace chess oe $232,500.00 
DEFIcIENCY (see Deficiency Ac- 
COUMIL) nen meserse aires Orga tc rot 52,500.00 


$825,000.00 


$285,000.00 


$327 , 500.00 


= 


* Increments in value. 


25 Quoted in substance from Kester’s Accounting, Theory and Practice, Vol. II. 


Form 7. 


Statement 


! 
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A BC Company, December 31, 19—*5 


Book Expected 
Wallies LIABILITIES Items HOUR ATi 
UNSECURED CREDITORS: 
$249,000.00 Accounts bayable. © sass: see ae ore $310,000.00 
Less—Partly Secured............... 61,000.00 | $249,000.00 
Partity SECURED CREDITORS: 
61,000.00 Accounts Payable. . .| $ 61,000.00 
Less—Notes Receivable Held a as s Se- 
CULIUY Soe eee ee 55,000.00 6,000.00 
’ Fuity SecureD CREDITORS: 
25,000.00 Notes Payable.. .| $ 25,000.00 
xEVAICo: Stock Held as ; Security. . ; 35,000.00 
Excess of Security (see contra). aah NS $ 10,000.00 
175,000.00 Bonds Payable........ $175,000.00 
5,000.00 Accrued Interest on 
Bonds. ecrnasuvort Tsiae 5,000.00 
$180,000.00 


Land & Buildings Held as Security 180,000 .00 
ContTINGENT LIABILITIES: 
30,000.00 Accommodation Notes.............. 30,000.00 
Maker, now bankrupt, will pay 50% 


PREFERENTIAL CREDITORS: 


1,500.00 IES Gti lola ey RASS SS nee ohpg $ 1,500.00 
3,500.00 UN IO Ra ais cee olarcicaia aim srauerg asa: 8 3,500.00 
Meducted contra}... cyre-oal ste sue wvege $ 5,000.00 


QoOPOOOR OOM CAPITALS LOOK siriniiu cisuayacsvcre ufone faleiais icon 
25 OOOFOOM SURPLUS a tiscyeichho, cus te lo aac a te Seka ees 


$825,000.00 $285 , 000.00 


A BC Company will be able to pay, on the basis of the above showing, 81.6 
cents on the dollar of all unsecured claims. 


of Affairs 
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Where the receiver may have continued the books and accounts of the owners, 
it is necessary, in order to close the books at the termination of his custody of 
the estate and to reopen them for the former owners, to restore the Capital 
Stock and Surplus accounts and any intangible assets formerly carried by the 
corporation. For instance, on the premises stated on page 1041, the following 
entry would restore the accounts to a position identical with the conditions 
stated for the preceding entry, where the receiver had opened new books: 


(Sires Eig ee en cea aes eer Serie ete Gea $10,000 

Receiver SaLiGunitysrmurerey srs retrene cesttee teen yeretan tens 58 , 000 
Capital Stock. Wacnt isang eens eens eee $20,000 
Surplus eee rire hein sa oys Mere Alene roto stent ey cae Pet sr acs 48,000 


In resuming operations the company would abandon the distinction main- 
tained by the receiver between assets and liabilities of the original estate and 
those of his administration. ; 


RECEIVER’S REPORTS.—Receivers are called upon to render variou 
forms of reports from time to time. The reports most frequently called for, 
however, are those commonly known as the statement of affairs and deficiency 
account, and the realization and liquidation statement. The receiver or the 
accountant usually may give full play to his individual taste in the preparation 
of the receiver’s reports. 

Certain accepted forms are in evidence, however, and although any pro- 
nounced uniformity in these forms is to be found only in textbooks, where they 
are so presented primarily to illustrate certain theories of accounts, they are 
treated of at some length in succeeding pages. 

The layman (the business man) often prefers to have the data usually em- 
bodied in the statement of affairs and the realization and liquidation statement, 
presented in a manner more closely following established balance sheet and 
profit and loss statement presentations. Therefore, some illustrations of the 
adaptation of the balance sheet and profit and loss presentations to these uses 
will be given. 


Statement of Affairs—and Deficiency Account 


PURPOSE OF STATEMENT OF AFFAIRS.—Proceedings in bankruptcy, or 
in insolvency, imply the financial embarrassment of the debtor. Quite naturally, 
therefore, when such proceedings are started, creditors are at once anxious to 
know the state of the debtor’s affairs, particularly with reference to the amount 
they may expect to receive, or rather the amount of loss they will sustain in 
the final settlement of their claims. So they immediately demand a statement 
of the debtor’s affairs, i.e., a statement showing the amounts expected to be 
realized from the assets, the amounts due to creditors in the order of their rank 
as to priority, and the ratio of the total assets available to general creditors to 
the total of their claims. In response to this demand, the accounting profession 
has developed the so-called statement of affairs, and its related deficiency 
account. : 

Specimens of the formal type of these statements are reproduced in Forms 
Upoees 

The statements of affairs, as illustrated in Forms 7, 9, differ from the conven- 
tional balance sheet and relative profit and loss statement, in that the balance 
sheet classifies the liabilities as to their liquidity, under normal conditions, and 
sets forth the net worth of the proprietorship; while the statement of affairs 
classifies them as to their legal status in regard to payment, and sets forth the 
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Deficiency Account A B C Company’ 
December 31, 19— 


ESTIMATED SHRINKAGES EstIMATED INCREMENTS 
IN VALUE: IN VALUE: 
Washiea recy arenes ee $ 500.00 Bander en tence $ 15,000.00 
Accounts Receivable... 110,000.00 Xe Y Co. Stockaa-rae on 5,000.00 
Claim against Accom- CAPITAL SUNK: 
modated Party...... 15,000.00 Capital Stock........ 250,000.00 
Merchandise.......... 27,000.00 Surplus. 52s. eseee 25,000.00 
Machinery<<... «oes 50,000.00 | Ner Drriciency to be 
Buildings. pee. eee 20,000.00 borne by Creditors (see 
Goad-Willa jee) ee 125,000.00 Statement of Affairs). 52,500.00 
$347 , 500.00 $347 , 500.00 


Form 8. Deficiency Account 


realizable value of assets (net free assets) available to general creditors of a 
liquidating concern. 

Fully secured creditors are those holding mortgages or other security of a 
value equal to or in excess of the amount of their claims. Partially secured 
creditors are those holding security of a value less in amount than their claims. 
Unsecured, or general creditors are those holding no security of any kind. 
Stockholders or former proprietors will not share in the assets until and only 
when all liabilities are met, and a balance remains undistributed. Contingent 
abilities are those which may become claims against the assets through the 
action or default of some third party. 

The essence of the statement of affairs is: 

1. Secured liabilities are stated net of the realizable value of the security. 

2. Pledged assets are shown net of the liability which they secure. 

8. Assets are stated at realizable values. 

4, Liabilities, whether admitted by the debtor or not, are stated at the 
amount expected to be settled for. 

Statements of affairs are frequently used to show free assets against which 
prospective general creditors would be extending credit. Likewise, they may be 
prepared for prospective investors or others desiring to know the company’s 
position with respect to classes of creditors. 

The deficiency account (Form 8) merely summarizes in statement form the 
causes of the inability to pay creditors in full. The term ‘deficiency account” 
may be given to an account to be used in closing the proprietorship accounts 
of an organization and bringing the accounts into agreement with the figures 
upon which a receiver opens his books. 

Reserves, unless they are provisions for contingent liabilities, are deducted 
from book values in preparing statements of affairs. 


Realization and Liquidation Account 


PURPOSE OF ACCOUNT.—During the continuation of a receivership, 
as well as at its termination, the court, the creditors, and other parties at 


26 Quoted,in substance from Kester’s Accounting, Theory and Practice, Vol. II. 
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Statement of Affairs 


oe pet Expected A 
Nominal ASSETS 40 Shrink- 
Value Realize ae 
$ 1,200 | Casu (including uncollectible due bills)..............| $ 1,100 | $ 100 
6,050 | Accounts RECEIVABLE, NxrT: 
GOOD eo ROE SRR Rts- = wah heh a $ 2,000 2,000 
Doubtful . 2... seas beetine. wg ae Abe 4,000 3,000 1,000 
Bad’ (Reservei$950).£0...cn eek lest SE ots 1,000 50) 
Bh UG) a2 Digs Nag ae A NO as ec est a $ 7,000 
Less=RVCHOINGte ics ers cos eee emes vee 950 
INGt (As SDOVE) <3 6 nica ceases Se $ 6,050 
5,000 | Nores RecerrvaB_LeE (deducted contra) 
C2 OOOM| SENVONTORLES ie foe ernest. See ene here en enone Sted 9,000 3,000 
250 MUNEXPEREDIUNS UIA NCE cceiaris cranes clemia ce trere etcetera s 250) 
18,000 | Bonps or X Y Co.: 
Biatumated, Value a.nu: ek fstah ees eee $14,000 4,000 
Less—Notes Payable (contra)......... 12,000 2,000 
8,000 | Lanp, estimated value.................... $10,000 *2,000 
22,000) |. Buripmyras;casta a 4828 eee. $27 ,000 
Less— Reserves .az.ocenae manos 5,000 
INC sn uccita as eran yens eatone wan ta males $22,000 
Bstimated Waluew..-ausee ese Le O00. 10,000 
‘Rotal Real Bstitew. a). to-eo eee $22,000 
Less—Real Estate Mortgage (contra).... 20,000 2,000 
S000 sh! NACHINDRY costitn. me tcl oo ote ae $10,000 
Less—ReEServe. .. 2.000 cee eee 2,000 
IN Cinta over sven teh crane alg tneeeots $ 8,000 5,000 3,000 
1 OOO |) ATION TS Sos cet amt Rte eh tie ee a ee. eae ey ee et ie eee 15,000 
‘TotaltBrees Assets anne oe ee ee $24,100 $34,400 
Deduct—Preferred Liabilities, Wages (contra) 500 
Net; Ere, Agsetsis ts ctyrua re iio Adore Saeed a $23 ,600 
DEFICIENCY TO UNSECURED CREDITORS........ 14,400 
95,500 $38 ,000 
eens ee errs a ee ee at Oe ie 
* Increase. 


27 Quoted extensively from Walton’s Advanced Accounting. 
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RECEIVERSHIP 


X Company, December 31, 19—?’ 


Nominal 
Value 


$ 500 


20,000 
12,000 


8,000 


35,000 
10,200 
9,800 


$95 , 500 


LIABILITIES 


PREFERRED LIABILITIES: 
Accrued Wages (deducted contra) 
Fuiiy Securep LIABILITIES: 
Real Estate Mortgage (deducted contra) 
Notes Payable (deducted contra) 
PARTIALLY SECURED LIABILITIES: 
Notes; Payablecn...tinecceadtierd tani ace Beeler eseuoreacioee.s $8 ,000 
Less—Notes Receivable (contra).................. 5,000 


UNSECURED LIABILITIES: 

Aceounts (Pay abieneuws.ceiic is Seren, 2c < searegs CSPOT nara ieattas =r 
CAPITAL A STOCK hay eitey. ehere sinc. «eis iee sed abrerepbanet tec cboweré Shean baie 
SHigelitch dunes oat. 7.0e OOOO OOOO oO One dada carbo star 


Nore: X Company will be able to pay general creditors, on the 
basis of the above showing, 62 cents on the dollar. 
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Expected 
to Rank 


$38 , 000 


ne 


of Affairs 
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interest, desire to know the result of the receiver’s activities in carrying on and 
winding up the estate, orin simply carryingiton. To meet this requirement there 
has been developed the so-called realization and liquidation account. 

“There are three theories upon which the realization and liquidation account 
has been developed, viz., that it is (a) a summary ledger account, (b) the 
trustee’s report to the court, or (c) merely a condensed summary of the trustee’s 
activities.”28 (‘‘Trustee’’ as the word is here used is interchangeable with 
““receiver.’’) 

The form and preparation of this statement is illustrated by quoting in full 
a C.P.A. problem and its solution as presented by Seymour Walton in No. 18 
of his ‘‘ Advanced Accounting Lectures.”’ 

Problem.—The trial balance of the Yellow Pine Timber Co. on Jan. 1, 19—, 
was as follows: 


Cash. scis $ 2,618.03 
Accounts Receivable............. Py ala ls | ale 
MINVETLL OLY ier go rie oS «iota: rere 36,133.32 
Unexpired Insurance............. 559.44 
Plant and Equipment............ 352,109.75 
Timber:and Lands: so... 0.1.6. 0 551,539.31 
PreferredtClarms cise cdo ers $ 37,011.99 
First Mortgage Bonds, 6’s........ 212,500.00 
Bond Interest Accrued—6 months. 6,375.00 
Unsecured Creditors............. 64,471.64 
CapitaliStockwesceus stan acae dered 400 ,000 .00 
Surplusans sate nee eee 243,712.39 


$964,071.02 $964,071.01 


Not being able to meet their current obligations, the Commercial Trust Co. was 
appointed receiver on Jan. 1, 19—. 
The transactions under the receivership for the year following are hereby summarized: 


Purchased Logs (half of which were paid for in 
cash, less cash discounts, and the balance on 


CLECIG) Oe tee tore a eon wee ee $ 9,646.22 
Operating xpoenses.cou: dane ce oak ele Plain NAL Rees 202,972.81 
Commissions #{hih mbh a eee Ook erate Geese 4,214.14 
DGMULTAPO een hale arts ecient See race ake 326.00 
LSet Ward! scat oc coratee cd eetaah mcs oe en naw 585.53 
General ixpenses.< vs snes slansre carol ae ate rete 4,837.40 
Balearics the goaiciey oct cies shes ol onsiol seats eee eterna as 12,000.00 
Shipping: Bixpensererninsccraniane ene ei tie ceicet ite 13,574.10 
TEBXOS Re care ce rd eek eo cde hi ee tian teeter enae hieeirore 1,421.00 


All paid for in cash. 

Allowance for stumpage cut amounting to $50,000 was credited to Timber account. 
Interest on bonds to Dec. 31, 19—. was paid in full and the outstanding bonds reduced 
to $200,000, Dec. 31, 19—, by paying off $12,500 at 101. Sales amounted to $45,000 
gross, of which $300,000 was received in cash as net payment by customers 


Freight Allowance to Customers.........4..¢-.-. $70,510.00 
Discounts *Allow eden oc a ose ers ceeistore a) cheeeie ere 556.33 
Discounts sRecetvedivencis acest eee sectors stearate 500.00 
Profit: from, Commissary -cyoreie eater 5,000.00 
Sundry Income........ oY te ochre 3,500.00 


Accounts receivable of Jan. 1, 19—, realized $20,000 net. Preferred claims were 
paid in full. Depreciation of $3,500 was allowed on plant and equipment. Unexpired 
insurance on Dec. 31, 19—, amounted to $125. Inventories, $40,000. 


28 Newlove, C. P. A. Accounting, Vol. II. 
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Prepare Realization and Liquidation Account, Cash Account and Balance Sheet, 
Dec. 31, 19—. Prepare a Receiver’s Profit and Loss Account, proving gain shown by 
the Realization and Liquidation Account, and showing all of the elements making 
up the net amount. 


Solution to problem is given on pages 1050 to 1054. 


“CHARGE AND DISCHARGE” FORM OF REPORT.—A common form of 

report for filing with the court is the charge and discharge form: 
The receiver charges himself with: 

. Assets at date of receivership, or last report. 

Additions to such assets since discovered. 

Increments upon realization of such assets. 

Amounts realized from sale of receiver’s certificates. 

. Increases in the amount of receiver’s liabilities. 

_ Gross income from his operation of the properties. 

receiver credits himself with: 

Preferred or other liabilities of the company paid. 

Decreases in assets as taken over. 

Losses on realization of assets. 

Expenditures on fixed assets. 

. Receiver’s indebtedness paid. 

Expenses of operation of the properties. 

Expenses of receivership. 

Dividends paid in distribution. 

Assets at close of period. 

The foregoing form is frequently accompanied by balance sheets as at the 
beginning and close of the period reported, a profit and loss statement, and a 
statement of cash receipts and disbursements. 

It occurs frequently, too, that the demand for a statement may be satisfied 
by submitting only a balance sheet and statement of operations. These may 
follow the lines of the companion statements in the preceding illustration of 
the C. P. A. problem. 

Receivers, and their accountants, are called upon at intervals to submit 
numerous special reports. These reports may be, for instance: 

1. List of creditors. (Names and addresses, and full particulars of 
their claims and ranks, should be given.) 

2. Reports on relations with banks and other special creditors—bond- 
holders, licensors, vendors holding commitments, etc. 

3. Reports on situations at branches, agencies, and subsidiary companies; 
stock issues; inventory situations, etc. 

4. Reports on systems of accounting methods and procedures, involving 
usually a survey of the systems of the old organization with a view to 
modifications for adoption by the receiver. 

5. Special surveys and reports on operating results for past periods, 
with a view to ascertaining the faults of the business or its potentialities. 

6. Budgetary reports, setting forth the funds and the sources of funds 
available for use by the receiver, and funds required to continue or wind up 
the business, or any phase of it. Special attention is given in these cases 
to the requirements for liquidating large inventories of materials in raw 
or in process, as by purchasing such additional materials and supplies as 
may be required to convert the inventories into marketable products. 

7. Statements to form the basis of a reorganization plan and agreement. 
In these cases the claims to be met are listed alongside of the proposed 
readjustment—as stock to be issued therefor. 


oR oo 
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The Yellow Pine 
Solution.— Realization and 
January 1, 19—, to 


ASSETS TO BE REALIZED: 


Mecounts: Receivables. waewic-ts). t).0 abd acento $ (21,1 M7, 

URNA A ae i en Me ee eae Oe IS 36,133.32 

Wnexpiredinsurancete sn 0-5 1o sie sei eee ee 559.44 

Plant-and: Hgquipment. syst eee cee te 352,109.75 

Aimiberrand Wands. sence ee ee ee 551,539.31 $ 961,452.99 
Assets ACQUIRED: 

Accounts Receivable; newaawiatnes aes einer: Seve ieee la nd oe 450,000.00 
SupPpLeEMENTARY CHARGES: 

PUTrCHAS ES HORS -n.c, os, \ leh oa icy cnet ereed ae ee $ 9,646.22 

Operating Eixpenses-maaenna ae a ho ee 202,972.81 

Bommissionswataeweaaes oe siding ace ee pe ee 4,214.14 

WD EMUrra ge vane cee AN UbRv co uae en 326.06 

Breightsinward® wir: ac ner gionc cease 5 Se 585.53 

General’ Wxpense titted 2 ceed ecce, ba a) cee os. 0.0 eS 4,837.40 

MSA IATIES). sre Vyas Seftebs ars oics eieBava ays tas, seasiiteih le HERS SONNE 12,000.00 

Shipping Mixpense sy. ey) ee teaeee ers ete Poceas 13,574.10 

PREKES er ere her eee. Ceae Peay MAEM Re, omg 1,421.00 

Bondsinterestp lO a8 <A caval ceo cs comers oe 12,750.00 

RreightrAllowancesStiaee acs Gocco ee 70,510.00 

Discount) Allowed! yor eric ede aeere nace weeny 556.33 

Premiums on’ Bonds Paid. .2). bes wien. flee 125.00 333,518.53 
Liasrmities LiquipaTED: 

Bond Interest Accrued, Jan. 1, 19—............... $ 6,375.00 

Horst eVonwsate-Dondss. 0. a. 904. toe coke 12,500.00 

iPreterred @laims averting ce et 37,011.99 

Accounts’ Payablewnewss..02. nee dete. eee 4,823.11 60,710.10 
Liasriyities Nor LiquipaTEp: 

Hirst: Mortgage Bondsin6)6 4.4 fe ene eee ee a $200,000.00 

Wmeecoured (Creditors; old eons eB ee 64,471.64 

wwecounts Layablemme wn. wnesenice ce hiee com oe en 4,823.11 269,294.75 
GATNEONPREALTZADIO Niky. x chayec. clonal «Papin: acredien cc x 74,302.54 


$2 ,149,278.91 


ASSETS NOT REALIZED—Bauancres Down: 


Plant and Equipment, net of Depreciation.......... $348 , 609.75 
Wnexpined Insurances. ).c1eeh erent ie eee 125.00 
TD VeENtOTES i.e aco team Ee Een tee cee ee 40,000.00 
Mimberjand hands), sys. sere tae eee J 501,539.31 
Accounts Receivable, news'o ii... eee ek 78,933.67 é 


Form 10, Statement of Realization 
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Timber Company 
Liquidation Account 
December 31, 19— 


LIABILITIES TO BE LIQUIDATED: 


IPrererred’ Cla Mis ry wry ee Rese coe ale ee San $737,011: 
HirstiMortgage Bonds vere ccesns 4, tlcvaekae v0 tron ees 212,500. 
Bond interests A ceried wicciarics .ccitcmrs one oe ees 6,379. 


Wnscecured (Creditors. -nccru ee Sisco ar Shana 64,471. 


LiaBILiTiges INCURRED: 


Accounts Eayablestor Logs arcs cit ns one curr sue oaelaly Ate Mestre he = 


SuPPLEMENTARY CREDITS: 


Sleeve te tetera ieee fel ohm ae ey PAN Fo ott rf Pegs Sell iS $450 ,000 
Progtsirom Commissary. le ge scp tks ote We ete scene 5,000. 
Sundry income eee een ce ek eRe an chats med erated 3,500. 
Discounts: Received cr \aisnsern cscka ctetees os tenets, «Palate eee ae 500. 
Assprs REALIZED: 

Accounts) ‘Receivable, old.<..cm6 ee pees ee ede) oe $ 20,000. 
Accounts Receivable, news os... sled coro’ 2G tem 371,066. 

Gash. cen.. se hone ieee ee $300,000.00 

Allowanterct.tcre ae lees eee ene e 70,510.00 

Discountsss...ds skeen ce eee Cla 556.33 


$371 , 066.33 


Assets Not REALIzED: 


Plant:and Equipments, cece css oes ene + eons, aeons $352,109. 
Less—Depreciation Reserve............0e0seeeee 3,500. 
$348 , 609 . 
Wnexpiredsinsurancesn sais css oe vcs gs urna ae 125: 
Dnventoricann: eee hss rer eha a leone a Set aioe toot hello 40,000. 
Timber; ANG ANUS Shed tale anise eis nt eke aie tveinieitecere 501,539. 
IXGcOuntS a eGOlva ble, Mew raise vie anetnete c)ciere soelwhe nite ow 78,933. 
LIABILITIES NOT LIQUIDATED—Batances Down: 
First Mortgage Bonds............:+++0s++++,++++. $200,000. 
Unsecured Creditors, Oldaitmccs hime sora eae ol ui 64,471. 
Accounts Payables Newae wanes s= crciaaten wciernde wbigets 4,823. 


and Liquidation Account, 


00 


11 


$ 320,358.63 


9,646.22 


459,000.00 


391,066.33 


969 , 207.73 


$2,149,278.91 
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8. Balance sheets giving effect to proposed plans of readjustment or 
reorganization are often required. These balance sheets should give effect 
to the proposed transactions, but should clearly state on their face that 
such transactions have been so applied. For instance, if a company were 
to issue new stock of a par of $100,000, to be sold for 90, the balance sheet 
in that particular should read as follows: 


Balance Sheet 


(After giving effect to proposed sale of $100,000 par value of capital 
stock for $90,000) 
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FIDUCIARIES 


Fundamentals of Fiduciary Relations 


FIDUCIARY’S OBLIGATION TO ACCOUNT.—A fiduciary is defined by 
Webster as ‘‘one who holds a thing in trust for another; a trustee.” All persons 
who have legal possession of property which belongs to others are fiduciaries, 
and as such are under legal obligation to account for trust property which has 
passed through their hands. The more important fiduciary relationships, such 
as those of administrators, executors, testamentary trustees, guardians, receivers, 
and assignees, are conducted under supervision of some court, and are concluded 
only after the rendering of an accounting satisfactory to the court. The 
keeping of proper records to facilitate preparation of the report upon which 
discharge will be granted is therefore essential. 


THE PERSONAL REPRESENTATIVE.—The person appointed by the 
court to settle the estate of a decedent is known as a personal representative. 
If the decedent left a will in which he named his personal representative, that 
person, if accepted by the court, is known as an executor. Otherwise the 
personal representative is called an administrator. 

The personal representative’s title to the personal assets of the decedent dates 
back to the time of death, though his appointment and qualification have not 
occurred until later. The real estate of the decedent, if the estate is solvent, 
descends to the heirs or the devisees without passing through the hands of the 
personal representative. 

The first duty of the representative is to take possession of all the personalty 
which belonged to the decedent. He is required to inventory that property 
and to have it appraised, after which he sells the personalty in order to pay the 
debts of the decedent and to settle legacies. His procedure in all these steps 
is governed by law. He must use extreme care to follow the law in all particulars. 


TESTAMENTARY TRUSTEE.—A will may provide that certain property 
or investments shall be held in trust for a certain period during which the 
income therefrom goes to one or more persons, and at the end of which period the 
property or investments pass to the same or other persons. The person who 
receives the income is called the tenant or beneficiary; he who receives the 
property at the expiration of the trust is called the remainderman. 

When trusts are created by will, the trustee may be a different person from 
the executor, but the executor usually becomes the trustee, and it becomes his 
duty to manage the trust property; but his functions as executor and as trustee 
are separate functions which must not be confused. As executor he winds up 
the affairs of the decedent, collecting assets, paying bills, and distributing 
legacies which are independent of the trusts. He transfers the trust funds and 
the income therefrom to himself as trustee, and as trustee delivers the income 
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to the beneficiaries. At the end of the period of executorship he makes his 
report to the court, and is discharged from that responsibility, but continues 
to serve in the capacity of trustee during the period for which the trust was 
created. 


Corpus and Income 


CORPUS AND INCOME DEFINED.—AIll transactions of estates are sepa- 
rated into two main groups, called transactions as to corpus and transactions 
astoincome. Corpus is the Latin word for ‘‘body,’’ and as used in connection 
with estates means the principal or body of an estate, the whole value of what 
is actually left by the decedent at time of death. What is afterward derived 
from or earned on that body, corpus, or principal, is called income of the estate. 
Good accounting requires that in all cases the records show what property was 
left by decedent, that is, the body, corpus, or principal of the estate, and what is 
thereafter gained or lost in handling the property. 

All assets that would be included in a true and comprehensive balance sheet 
for the decedent at midnight following his death are corpus, and all liabilities 
that would appear in that balance sheet must be met out of corpus. Also, 
funeral expenses and all legitimate expenses of administration, from expenses 
of probate to those of the final accounting, are chargeable against corpus. 
Losses of part of the corpus due to casualty and theft are deductible from 
corpus itself, as is also a failure to realize the appraised value of an asset. 

If a piece of real estate should properly be listed among the assets of the 
estate, that piece of real estate is corpus. No matter at what amount it is 
appraised or for what amount it is sold, the proceeds of the sale are corpus. 
Establishment of some large industry near a farm, years after death of an 
owner of the farm, who has included it in a trust estate, may materially increase 
the value of the holdings above the figure at which they were appraised and 
entered on the books of the estate; but although that increase is a gain of the 
estate after the establishment of the trust, it is not income to the life-tenant, 
but an increase in corpus. All assets of decedent at date of death are corpus 
for whatever values may ultimately be realized. 

Any interest receivable by the estate which had accrued prior to midnight 
of date of decedent’s death, is corpus, since it was an (accrued) asset of decedent 
at time of death. The same principle applies to any other income accrued at 
the time of death. 

Dividends are ordinarily not considered as income until actually declared, 
because they do not accrue. The time when the corporation earned the profits 
out of which dividends are paid does not matter; courts have generally! held 
that a dividend declared after death belongs to income, because profits of a 
corporation are property of the corporation until the directors in their discretion 
declare a dividend. On the other hand, a dividend declared before death 
belongs to corpus, because in law a dividend, even on cumulative preferred 
stock, is considered earned by the recipient at date of declaration, though 
perhaps not paid for some time afterwards. 

The rule is different, however, in case of stock dividends and of cash dividends 
of such unusual size that it is evident that a surplus accumulated over a period 
of years is being distributed. Courts generally include as corpus any part of 


1 In Pennsylvania and a few other states the rule is to apportion dividends as of time 


when income was earned by the corporation, and to give the life-tenant only so much 
as has been actually earned since death of testator 
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such dividends which accumulated prior to decedent’s death, but allow as income 
any interest arising from this amount.? 

Corporations often allow stockholders the privilege of absorbing among them- 
selves increased issues to be floated. These rights, being transferable, are often 
valuable and may be sold. Proceeds of sale of such rights are corpus just as 
the new issue of stock itself would be corpus if the executor chose to avail 
himself of the right to subscribe and thus invest idle or less profitably invested 
funds of the estate. 

Proceeds of fire insurance policies, whether in form of premiums returned 
on policies taken out by decedent and canceled by the personal representative, 
or of money paid to personal representative to cover a fire loss on property 
owned by the estate or on which the estate holds a mortgage, are always 
corpus. 

Proceeds of life insurance policies payable to decedent or to estate, whether 
received in a lump sum as a result of decedent’s death or due as the last payment 
of an annuity formerly payable to decedent, are corpus. Classification of pro- 
ceeds of other forms of insurance may be determined on same principles. 

Livestock borne after date of demise are income. Growing crops belong to the 
corpus when land has been sold by decedent with a reservation of the crops. 
They are income when land becomes part of a trust for a life-tenant. When 
land on which they are growing is not to be held in trust, they go with the land. 

If a will specifies that certain gifts made by testator during his life are to be 
considered as advances and deducted from legacies, amounts of such advances 
are part of the corpus. 

Many partnership agreements specify that the estate of any partner shall be 
entitled to that partner’s share of profits earned for a certain period after his 
death, in which case these earnings are part of corpus. 


DEDUCTIONS FROM CORPUS AND INCOME.—The principle regarding 
liabilities is in harmony with that regarding assets. Anything which was owed 
by decedent, including accruals to date of death, is a charge against corpus. 
But in addition to such liabilities there must be charged against corpus the 
expense of winding up affairs of decedent, including cost of caring for assets 
until distributed (but not including cost of earning or collecting income from 
those assets, which is a charge against income). 

Principal deductions of this nature are funeral and burial expenses and cost 
of administering the estate. Funeral expenses include undertaker’s bill, cost 
of cemetery lot, a suitable tombstone, and cost of funeral services. They 
include also transportation of the person bringing body to place of burial, and 
sometimes an allowance for mourning to be worn by relatives of deceased. 

All legitimate expenses of administration are charged against corpus. These 
include office rent and other necessary office expenses, salaries, attorneys’ and 
accountants’ fees, and expenses of litigation in estate matters, including will 
contests. The personal representative is responsible for assembling and caring 
for the assets, and is personally liable for any neglect, but all expense properly 
incurred is chargeable against the estate and is a deduction from corpus. 

The distinction between administration expenses and charges against income 
is not easy to define, but may be expressed by saying generally that the expense 
of collecting and handling the income is chargeable against income, whereas 
any expense occasioned by the assets themselves is chargeable against corpus. 
Nearly all the expense of the personal representative is against corpus, while 
most of that incurred by the trustee is against income. Of course, interest 


? Conyngton, Business Law, Vol. II, p. 519. 
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expense accrued after decedent’s death is chargeable against income, because 
the income-producing assets would be reduced if the indebtedness on which the 
interest was incurred were paid off. | 

In most if not all states, certain property and usually some amount of ready 
money is set aside by law for use of the widow and minor children. Whatever 
the statute allows, if used for this purpose, is a charge against corpus. All 
legacies are paid out of corpus (except that if no trusts are created the residuary 
legatee receives the income also). But payments of these legacies are not 
considered as deductions from corpus, serving rather to dispose of it after its 
amount has been finally ascertained. 

The inventory of the estate should include, so far as possible, all accruals; 
but the accountant will probably have to make numerous adjustments thereafter 
to pick up omissions and to correct entries made as a result of incorrect infor- 
mation. The line dividing corpus from income is not so plainly drawn as 
always to be readily apparent. In many cases it requires the court’s inter- 
pretation of facts in a particular case to decide to which account credit should be 
given. 

In computing and setting up accruals, the general rule is that the expression 
“to the date of the death of the testator’? means to and including that day, so 
that items earned and dividends declared at any hour on day of death are a 
part of corpus. 

In case of an intestate a trust cannot be created except by operation of dower 
or courtesy rights. The separation of corpus from income in such cases might 
seem unnecessary. But the separation in the case of estates of sufficient size 
to present any accounting problems is wise because inheritance tax laws apply 
only against the corpus, and because the administrator should be in a position 
to show easily what gains and losses have occurred as a result of his management 
and what are due to improper appraising, 


Accounting for Personal Representatives 


STATUTORY REQUIREMENTS.—The ultimate purpose of all estate 
accounting is the fulfilling of a legal obligation which rests on a fiduciary to 
account properly for all money or other property which passes through his 
hands. For this reason any system of accounting devised for a fiduciary should 
be planned to enable him to prepare his final accounting without difficulty 
and at same time to handle his current work without unnecessary labor. Most 
states do not prescribe by law any form of estate bookkeeping even where they 
do prescribe a form of final accounting; but if the fiduciary’s records are not so 
kept as to make it possible for him to prepare the final accounting readily, he is 
often charged personally with expense of drawing off that account. 

The fiduciary’s accounting is submitted to the court which appointed him, 
and is usually made after the assets have been collected and debts of decedent 
and expenses of administration have been paid, and such payments as the exec- 
utor has found advisable have been made on account of legacies. Its purpose is 
to show amount of cash and property received by the representative, disposition 
he has made of it, and balance, if any, remaining in his possession. The 
fiduciary is required to make an affidavit that to the best of his knowledge and 
belief the statement is a full and true account. 

Usual procedure is for the personal representative to present the account to 
the court with a petition that it be allowed, whereupon the court gives notice 
to all persons interested in the estate that on a fixed day the account will be 


1062 FIDUCIARIES [Sec. 21 


judicially considered. Prior to that day, the account on file with the court is 
open to inspection. After examining the account on the day named and con- 
sidering any objections raised against it, the court renders a decision allowing, 
or refusing to allow, the account. If account is not allowed, one satisfactory to 
the court must be presented. If court is satisfied with the accounting, it issues 
a decree of distribution directing the executor to make distribution of estate 
assets then remaining in his hands as set forth in the decree. 


FORM OF THE ACCOUNT.—It is rarely that the form of account is legally 
prescribed, but the statute usually states broadly what the account shall show. 
This has resulted, in practice, in special forms for each state. These forms 
answer the local statutes and can usually be secured from the clerks of the 
probate court. It always saves work in such matters to follow precedents and 
use whatever forms the local court approves. Some of these forms are very 
simple, while others are rather complex and go into great detail, but all are 
based on an accounting for receipts and disbursements by schedules showing 
transactions by classes. 

The accounts which are to be kept on the books of an estate should be chosen 
with the final accounting always in mind, and should be so selected that the 
information required may be compiled with least effort. The classification of 
receipts and disbursements to be used in the final accounting should be followed 
in the books. Each schedule of final accounting should be represented by an 
account on the books, and the name and even the standard number of the 
schedule may form part of the title of the account. 


INFORMATION NEEDED FOR FINAL ACCOUNTING.—Because of 
variance between forms in use in different states, it is impossible to furnish a 
scheme of accounts which will give information necessary for all without going 
into greater detail than is required by some, but the following is fairly repre- 
sentative: 

As to corpus: 


Charges to administrator: 
1. Amount of inventory as appraised. 
2. Assets discovered after filing of inventory. 
3. Gain from realizing on inventory. 
Credits to administrator: 
. Loss from realizing on inventory. 
. Assets not realized upon. 
Funeral and administration expenses paid. 
Payments on debts of decedent. 
Distribution of cash and other assets. 
Balance of corpus cash on hand. 
As to income: 


Charges to administrator: 

10. Amount of income from operation of estate. 
Credits to administrator: ‘ 

11. Losses of income. 

12. Expenses chargeable against income. 

13. Distribution of income. 

14. Balance of income cash on hand. 


Under the rule that one account should be maintained for each classification 


which will be needed for the final accounting, the accounts which would result 
from above list of schedules are: 


COND Op 
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Corpus Groug 

Inventory. 

After-Discovered Assets 

Gain on Realization 

. Loss on Realization 

. (No account appears for the item ‘‘assets not realized upon,”’ because 
it is by nature the residue or closing balance left in the Inventory 
account.) 

6. Funeral and Administration Expense: 

7. Debts of Decedent : 

8. Distribution of Cash and Other Assets 

9. Cash 


or yh 0 


Income Group 
10. Income 
11. Losses of Income 
12. Expense against Income 
13. Distribution of Income 


No second Cash account is needed for income cash, as it is never difficult to 
determine how much of the cash on hand belongs to corpus and how much to 
income. 

This number of accounts does not, however, quite exhaust the necessities. 
The list may seem to include assets and liabilities, income and expense. But 
in double-entry bookkeeping there is another group, net worth or proprietorship 
accounts, i.e., Capital, Capital Investment, Capital Stock, Surplus, etc., as 
may be required under varying circumstances. The place of this group in the 
scheme of estate accounts is taken by an account known as “ Estate Corpus.’’ 
Whenever books are closed, the balance of this account is amount of the estate 
in accordance with the various valuations used. Like proprietorship accounts 
it is necessarily a credit account, showing extent of the accountability of the 
fiduciary. 

INVENTORY.—The accounting of the personal representative is based on 
the inventory of the estate, the taking of which is one of his first duties. This 
inventory takes note of assets only, no reference being made to liabilities. It is 
a list and appraisal of all items composing corpus, classified and valued as re- 
quired by the state law. 

In many states the inventory does not ordinarily include real property, which 
does not come into the hands of the representative, passing immediately to 
devisees or heirs-at-law; but the inclusion of all property is required in the 
inventory used in connection with the federal transfer tax. For this reason 
there is now being favored the practice of letting the inventory which is made for 
all purposes include real estate at gross value, any mortgage indebtedness being 
considered a debt of the decedent. 


LIABILITIES.—The ordinary practice in handling accounts of a decedent 
is not to set up the liabilities of the decedent on the books. Debts appear only 
through their payment, when Debts of Decedent account is charged. No 
offsetting credit appears until at time of closing books, when the representative 
balances this account by closing it into Estate Corpus. 

This is done on the theory that the books indicate the responsibility of the 
fiduciary rather than thé net worth of the estate; and is a survival of the cash 
methods used in all legal accounting. There is, however, no good reason why 
the liabilities should not be set up in an Approved Claims account if desired. 
and in large estates such'an accrual is usually preferable. 
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USES OF ACCOUNTS.—The general scheme for handling transactions under 
the above outline of accounts is as follows: 

At the beginning of administration the estate assets are debited to Inventory, 
their total amount being credited to Estate Corpus. The amount of cash in the 
inventory is credited to Inventory and debited to Cash. 

Subsequent receipts of cash by the administrator are debited to Cash. If 
they are from the sale of assets included in the inventory, they are credited to 
Inventory at appraised value, any increase therein being credited to Gain on 
Realization, or any loss thereon debited to Loss on Realization. Receipts from 
sale of assets which, although they belonged to decedent at the time of death, 
were for any reason not included in the inventory, are credited to Assets Not 
in Inventory. Receipts of income earned by estate assets during administration 
are credited to Income. 

Payments of cash or distributions of assets made by the administrator are 
credited to Cash or Inventory. Payments made on account of debts existing 
at time of decedent’s death are charged to Debts of Decedent, but if debts of 
the decedent are set up on the books by a debit to Debts of Decedent and a 
credit to Approved Claims, the debit at time of payment will be to Approved 
Claims. 

Payments of expenses that are deductions from the corpus of the estate are 
debited to Funeral and Administration Expenses. Distributions of cash and 
other assets are charged to the account of that name, and amounts of income 
cash distributed are charged to Distribution of Income. Expense incurred in 
earning the income on the estate assets is debited to Expense against Income, 
and losses of income through theft, fire, etc., are debited to Loss on Income. 


METHOD OF CLOSING.—When an accounting is to be made, the books 
should be closed by: 


1. Crediting Estate Corpus and debiting the corpus gain accounts (As- 
sets Not in Inventory; Gain on Realization) with amounts sufficient to 
balance the latter. 

2. Debiting Estate Corpus and crediting the corpus loss accounts (Loss 
on Realization; Funeral and Administration Expenses; Debts of De- 
cedent; Distribution of Cash and Other Assets) with amounts sufficient 
to balance the latter. 

3. Debiting Income and crediting the income loss accounts (Loss on 
Income; Expense against Income; Distribution of Income) with amounts 
sufficient to balance the latter. 

FURTHER SEPARATION POSSIBLE.—In the above outline the number 
of accounts suggested has been kept almost at a minimum, but because the 
preparation of income tax returns requires an analysis of the income, the books 
must show its source in a way that will indicate the nature of the transactio~ 
from which it results. In the same way, for income tax purposes the expenses 
must be analyzed so that in the returns the schedules accounting for the deduc- 
tions from gross income may properly be filled out. 

In large estates it is much easier to open separate accounts for all items of 
most frequent occurrence instead of lumping all income into one Income account 
and all expense into the Funeral and Administration Expenses account and the 
expense against Income account. 


ADDITIONAL ACCOUNTS NEEDED BY EXECUTORS.—Accounting by 
executors differs from-that of administrators only to the extent that the recording 
of the slightly more complex duties of the executor requires more kinds of entries. 
The fundamental principles are the same for both; the same scheme of accounts 
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is used; and the general form of final accounting is the same. The differences 
result from the fact that the executor is operating under a will which probably 
sets aside specific legacies and may provide for the creation of trusts, whereas 
the administrator merely realizes and distributes. 

To record this additional information, certain accounts are used by executors 
in place of the Distribution of Cash and Other Assets account, and Distribution 
of Income account of the administrator. These are: 


1. Specific Legacies Distributed, debited with appraised values of specific 
legacies distributed. 

2. Payments on General and Demonstrative Legacies, debited with all 
payments of corpus cash and inventory value of all assets turned over 
on account of general and demonstrative legacies. : 

3. Payments of Principal to Trustee, debited with all payments of cash and 
inventory value of all assets turned over out of corpus to trustee. 

4. Distribution of Income, debited with all payments of income cash 
directly to legatees when no trusts are created. 

5. Payments of Income to Trustee, debited with amounts of income paid 
by executor to trustee. 


In closing the books of the executor when an accounting is to be made, the 
first three of the above accounts are credited with amounts sufficient to balance 
them, the corresponding debit being to Estate Corpus, and the last two are 
credited with the amounts necessary to balance them, Income account being 
debited. 


BOOKS TO BE KEPT BY ADMINISTRATORS.—The form of books in 
which financial records of estates are kept is not so material as is correct use 
of accounts. Probate accountancy presents to the commercial bookkeeper a 
new nomenclature for the nominal accounts and some new practices, but so 
long as these are understood and properly handled, the mechanical vehicles 
used for recording of transactions are a matter of personal preference. No 
objection can be raised to the forms used in any system if through them one 
accomplishes the desired result. 

For the administrator the greatest efficiency is secured through use of a 
cash journal of such complete distribution that each general ledger account is 
carried in a separate column therein, making posting to a general ledger unneces- 
sary inasmuch as the accumulations can be carried forward perpetually in the 
cash journal. (See Form 1.) The trial balance is thus taken directly from the 
book of original entry, which thus becomes cash book, journal, and ledger in 
one. The accounts of trust companies are coming to be generally carried on 
such a form as this. 

Such a book is called a “ self-posting ledger,” a “Journal ledger,” and various 
other names, but of all names suggested, ‘“‘synoptic’”’ is probably best, being 
short as well as descriptive. Any double-page columnar sheet of sufficient 
columns (20 to 24 ordinarily) serves the purpose. Care must be taken to use 
bound books in states which forbid use of loose-leaf books by fiduciaries. 


ADVANTAGES OF SYNOPTIC.—The synoptic has three marked advantages: 

i. It is easy to learn to use. It has all the ease of single-entry with none of 
its disadvantages. The bookkeeper who has never acquired the cash journal 
habit may prefer to use old-fashioned cash book and journal, making postings 
+o his ledger in the usual way. If, however, he has begun to use an ‘‘analytical’”’ 
or columnar cash book (one in which several columns are provided for entry of 
receipts or disbursements directly to the most commonly used accounts), he 


will have no trouble in adapting himself to this much less tedious method. If 
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the person who is to keep the accounts is not a bookkeeper by occupation, and 
has acquired no definite habits which the bookkeeper so often finds it hard to 
break, he will find method outlined much easier to learn than the use of the 
older separate cash book, journal, and ledger. 

2. It involves less work than any other method. Fewer pages have to be 
turned. An entry made in one record is not recopied in others, for the use of 
the synoptic makes general ledger posting unnecessary. All the accounts are 
carried on the double page and the difference between the debit and credit totals 
of any account at any time is what would be the ledger balance of that account. 

3. It makes the understanding of entries and the explanation of them to 
other persons much easier than the use of the cash book, journal, and ledger, 
because all transactions of a period are before one’s eyes at a glance, with their 
effect on the ledger accounts, the condition of all of which can be readily grasped 
without turning pages. 

Where a journal is used there is a tendency to exclude the information from the ledger 
accounts, and the necessity for constant reference hampers an accountant when he de- 
sires to extract information, while it reduces what should be perfect simplicity to hope- 
less confusion, when the accounts are submitted to an executor or legatee.® 

ARRANGEMENT OF COLUMNS.—A satisfactory arrangement of columns 
in the synoptic is shown on Form 1. Note that most accounts are provided 
with only one column, either debit or credit, but in these accounts there will 
seldom be any entries of an opposite nature. Such as occur may be entered 
in red ink. 

It is wise, however, to provide for refunds of overpayments on administration 
expenses, which may be somewhat numerous. The personal representative may 
have paid rent in advance and, upon not needing the property for the full 
period, may receive a refund. Such a transaction would be recorded as Cash/ 
Funeral and Administration Expenses.‘ 

To accommodate such entries the latter account on the synoptic is provided 
with two columns, second of which is for credit entries. 

The term Cash account as used herein is generic. In practice it is best to 
have a separate account in the general ledger, or pair of columns in the synoptic, 
for each bank account which is to be used for current depositing and checking 
purposes. Inactive bank accounts, such as savings accounts, may, if desired, 
be totaled together in one ledger account, or carried on the synoptic in one 
pair of columns. 


BOOKS FOR EXECUTORS.—For executors as for administrators, any form 
of double-entry records in which the information required may be recorded is 
adequate. The separate ledger, cash book, and journal are preferred to the 
synoptic, which is not so well suited to accounts of executors because of the 
number of columns required for the greater number of accounts. A cash journal 
and general ledger can be used by executors to advantage. 


OTHER BOOKS.—The fiduciary should record in a diary the details of all 
important events, 80 as always to have at hand memoranda from which to 
refresh his memory when necessary. The notations in this book should be 
cross-referenced to entries on the books of account and to the folios of other 
estate files or public documents. By this practice much time is saved in 


locating records which have to do with the notations. 


3 Caldicott, Executorship Accounts. | Hoh. : ’ 
4 Journal and cash book entries will be indicated in the above conventional manner, 


which indicates in this case a debit to Cash and a credit to Funeral and Administration 
Expenses. 
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Examples of the information which should appear in the diary are: 


. Date of reading of will. 

. Steps taken by personal representative before formal appointment. 

- Date of employment of counsel and reasons for choice, with notations 

as to agreement for compensation. 

Efforts to locate heirs or proper distributees. 

. Efforts to collect assets. 

. Details of conversations with attorneys, inheritance tax officers, etc. 

- Dates of signing of various court orders, such as that requiring advertising | 
for claims. 


re 


NO op 


It is a good practice to paste in the diary printed copies of all notices, adver- | 
tisements, and announcements incident to the probate and subsequent procedure. 

Innumerable other records might be suggested. Memoranda should be kept 
showing when interest, rents, etc., both receivable and payable, are due. Larger 
estates require the use of investment record books, notes payable registers, etc. 
As none of these are in any way peculiar to estate accounting they are not 
discussed in detail. 


THE REALIZATION ACCOUNT.— Whatever style of books is adopted, 
there should be kept as a subsidiary record a list of the inventory items with 
the appraised value of each. Maintaining general ledger accounts with each 
group of inventory assets does not serve the purpose, because the schedule 
required for the final accounting must, to be complete, show the realization 
on each item in the inventory. Even if this were not so, it is necessary to keep 
this record in some form for convenient reference as to what is unsold and to 
facilitate an audit of the accounts, whether by an interested person or a profes- 
sional accountant. 

This detail of the realization on assets is most easily shown by a schedule 
in 6 columns (see Form 2), the Ist containing the value of each asset Gncluding 
cash) as appraised in the inventory; the 2nd showing the amount of cash realized 
from each asset; the 3rd, the difference between the 1st and 2nd if the amount 
in the 2nd column opposite the item is lower than the amount in the Ist: the 
4th, that difference when the amount in the 2nd column opposite the item is 
higher than that in the 1st; and the 5th, the appraised value of assets distributed 
without realization, or of deferred expenses included in the inventory and later 
charged off. : 

When desired to close the books it is necessary to carry over to the 6th column 
the appraised value of all assets which have not been disposed of. The total 
of this column, plus the totals of the 2nd, 3rd, and 5th, minus the total of the 
4th, must equal the total of the Ist. 

The realization account thus prepared has been spoken of above as a “‘sub- 
sidiary” record. It is subsidiary to the Inventory account on the general ledger. 
This means that the difference between the total debits and the total credits 
in the realization account must always equal the balance in the Inventory 
account. In other words, the sum of the totals of entries made in the Ist and 
4th columns at any date, minus the sum of the totals of the 2nd, 3rd, and 5th, 
would be the total of the 6th if it were filled in, and also the balance in the Inven- 
tory account on the general ledger or synoptic at the same date, since that is 
the appraised value of assets unsold at that date. 

In the same way the 3rd column is subsidiary to the Loss on Realization 
account, and the 4th to the Gain on Realization account. 

The keeping of the realization account in addition to the careful record of the 
synoptic or other books does not involve unnecessary duplication. The reali- 
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zation account shows at a glance the assets which have and have not been 
disposed of, two things which the executor would otherwise have to search out 
frequently unless he checked a copy of the inventory as he disposed of assets, 
a method which would easily lead to errors because of lack of a reconciliation | 
with general books. . | 
The keeping of the realization account has the further advantage that the 
most difficult schedules of the final accounting are thereby prepared, whereas | 
otherwise the information for those schedules would have to be separately 
secured at time of closing. The realization account is a schedule showing the - 
amount realized on each of a list of assets; general books are a financial history. 


Typical Transactions 


ENTRIES BEFORE APPRAISAL.—Theoretically the inventory should be 
the first thing to appear on the books, but it will usually be necessary to enter 
various transactions before the appraisal is completed. Suppose for example 
that a dividend declared before the death is received on the day on which the 
administrator takes charge. It has been explained that Inventory account is 
to be debited with the appraised value of the corpus, and that it is to be credited 
with appraised value of each inventoried asset turned into cash, distributed, 
or otherwise disposed of. If the inventory had been completed, al) would be 
simple in the matter of this dividend. The entry would be simply Cash/Inven- 
tory. 

The inventory not yet having been entered, however, the same entry will be 
made, but it becomes incumbent upon the administrator to see that the figure 
which he has credited to Inventory account is the figure at which the dividend 
is later carried in the appraisal, as otherwise his Inventory account will not _ 
clear itself when he renders his account, and an adjustment will be required. 

As soon as the administrator secures his letters testamentary he should present 
them at decedent’s bank and secure possession of decedent’s funds. The entry 
in this case is like the one described above, in that the asset has not yet been 
inventoried, and the same principles apply, the entry being Cash/Inventory. 

The same principle would apply to other similar cases. 

If a separate cash book, journal, and ledger are used, and such entries are 
necessary before appraisal, it is customary to leave the first line on the debit 
side of the cash book blank so that the amount of cash on hand at time of death 
may be entered as soon as it is determined by inventory. 


INVENTORY TRANSACTIONS.—The entry setting up the inventory is 
Inventory/Estate Corpus. As has been said, care must be taken to see that the 
credit given to Inventory account at time of realizing upon each asset is the 
same as the amount with which Inventory account has been debited for that 
asset, i.e., its appraised value. If this is not done, the accounts will not close 
out properly to show the necessary clearance for the representative. 

For this reason it is wise, when entering the inventory, to examine the credits 
which have previously been passed to Inventory account, to make sure that all 
such credits are at the figures at which the items are included in the inventory. 
Adjustments should be made for any discrepancies, crediting Gain on Realiza- 
tion with any increase in the amount received above the inventory value, or 
debiting Loss on Realization with any deficiency, or crediting Assets Not in 
Inventory if the item was entirely omitted. 

If an automobile entered on the inventory as being worth $1,000 is sold for 
$1,200, the following entry is necessary: 


Sec. 21] TYPICAL TRANSACTIONS 1071 


ENVENtOr yey ee Re SE IRE IU LY 1,000 


The same principle must be followed in reference to any sale for other than the 
“ists value. If this automobile had been sold for $800 the entry would 
ave been: 


HFOSS ORM CAMIZ ELTON ee rani ceces Raps ney naar ioe tae eb eces Lanes 200 
TiveD tO vere e Renin contr areca rnc antes: $1,000 


Inventory account must be credited with the inventory value of each asset 
disposed of, as only in this way will Inventory account close out with the assets. 

Assets which stand in the name of the decedent should be included in inven- 
tory, leaving it to the court to pass finally upon the title thereto. Suppose 
that in the inventory there were included certain certificates of stock found in 
decedent’s desk, and assigned in blank by him, which were claimed by another 
person who was able to prove that he had bought and paid for them. The 
court would order the administrator to turn over the certificates to the pur- 
chaser, and it would be necessary for the representative to show the transfer 
by the entry Loss on Realization/Inventory. 

A theft of inventoried articles not yet realized upon would be shown by the 
entry Loss on Realization/Inventory, made whenever the recovery seemed 
improbable. 

All losses are subject to the same general principles. If in the case of a loss 
by fire of property appraised at $5,650, there was in effect a fire insurance policy 
of $3,000, the entry of the loss, made at the time of the receipt of the payment 
from the insurance company, would be: 


TrVventOry ee EIS A, RIE $5, 650 


ASSETS NOT IN INVENTORY.—The first inventory rendered by the per- 
sonal representative is seldom complete, even for small estates. This is often 
due to failure to understand what really constitutes the “corpus” of an estate, 
or it may occur because it is rarely possible at the beginning of an administration 
to discover all the property of decedent. Very often there are accruals of various 
sorts which are unknown to the executor until he begins to collect assets. 
Sometimes an entire bank deposit is unknown at time inventory is prepared. 

Entry in case of after-discovered assets is always Cash/ Assets Not in Inven- 
tory, for amount realized when they are sold. There will thus be no gain or 
loss on the realization of after-discovered assets except in cases of theft, fire, 
etc., because the valuations at which they are to be charged in are not entered 
until they are disposed of and the charging-out values determined. If any 
such asset is not sold, a fair market value should be assigned to it at time of 
closing books and recorded in an entry Inventory /Assets Not in Inventory. 
Debits to the Inventory account result only from the original inventory and 
from assets discovered thereafter and not sold. 

After-discovered assets may be handled on the realization account In same 
manner as inventoried assets, and in fact are most advantageously handled by 
an extension of the same form (see end of Form 2). For after-discovered 
assets the amount shown in the Ist column is the amount realized upon a sale, 
if the asset is sold, or, in other cases, fair market value. Each such asset should 
be listed for memorandum purposes as soon as discovered, although the value 


will probably not be entered until later. 
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INCOME.—The entry for receipts of any kind of income is Cash/Income, but | 
any receipts of income accrued prior to the demise constitute corpus and are | 
entered Cash/Inventory if the accrual was inventoried, or Cash/ Assets Not in | 
Inventory if it was omitted. Frequently receipts of interest, etc., must be 
divided on the books between corpus and income. If such a receipt of $60 | 
included $35 which had accrued prior to the demise and $25 earned afterwards, | 


the entry would be: : 


Tncornie Teneks sen ae SOE AT aes) Dene iam Solace 25 


Suppose the representative discovers the existence in decedent’s name of a | 
savings account of $1,000, not included in inventory. The interest for the past 
6 months, amounting to $20, must be divided between corpus and income as in 
case of other interest income, but since the interest accrued to the demise was | 
not included in inventory, it, as well as the principal, must be credited to 
Assets Not in Inventory. The entry is, then: 


Cash 27: er rkeieuis ste HAeset Deets «he hoehew by aches $1,020.00 | 
‘Assets: Notini inventory. sou. cas see eee 31,011.67 
Incomes... 25s oo Ohare Cn ee 8.33. 


LOSSES OF INCOME.—If the proceeds of a collection of income had been 
placed by the representative in his safe overnight, together with his own funds, 
and had been stolen therefrom, it would be necessary for him to record the loss 
by the entry Loss on Income/Cash. As the stolen money belonged to income 
the loss should not fall upon general assets of estate, but should be charged | 
against income. It would be improper for administrator to allow books to — 


ignore both the receipt and the theft, because he is chargeable with all amounts he 


collects and these must appear on his books. 


If the money stolen had been part of a net balance left after miscellaneous | 
disbursements, some against corpus and some against income, had been made | 
from miscellaneous receipts, it would have been necessary to add the total | 


receipts from corpus and subtract the total disbursements for corpus, and to | 
add the total receipts from income and subtract the total disbursements against 


income, thus ascertaining the balance of corpus and income cash on hand, and | 
then to prorate the loss. Loss on Income would be charged with amount of | 


income cash stolen, and Loss on Realization with amount of corpus cash, and 


the entry would have been: 


Suppose a bank in which decedent had a savings account of $3,000, plus $69 | 


interest earned after demise, failed. The final settlement of the bank’s affairs — 


being made with a loss of $612 to the estate, the estate books must now show 
this loss thus: 


oss ons ncome. or. eee ae URE te eee, $ Tate 
Loss:on, Realizationys....kateen eee ee ae 600 
CaS bwe sxcpssectdese. Cooney sae nas) he ETE ee EE OR pe 2,448 
Savings ACCounts. ca. seers ak eee oe otiens beret eny $3 , 060 


The loss is proportioned between Loss on Income and Loss on Realization as 
indicated in connection with a loss by theft. 

DEBTS OF DECEDENT.—Entry of payments of debts existing at time of 
demise depends on whether or not such debts are set up on the books in advance 
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of payment. Any checks issued by decedent prior to his death become void 
if not presented for payment before the bank on which they were drawn learns 
of the demise, and the amounts which they represent are thereafter to be con- 
sidered debts of decedent. 

EXPENSES AGAINST INCOME.—Just as interest receivable which had 
accrued before decedent’s death is corpus and that accrued after the demise is 
income, so interest payable accrued before decedent’s death is a charge against 
corpus (debited to Debts of Decedent) and that accrued after the demise is a 
charge against income (debited to Expense against Income). If a mortgage 
note for $1,000 is paid, together with $30 interest, $18.33 of which had accrued 
prior to the demise, charge against corpus would be: 


Py TiC iO ale tes ee hs Pete trp Case tare enero: $1,000.00 
Interest to Gute Of Geatln yc os sicisttern steers Sir. 18.33 
$1,018.33 
and the entry becomes: 
Debtsiot WMecedent : sees. cet tee otaitaee che a sa tats $1,018.33 
Expense against Income.........--.-...+-+-++5+ 11.67 
OT et SURO EEE, SAMS Tee ey davaratone ohare tev $1,030.00 


DISTRIBUTION OF CASH AND OTHER ASSETS.—If the estate funds 
are sufficient and there seems to be no doubt of the estate’s solvency, the admin- 
istrator may be willing to pay to the heirs reasonable advances on the final 
distribution. These payments are entered as Distribution of Cash and Other 
Assets/Cash. The administrator must deduct state inheritance taxes from 
amounts which he distributes. 

If one of the heirs, with proper consent, takes over at the appraised or other 
value any assets other than cash, receiving these in lieu of a regular distributive 
share, such transfer is considered a sale of the asset to the heir. In such cases 
it is always best, to make the record complete, to issue to the heir a check for 
the amount of the sale, if the administrator is willing not to require the heir 
to pay out his own money. The heir may then issue his own check or indorse 
the check just received, in either of which cases the administrator deposits the 
amount received. 

If among the estate assets there is real property which passes directly to heirs- 
at-law, without coming into the hands of the administrator, this real estate 
not having been included in the inventory, the books of account need take no 
note of the transaction. But if such real estate was included in the inventory, 
it is necessary to credit it out of the Inventory account. The entry should be 
Distribution of Cash and Other Assets/Inventory. 


PAYMENTS ON LEGACIES.—If under the same solvent conditions executor 
is willing to pay to the legatees reasonable advances on their legacies, the pay- 
ments are shown by the entry Payments on General and Demonstrative Lega- 
cies /Cash. 

Specific legacies are handled differently from others because the executor is 
not entitled to a commission on them. Entry for transfer of a specific legacy 
is Specific Legacies Distributed/Inventory. Specific legacies distributed are 
entered in the fifth column of the realization account. 

If an after-discovered asset constitutes part of a specific legacy, as a block 
of Liberty Bonds when ‘‘all my Liberty Loan bonds” had been bequeathed to a 
nephew, the executor should appraise it properly and make the entry Specific 
Legacies Distributed/Assets Not in Inventory for the fair market value of the 
asset. 
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When legacies not specific are numerous or advances made thereon are 
likely to be many, it is often advisable to keep a legatees ledger in the general 
style of any subsidiary personal accounts ledger such as an accounts payable 
(purchase), or accounts receivable (sales or customers) ledger. 

All payments made on other than specific legacies and charged to Payments 
on General and Demonstrative Legacies account should be posted to the lega- 
tees’ accounts in this ledger. The total debits in this ledger will always equal 
the debit amount of Payments on General and Demonstrative Legacies account, 
and this ledger will be subsidiary to that account. Legatees are not credited 
until the books are closed, when Payments on General and Demonstrative 
Legacies account in the general ledger is credited with payments made. Even 
then if certain legacies or parts of legacies of this type have not been paid, the 
full amount of the legacy will not be credited to the legatees’ accounts. The 
credit will be the amounts of payments only. For this reason the titles of the 
accounts in the legatees ledger should embrace memoranda of amounts of 
legacies. 


INHERITANCE TAXES.—State inheritance taxes, whether paid by adminis- 
trators or by executors, are to be deducted from the amount which would other- 
wise pass to each heir. A deposit of the estimated amount of such taxes may 
be required by the state in advance of distribution. If it is estimated that the 
tax will amount to $2,000, the representative will be required to deposit this 


amount, subject to correction when the true amount of tax shall have been: 


determined. 


The payment, or so much of it as is properly due the state, is an advance on a 
distribution of the assets. Even if a will provides that state inheritance taxes 
are to be paid by the estate, they are an advance on legacies, because if they are 
not collected from the individual legatees they are a deduction from the legacy 
to the remainderman. Whether such taxes should be charged (in an executor- 
ship) to Payments on General and Demonstrative Legacies, Payments of Prin- 
cipal to Trustee, or to Specific Legacies Distributed, cannot, however, be told 
at time of the initial estimated payment, as this cannot be divided among the 
legatees. Therefore this payment is best debited to Inheritance Tax Suspense 
until the true amount is ascertained. 

When the exact tax has been determined, it is possible to divide the tax and 
charge it against the proper accounts, viz.: 

For the administrator: Distribution of Cash and Other Assets/Inheritance 
Tax Suspense. The administrator must remember to apply the tax against 
the distributive shares of the heirs. 

For the executor: 


Payments on General and Demonstrative Legacies. .$..0..... 
Inheritance Tax Suspense................. SRS 


Payments of Principal to Trustee..........."..... bese sien seers 


The balance remaining in Inheritance Tax Suspense account is amount due 
the executor from recipients of specific legacies. Such collections are entered 


as Cash/Inheritance Tax Suspense. By these entries Inheritance Tax Suspense 
account is cleared. 
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No part of the tax is chargeable to Payments of Income to Trustee because 
only property existing at time of death is taxed. ; 

The federal transfer tax is an administration expense, but it is not an expense 
deductible in determining amount of the tax. There is one exception to the 
rule that the tax is considered an expense against corpus of the estate as a 
whole. If there are life insurance policies in excess of $40,000, there is charged 
to the beneficiaries under these policies that proportion of the total tax which 
‘the proceeds, in excess of $40,000, of such policies bear to the net estate.’’® 
In this case the entry would be: 


Administration Expense (for the amount to be 
borne byaihevestate ls sme arenes op eee eras 
Distribution of Cash and Other Assets (for the 
amount to be passed to the beneficiaries) ........ 
Oashime iis: aga een ts so esaerrs se 90s ; A eee ike tai 


OPERATION AND SALE OF A GOING BUSINESS.—If decedent was the 
individual proprietor of a going business, complications are introduced for the 
handling of which no uniform rule can be laid down. Of course, the assets 
of the business must be inventoried with the general assets of the estate, but 
it is always wise to make of them a distinct class in the inventory. If the 
court instructs the administrator to continue the operation of the business and 
a good set of books has been kept for this enterprise, these books should be 
closed in the manner which has been followed in the past, bringing down the 
asset and liability balances, and entering the appraisal as an adjustment to 
the investment. 

At this point the administrator has a choice of two courses: he may elect 
to continue the keeping of the books of the business as distinct from the general 
estate books, or he may carry the whole through one set of books. If the 
business is of some magnitude and has an accounting staff which is able and 
used to handling the transactions which occur, the former procedure is probably 
the more satisfactory, as there will be innumerable details which the adminis- 
trator will not want to deal with and indeed probably could not handle so well 
as could those to whom the handling of these details has become a routine 
matter. 

If the administrator follows this course he must, of course, provide a suitable 
check upon the work of those who handle the records. It will usually be 
necessary for him to tighten up on the methods generally followed in accounting 
for individual proprietorships. He should require that all receipts be banked, 
no bills being paid directly out of the receipts. If small payments are necessary 
they should be made from an “‘imprest”’ petty cash fund and properly vouchered. 

While for the books of the business any good commercial system of accounting 
will do, complications arise in connecting these up with the books of the estate. 
Perhaps the most satisfactory tie is secured by opening on the estate books an 
account with the business by making the entry Business/Inventory for the 
appraised value of the assets of the business. All cash withdrawn from the 
business would be entered as Cash/Business. The payment of debts of the 
business existing at decedent’s death would be entered as usual: Debts of De- 
cedent/Cash, and the expenses of operating the business after the demise would 
be shown by the entry, Business/Cash. 

Whenever it is desired to make an accounting, it will be necessary to rein- 
ventory the assets of the business. If possible, all bills incurred for the business 
should be paid and an entry then made to bring the balance in the account 


6 Revenue Act of 1921, Sec. 408. 
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with the business to the amount of the new inventory. If the account with 
Business showed a debit of $22,000 and a credit of $6,000, the new inventory 
of the business being $14,000, the entry would be determined as follows: 


$22,000 debit balance 
— 6,000 credit balance 


$ 16,000 net debit balance 
— 14,000 true value 


$ 2,000 loss 
and the entry would be: 


BUSINGSS Scien he ale ea ae ah Res ered. enc oaks Rica $2,000 


This entry would bring the net debit balance of Business account down to the 
true inventory of $14,000 and would show the loss from operation. 

If on the other hand the new inventory showed $18,000 the entry would be 
determined as follows: 


$ 22,000 debit balance 
— 6,000 credit balance 


$ 16,000 net debit balance 


from 18,000 true value 
$ 2,000 
The entry would be: 
Business ign Tite wa Aeivones aa owsah Leper, weaets oractsts counts $2,006 
GainconiRealiza tions. genie das} worms acesdeasteoad § 2 $2,000 


If the business had yielded a large amount of cash the books might show: 


$ 40,000 credit balance 
— 16,000 debit balance 


$24,000 net credit balance 


To this there would have to be added the new inventory to obtain amount of | 
gain. oie | 
If the books of the business are closed at the same time and on the same basis, 

a like amount of loss or gain should appear therein and be analyzed in the detailed 
operating statement of the business. 


ACCOUNTING FOR PARTNERSHIP INTERESTS.—A partnership is 
dissolved by law upon the death of a partner, the assets of the partnership 
passing to the suryiving partner or partners, subject to an obligation to dispose 
of them in winding up the business and to accoynt- to the estate of the deceased 
partner for his share in the partnership property, including the good-will. The 
administrator is charged with the duty of seeing that the partnership property 
is wound up and that the surviving partner or partners render to him a proper 
accounting, but it is unnecessary for him to record in his books anything having 
to do with the realization except what he receives as the decedent’s share. 

The interest of the deceased in the partnership venture is, of course, an asset 
belonging to the corpus of the estate. It should be appraised with the other 
assets, In which case any amounts the administrator receives as representing 
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the realization of the decedent’s share should be credited to inventory up to the 
appraised value of the decedent’s interest and after that to Gain on Realization, 
as the entire amount received is considered a part of the corpus although it 
may consist in part of profits earned by the surviving partners in the process 
of liquidating the business. If the amount finally realized is less than the inven- 
tory value, the difference should be closed out by the entry Loss on Realization / 
Inventory. 

The law of many states permits the inventorying of a partnership interest 
without a stated value. If this is done, all that is realized from the interest is 
credited to Gain on Realization. 


Closing the Books and Preparing the Account 


PREPARING TO CLOSE THE BOOKS.—When the representative has 
realized, as far as he can, on all the assets of the estate, and has paid all just 
claims, he is ready to wind up his transactions before closing his books and 
rendering his final accounting. He must first reduce to present value any 
deferred expenses still included in his Inventory account. If insurance, for 
example, has been prepaid by decedent for several years and had been included 
in the inventory, the representative must now make the entry Expense against 
Income/Inventory for the amount of prepayment which has expired since the 
demise. In other words, he must reduce the book value of the asset to its 
present worth. 

If he has discovered any uninventoried assets which he has not sold or dis- 
tributed, he should now make the entry Inventory /Assets Not in Inventory 
for their fair market value. 


THE TRIAL BALANCE AND RECONCILIATIONS.—The trial balance 
used below for purposes of illustrating the accounting has been drawn from the 
work of an executor, because of the additional complications usually existing 
therein, but the same general treatment is followed in the work of an adminis- 
trator. 


Trial Balance 


ashen amlcs tia. peice auieicaesseiroe Ll aclu $ 21,639.76 

iTranneranWeraeed ou ohm atamls ame crdle Sei cele an eicksietas ctotstc 81,841.49 

Assets. Not in Inventory....-.-.05.-.-5..-+25--- $ 1,475.23 
RITOME RR CALUZATIOINS 2 beret) sate at econ ths eiaral ees sai) == 952.28 
Mosctonukealimation ast. ues scien Wet oe tua = 4,250.63 

Funeral and Administration Expenses............ 5,090.52 
Debispombecedentany nee oe cree erecta ars . 15,758.04 

General and Demonstrative Legacies Distributed. . 6,000.00 

Specific Legacies Distributed...........--..+++-- 16,023 .28 

Payments of Principal to Trustee.............--- 7,239.05 - 

state GOrpusinn os 5 sce co eked tough ach cach ollt aiken 152,364.85 
ATEDG OLIVE soso tes eee rou YL orcad ho eps ace aa eee e s 10,132.69 
NOSSO MeN COMMS mere sey nck eis eighteen 750.00 

Expense against Income....-.------+++++ssseeee 2,382.28 

Payments of Income to Trustee.........-....-:- 4,000.00 


OLAS caret ou Torreon Reibacrae) alkene $164,925.05 $164,925.05 
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Summary of Account ' 
First, As To Corpus: 
I charge myself with: 
Inventory, per Schedule A................. .$152,364.85 
Assets Not in Inventory, per Schedule A...... 1,475.23 
Gain on Realization, per Schedule A......... 952 .28 
‘PotalsChar ees en tsa heme Sette cette oe ee $154, 792.36 
I credit myself with: 
Loss on Realization, per Schedule A.......... $ 45250163 


Specific Legacies Distributed, per Schedule A.. 16,023.28 
Inventory Not Realized Upon, per Schedule A. 81,841.49 
Funeral and Administration Expenses, per 


Schedule B........ seashell: Tne tenies cuant 1 Ry en ak 5,090.52 
Debts of Decedent, per Schedule C.......... 15,758 .04 
Payment of General and Demonstrative Lega- 
cles;sperischedule ID), secre ack uta eee 6,000.00 
Puyments of Principal to Trustee, per Schedule 
Te ee eA aes SO am Rae OU TROVE RITE Doped 7,239).05 
Heotal, Greditsnon chic. Ore Seah cone AE ee bee. ai $136, 203 .01 
ieavinea balance of cashvotann se ee se sense ae $ 18,589.35 
Inventory Not Realized Upon, per Schedule A........... 81,841.49 
MotaleBalance,ot Corpus meee enn en LUO Ro Omen 


Seconp, As TO INCOME: 
I charge myself with: 


Income Realized, per Schedule G. 2.0 272...2.022..0.50.. $ 10,132.69 
I credit myself with: 

Expense Against Income, per Schedule H...... Cy Bp eRe es 

Loss on Income, per Schedule I............ 750.00 


Payments of Income to Trustee, per Schedule ci 4,000.00 


POCA Credits Wit Tee, WSN TREES ENED Se 7,082 .28 
Balanceotslncomer@cashm aren setae oa ante ae ere ee $ 3,050.41 
Leavine.a-balancevOhumy merce cseo ROL aCe ao eee $103,481.25 


to be distributed to those entitled thereto, 
subject to-the deductions of the amount of 
eres es commissions and the expenses of 
this accounting. The said _ schedules, 
which are severally signed by........ are 
part of this account. 


Form 3. Summary of Account 
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At this point it is necessary to balance the subsidiary records. The total of 
General and Demonstrative Legacies Distributed account must equal the total 
of payments charged to legatees on the legatees ledger. This amount must also 
equal the sum of all the general and demonstrative legacies except those to the 
trustee, unless some legacies have not been paid, in which case the difference 
will be the amount of those which have not been paid. 

The debit balance of Inventory account must equal the appraised value of all 
the assets which are still unrealized upon (including any after-discovered assets 
not sold or distributed), as shown in the realization account, and the realization 
account must itself balance. Bank accounts should be reconciled with state- 
ments furnished by the banks. 


FINAL ACCOUNTING.—There appears above (Form 3) the summary of 
account from the final accounting of the estate whose before-closing trial 
balance was shown above. The legal statement which precedes this, which is 
not of accounting interest, and the supporting schedules, which are merely a 
matter of detail not presenting any problems, are not given here. 

This summary and the schedules and closing entries may all be prepared at 
‘the same time, in the manner described below. 


DEBITS ON ACCOUNT OF CORPUS.—In starting the corpus statement 
the 6-column schedule (p. 1069), called the realization account, may be put to 
excellent use. The total of the Ist column, down to the end of the appraisal 
as filed, is the amount of that appraisal and is entered as the 1st item in the 
summary. 

The after-discovered assets are shown in the remainder of the 1st column, the 
total of which becomes the 2nd item in the summary. When this amount is 
recorded, the Assets Not in Inventory account, which will show the same total, 
may be closed out by the first of the closing entries: 

Assets. NOtin bniyentory nets ees eon aati Rees $1,475.23 
PHstate*Corpuswewe sw alae a eee $1,475.23 

The 4th column of the realization account represents the other debit to the 
executor, and when its total is entered as the gain on realization of appraised 
value, the gain on realization account is closed out: 

Gatieonakves iz aUlOnmemme emt tae ah eee ety tae nce meen $952 .28 
asta tex @OnLp Use amet sper tke cnc hc ene os $952 .28 

The total charges to the executor on account of corpus are then the sum of 

the credits in the Estate Corpus account. 


CREDITS FROM THE REALIZATION ACCOUNT.—Three of the credits 
in our summary of the corpus are also taken from the realization account. 
From the 3rd column we obtain the amount of loss on realization of appraised 
value, and having entered it we may close the Loss on Realization account by 
the entry: 

state Conpuss at cmctene nie t,o Cee eet, at $4,250.63 
IiGssuon Jvealizationmetenny len avn a nteee $4,250.63 


The next item in the summary is the appraised value of the specific legacies 
which have been distributed. Its amount is shown by the 5th column of the 
realization account and by the Specific Legacies Distributed account on the 
synoptic or general ledger. When this total has been entered on the summary, 
the ledger account may be closed by the entry: 


Histatex@orpuss soathn te emeeeenten ccmaneakrse Sales $16,023 .28 
Specific Legacies Distributed............ $16,023 .28 
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The summary next shows the undisposed-of balance of the inventory, including 
any after-discovered assets not sold. This figure is the total of the 6th column 
of the realization account and is the balance in the Inventory account on the 
synoptic. The Inventory account, which is a balance sheet item, is not closed 
out. 


SCHEDULE A, REALIZATION OF ASSETS.—To prepare Schedule A, 
simply have a copy of the realization account made with the proper heading, 
“Schedule A, Realization of Assets.’’ This should be prepared on a sheet so 
arranged that there is to the right of the figures a space sufficiently wide to 
enter the various explanations called for, such as manner of sale, reasons why 
various assets have not been sold and debts not collected, and details as to loss 
by accident such as theft, fire, ete. 

By keeping the realization account during the progress of administration we 
have avoided at the time of winding up the estate the tedious work of digging 
out the information needed, and have so arranged our work that the most 
important of our schedules is prepared for us in the very keeping of our books. 
In fact, it may be said that the first five of our schedules are prepared for us by 
our method of keeping our accounts, for under other plans separate schedules 
are required for each of the five items combined in our Schedule A. 


OTHER CORPUS CREDITS.—The other corpus items for which the 
executor takes credit in the account are shown in the schedules listed below: 


Schedule B, Funeral and Administration Expenses 
Schedule C, Debts of Decedent 

Schedule D, Payments on Legacies 

Schedule E, Payments of Principal to Trustee 


These schedules are easily prepared from the entries, being, in fact, merely 
copies of the accounts with the necessary explanatory matter. The form in 
which they are written is largely a matter of personal preference. 

These accounts should then be closed on the books by the following entries: 


iPsbatexCorpusys rodeos. Saat elias $ 5,090.52 

Funeral and Administration Expenses. ... $ 5,090.52 
Estate, Corous's. Sere c.) ahhre treahadinaes taerirocnak on ath $15,758.04 

WebtsvorsDecedenteaw mmc Moraes $15,758.04 
Bistate: Corpus. cc ce te ae enn Mrs ae $ 6,000.00 

General and Demonstrative Legacies. .... $ 6,000.00 
Estate Gorpusten ct oo ee eee eens SE $ 7,239.05 

Payment of Principal to Trustee......... $ 7,239.05 


For the clcsing, four journal entries are preferred to a compound entry 
because the result of the separate entries is that the Estate Corpus account now 
contains the summary of the executor’s account in so far as corpus is concerned. 
The credit in the Corpus account after these entries have been made is the value 
of the inventory and corpus cash on hand. 

The manner of closing the summary as to corpits is self-explanatory on the 
summary of account. 


INCOME SUM MARY.—The debit against the executor on account of income 
is the amount of the credit to Income account. The items making up this 
amount are copied with the necessary explanations in Schedule G. 

The credits which the executor takes are listed in: 

Schedule H, Expense against Income 
Schedule I, Loss on Income 
Schedule J, Payments of Income to Trustee 
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These schedules are virtually transcripts of those accounts, which on the books 
are then closed by the following entries: 


TRICO) Rae ce ANE iad PRS has A oe ort Ree $2,332.28 

EPXpenseyagwalnst LNCOMeC yes: waits seas ai $2,332.28 
1 LOTT Ve me Sem ere Pa anes FORE OnE Sy At eee ein $ 750.00 

(LOsSyONPID COMIC nays he Fede As aie e us hoe $ 750.00 
DON ce eeae A ae Oe eR ee Pt ne Oe oy SE et $4, 000.00 

Payments of Income to Trustee........... $4, 000.00 


The Income account on the books will then show the amount of cash belonging 
to income in the hands of the executor, which amount should also be the dif- 
ference between the income with which the executor has charged himself on the 
summary and the charges against income with which he has credited himself. 


DECREE OF DISTRIBUTION.—When the accounting has been presented 
and approved, the court makes an allowance to the personal representative for 
the expense of rendering the account and sets the commission of the represen- 
tative. Interest may be allowed on certain legacies, after which the balance of 
the estate is ordered distributed as specified in the decree. 

Before the closing of the books the expenses of the accounting would have 
been considered an administration expense, but since there are so few entries 
to be made at this stage, the nominal accounts are not reopened. Since the 
payment is a charge against the corpus, the entry is Estate Corpus /Cash. 

The representative’s cormmission must be prorated between corpus and 
income in the ratios that the amounts on which the receiving and distributing 
commissions on account of principal and income are computed bear to the total 
of both; but in the computing of commissions, corpus and income must be con- 
sidered together, because in the states in which the commission is payable on 
a sliding scale, the first amounts being at higher rates, the computation of the 
commissions would otherwise be excessive. 

For the same reason that no corpus expense accounts were reopened, Expense 
against Income account is not reopened, and the entry is made as a debit direct 
to Corpus and to Income: 


Interest on legacies is a proper charge against income because the income has 
been increased by the executor’s retention of cash. The entry is Income /Cash. 
The final entry showing the distribution of the remainder of the assets of 
the estate is made as follows, the amounts being the balances in each account: 


(GASItGten Te eee are cceras © Gogo. fintacy sient loess | Meaeiet wdc 


There is now no balance in any account and the books should be ruled off as 
finally closed. 


Trusteeship Accounting 


DUTIES OF TESTAMENTARY TRUSTEE.—The trustee takes over the 
corpus of the estate from the executor. During trusteeship this corpus is called 
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the principal. The same general principles apply to the division of trust funds 
between principal and income as have been set out in connection with the work 
of the administrator and executor. The problems of classification are not 
nearly so frequent or so difficult in the case of the trustee. 

The duties of the trustee are less varied than those of the executor. The 
functions of the executor include the realization of the cash value of the assets 
and the payment of debts owed by the decedent as well as the care of the assets 
and the distribution of the legacies; but the trustee’s duties are in general only 
the care of assets and the division of income. 

The first duty of a testamentary trustee, on taking over the assets of an 
estate, is to examine the executor’s decree of distribution and the accounts of 
the executor sufficiently to satisfy himself that he is receiving all of the assets 
to which he is entitled. Immediately thereafter he should have transferred 
to his name as trustee all the assets. If there are two or more trustees the 
transfers should be to the names of all. 


ACCOUNTS NEEDED BY TRUSTEES.—When the books of the executor 
are closed the assets are included in the two accounts of Cash and Inventory. 
These are offset by the two net worth accounts of Income and Corpus, the 
amount of income cash being represented by the balance of the Income account 
and the sum of the corpus cash and other corpus assets by the balance of the 
Estate Corpus account. These four accounts are all which are ordinarily 
necessary for the trustee, as—except in the cases of large estates with much rental 
property—the accounts are generally kept without the use of analytical income 
and expense accounts. 

It is necessary for the trustee to account separately for each of the various 
trusts for which he acts. This does not mean for the various estates alone, as 
in one estate there may be several trusts. A will may provide for any number 
of different trusts; therefore, these four accounts (Cash, Inventory, Principal, 
and Income) must be maintained for each trust. 

The place which banks and trust companies are properly taking in acting 
as fiduciaries presents an accounting need which, due to the number of trusts 
involved, requires an elaboration on the above simple system. Because of the 
great number of assets of each kind handled, the handling of the asset accounts 
is simplified if they are somewhat broken up. The ordinary subdivisions are 
Cash, Notes and Mortgages, Stocks and Bonds, Real Estate, and other assets. 
The need for a division of labor and an adequate watch over the keeping of 
records requires the opening of controlling accounts carrying summaries of 
the transactions having to do with all trusts; but whatever additional safeguards 
are needed for the efficient handling of a large number of trusts at the same 
time can be readily placed upon the type of foundation suggested above, be- 
cause the principles and the legal requirements remain the same.® 


EXAMPLES OF TRUSTEE’S ACCOUNTS.—The most satisfactory. way of 
keeping the accounts of a trustee has been found to be by the use of a synoptic, 
showing only the four accounts essential for the trustee, namely, Cash, Invest- 
ments, Principal, and Income, with a debit and‘a ‘credit column for each. 

Assume that a trust fund of $100,000 has been created, the income therefrom 
(but not to exceed $5,000 thereof annually ) to be paid to donor’s sister during 
her life. After her death the principal is to he paid as directed by her will. 
This is only one of a number of trusts created by the will. The trial balance 
of the books of the executor of this estate after distribution was as follows: 


° For a more complete discussion of accounting for the estates of decedents the reader 
is referred to Conyngton, Knapp, and Pinkerton: Wills, Estates, and“ Trusts. 
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Account Debit Credit 
Cashexnrny tek Se etre el TAT WSO: Set 8197000 
TANVETICODVAD, Sthe- cn ATU ak aN Re eels Oe TROLS M8 563 , 000 
HiStabev@orpuaie, Leek me Mes RE PLO Oey OF BYNES eh $579, 800 
NRICOMEMM Re). Wee MIE Ph LE he er ere a 200 


$580 , 000 $580, 000 


Specific assets or specific sums of money have been set aside by the executor 
to form the trust funds. Before making his opening entries the trustee must 
know what assets are set aside for the various trusts. With this information, 
he opens his record of this trust with the entry: 


(ashe Reno ee eve Kid SRI SE TANS A PIRES: Ede SE OOO 


Brinchpally., aes VF, RA) Seas, BAAS DE $100, 000 


INVESTMENT OF CASH.— When the trustee invests any part of the balance 
of cash which is lying idle, whether this cash is a part of the corpus turned over 
to him by the executor or has come into his hands as a result of the sale of 
assets, or whether it is income which has been collected by him and is not to 
be immediately distributed, it is necessary for him to make the entry, Invest- 
ments/Cash. 


SALE OF ASSETS.—Suppose the trustee, for certain reasons and with ap- 
proval of the court, decides to sell some of the securities which have been set 
aside for the trust. Gains and losses on such sales are not income or a charge 
against income. (Income from the standpoint of the division of funds between 
a tenant and a remainderman is not necessarily the same as income from the 
standpoint of the existing income tax law.) 

In case of inventoried assets it is not a certain amount of money which makes 
up the principal, but the assets themselves for whatever they are worth. In 
case of assets purchased by the trustee and later resold by him, the increment 
or loss is an increase or decrease in the principal of the trust rather than an 
item of income or a reduction of income. Any unusual or extraneous gain or 
loss, other than the usual yearly income and charges against that income, falls 
to the principal of the fund. 

The assets sold must be credited to Investments account at the valuation at 
which they entered this account, which will be the valuation at which they were 
earried in the original inventory of the estate if they were included in that 
inventory, or the cost, if they were purchased after the decedent’s death. The 
effect of this entry is to make the books show that the investments of this fund 
have been reduced in amount by that valuation, no matter what the selling price. 

If the securities were sold at a profit, the entry is: 


Gashmchevamoulmltimecelvied) pamarstcnt ah rearasen eee teisn- pa mdeed, 
Investments (the inventory value or the cost) . Sroatian tn 
Jozy ratory of (Graven opRoyaley et oye eee ee ANS MORE MAMMIOR PCW Ta Poor enc) 


If a loss resulted from the sale the entry is: 
Gash (bhe aia ounbmecelyec) enamine: ii sen ee er nn: See 
Joris axeny xs LACH NYS Loss) pepsceecmeta PEIN Gis eer Ne Res 
Investments (the inventory valueorthecost). =  ....... 


BETTERMENTS, REPAIRS, AND REPLACEMENTS.—Expenditures for 
repairs necessary to maintain property in its previous condition are chargeable 
to income, but repairs and additions which increase the usefulness or value of 
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property are charged to principal. This rule is not always easy to apply, but 
it has been interpreted as meaning that ‘‘where repairs improve the property to 
the extent of their cost, they are chargeable to principal.’? In other words, 
any cost which actually adds to value—which is for a real improvement or 
addition rather than for merely a repair or a replacement—is a proper charge 
against principal. 


PAYING OFF ENCUMBRANCES.—Some of the property turned over to 
the trustee may have been pledged or mortgaged and it may eventually devolve 
upon the trustee to discharge this debt. Such a payment is a charge against 
principal, but all interest on the mortgage is chargeable to income. 

If the trustee is required to discharge an involuntary encumbrance, such as an 
assessment for street improvements, the cost is divided between income and 
principal. Sometimes the entire amount is charged to Investments at time of 
payment, and Income is charged with interest thereon annually thereafter. 
Sometimes the interest is funded and charged to Income in a lump, the present 
value of the annual payment for the number of years the trust is likely to exist 
(based on the American Mortality Tables) being determined. The justice of 
the charge against income rests on the theory that since the income-earning 
capacity of the investment is increased (theoretically, at least) by the improve- 
ment, the recipient of the income should pay a part of the cost. 


RECEIPTS AND DISBURSEMENTS OF INCOME.—When income is 
received from interest, dividends, rents, etc., the entry is Cash/Income. 

Payments of income to tenants under the will are entered as Income /Cash. 

The provision of the will under which the life-tenant receives income from the 
trust fund of ;$100,000, ‘‘said payments of income not to exceed $5,000 per 
annum,” creates an indefinite annuity. Income from this fund is, of course, 
credited to Income account, and payments to the life-tenant, limited to $5,N00 
annually, are charged to that account. 

If the will directs that the excess income over $5,000 is to be transferred to the 
principal of the trust, it is necessary at the close of each year to record this 
transfer on the books by the entry, Income/Principal. If the excess were to 
be transferred to the principal of some other trust, the entry on the books of the 
first would be Income/Cash, and that on the books of the trust receiving the 
increase would be Cash/Principal. 

If the will had directed that the excess income over $5,000 be disposed of by 
payment to someone else, such payments also would be entered as Income /Cash. 

If the will had not provided for the transfer of the excess over $5,000, but if 
the excess were to have been simply retained in Income, to make up the shortage 
in any year in which the earnings were less than $5,000, and were eventually to 
pass with the principal to the life-tenant’s grantees, no entry would have been 
necessary. The balance not distributed would have been accumulated in the 
Income account. Any purchases of securities or other assets with the money 
thus made available would be shown as Investments/Cash, an entry which does 
not affect Income account but simply shows the exchange of an asset of cash for 
an asset of investments. The Income account would still show the amount of 
income which had been earned and had not been distributed 


EXPENSES.—The payment of any expenses which are proper charges against 
income may be entered as Income/Cash. Any disbursements which are charges 
against the principal of the estate are in the same way entered as Principal /Cash. 

Taxes are chargeable against income, with the exception that in some states 


7 Loring, A Trustee’s Hand Book, 3rd ed. 
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taxes assessed on vacant land are charged against principal. Insurance pre- 
miums are generally chargeable against income by the terms of the trust instru- 
ment, and this practice is usually followed where there are no definite provisions. 
But recoveries on account of fire losses are principal. In case of partial loss they 
are generally used to meet expense of repairs. If there is a total loss, the fund 
is invested either in rebuilding or in some other proper manner. 

The trustee’s commission is usually a percentage of gross income collected and 
is charged against income. Additional allowances where extra work is neces- 
sary, as for sale of real estate, are charged to principal when such services are 
primarily beneficial to the fund, or they may be apportioned equitably. A 
broker’s commission for purchase or sale of real estate is considered part of the 
purchase price or a deduction from the sale price, and is consequently a charge 
against principal. 

The same reasoning would seem to apply to the purchase of stocks and bonds, [but] 
broker’s commissions on change of investments, where it was expressly provided that 
all expenses were to be charged to income, were properly classed as expenses and charged 
to income.’ 

INTEREST ON BANK ACCOUNTS.—Trustees frequently have in certain 
funds balances of cash too small for ordinary investment but not hkely to be 
needed for some time. As it is considered necessary for this cash to produce 
income, the general practice is to deposit it in a savings bank. Such a deposit 
should not be treated as an investment but should be carried as cash. 

Interest credited on such savings should be recorded on the books, like other 
income, by the entry Cash/Income. If such income is on funds belonging to 
different trusts, it must be prorated between the trusts. Interest received on 
the average daily balance in a checking account common to all the trusts must 
be prorated on the basis of the average daily balance in each. 


TRUST FUND PASSING BY WILL.—Under the provisions of the will the 
principal of this trust is to be paid over as directed by the beneficiary’s will. 
At that time it will be necessary for the trustee to deliver to the executor of the 
beneficiary’s estate the amount of cash and other assets comprising this trust 
fund and to make the following entry: 


Trivestinenter Lt 2S 208 DOO et eg ee uenene seers 


If the will creating the trust had specified any other distribution of the 
principal, the same entry would have been made at time of the distribution. 
There is then no balance in any account. 


AMORTIZATION OF BOND PREMIUM AND DISCOUNT.—Statutes 
of the different states vary in regard to the propriety of amortization, and are 
not always consistent in applying the same principles to bond premium and bond 
discount, but these statutes must be followed in each case.? 

When bond discount is amortized, as when government bonds, yielding a low 
rate, are bought below par, the average return being raised on account of the 
low cost, the entry at the time interest is received is: 

Cash (the amount received)...........-.20-++05: Siseuel 


Principal (the amount of AMORtIZAtOM) Alt, wake tin sean ee 
Income (the amount of income to be allowed) Vo Minit tue $.. 


8 Loring, A Trustee’s Hand Book, 3rd Ed. ; t 
9 For discussion of methods of amortization see section on “Mathematics and Formulas.” 
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When premium on a bond is being amortized, the book entry of each receipt 
of bond interest is: 
Cash (the amount received)..................... SL AOSIGRI 
Income (the amount of income to be allowed). $ 
Principal (the amount of amortization) 


asa whole. The supporting schedules making up the larger part of the report 
analyze this summary in its relation to principal and income of each individual 
trust. 

At either the beginning or the end of the report should appear the certificate 
of the trustee as to the correctness of the report. Practice in the various states 
differs as to the form of this certificate, and at least the first one submitted by 
the trustee should be prepared with the assistance of his attorney. 

The form to be followed in the schedules is specifically provided for in a few 
states, but the statutes of all mention the things to be shown. The court will 
have the report audited, and expense to the estate is saved if the schedules are 
clear and if they reconcile properly among themselves and with the books. 


Below are presented the principles generally followed and specimen schedules 
suitable in most states. 


VALUATIONS USED.— All assets of the estate must be carried in the reports 
at book values. These are, in case of assets which were included in the original 
inventory of the estate, the valuations at which they were appraised for that 
inventory; in the case of assets purchased since the preparation of that inven- 
tory, the cost to the estate. 

For the information of the court, many states require that the report of the 
trustee give also the market value or ‘“‘bid”’ price on the day as of which the 
report is prepared. This means the day on which the trustee closed his books, 
the last day the transactions of which are included in the report. As it will 
probably take the trustee some time to prepare his report, it will usually not 
be actually filed until later. Under no conditions, however, should the books 
be changed to agree with the market value at any time during the trusteeship. 
If the asset becomes absolutely worthless it may, if desired, be written off by 
the entry, Principal/Investments; but if this is done the asset must continue 
to be carried in the reports and accounted for as of no value. 


SCHEDULES.—The first schedule accompanying trustee’s reports usually 
shows the assets of the estate at the date of the report. 

The headings which it is necessary. to show are Cash and Investments. Under 
Cash should be detailed the various depositaries with the amounts in the posses- 
sion of each. 

The general heading, Investments, should be split up into the necessary 
subclassifications. Those most common are: Real. Estate, Mortgages, Notes 
Receivable, Stocks (or ‘‘Shares”’ as they are called in some jurisdictions), and 
Bonds. Others are: Accounts Receivable, Unsecured, Jewelry, etc. Each 
asset should be so described as to distinguish it absolutely. 

The second schedule lists the sales of assets from the trust since date of last 
report. All information having to do with the sales should be shown, including 
date of court order authorizing the sale, a list of items sold, gross proceeds of 
each sale, expense of the sale, and difference between these two amounts or 
the net proceeds. The value at which the asset now sold has been carried on 
the books should also be given, and the schedule should be summarized by show- 
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ing the difference between the net proceeds of the sales and the book value of 
the assets sold. This difference is the net increase or decrease in principal on 
account of sales during year. 

If there have been no sales during the year the schedule should be headed up, 
but instead of a list the words ‘“‘ No sales during year,”’ should be inserted. 

The schedules of purchases of assets for principal of each trust require usually 
only date of authorizing order, list of items purchased, their cost, and expense 
of purchase, the sum of which makes up the gross amount paid. If no pur- 
chases have been made during the year the schedules should be shown, but 
the words, ‘‘ No purchases during year,” take the place of the usual list. 


Assignees, Guardians, and Receivers 


ACCOUNTING ON CASH BASIS.— Accounting for assignees, guardians, and 
receivers, since these officers are required to report to courts which still follow 
the ancient practice of dealing almost entirely in terms of cash, follows the 
general lines set forth for. the estates of decedents. The keeping of really ade- 
quate records for receivers, who usually operate going businesses for a time at 
least, is complicated by the desirability of maintaining accrual records to show 
the true results, along with the cash records required by the courts. 


RECEIVERSHIP AUCOUNTING.—Receivers of corporations must not 
overlook the fact that the reports requirec! of them by the federal income tax 
laws are corporation reports, and must follow the lines previously established 
by the corporation. These returns, for tkeir proper preparation, require the 
keeping of a full set of corporation records during the period of operation of 
the business. Many receivers have found themselves with a great deal of 
extra work on their hands because state courts had instructed them that records 
of cash receipts were all that would be necessary, whereas full analyses later 
were found to be required by the Internal Revenue Department. 
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CONSOLIDATIONS 


HISTORICAL.—Following the depression of 1873, corporations became a 
popular form of business organization in the United States. None of the 
present well-known combinations then existed and to eliminate competi- 
tion various arrangements were entered into. The pool was most common, 
Those entering into a pool usually agreed to sell their output through some 
central organization, the object being to secure stabilization of output and 
prices. The only power of enforcement lay in the good faith of the members 
in addition to certain penalties. Consequently, it often became profitable 
for members to break their agreements. : 

Next came the trust. Voting stocks of affiliated companies were placed 
under control of a board of trustees which issued receipts therefor, known 
as trust certificates. The trust was abandoned for the holding company 
when the legal test of restraint of trade became decisive. 

The holding company was first made a practical possibility through the 
enactment by the New Jersey legislature of a revised general corporation 
act, under the provisions of which one corporation was granted the right to 
purchase and hold stocks of other corporations. Previously, this privilege 
had been granted only by special legislative act. 


Status Under Federal Revenue Laws 


WHEN CONSOLIDATED STATEMENTS DESIRABLE.—When securi- 
ties are held for other purposes than control, it is not ordinarily necessary 
or desirable to show accounts in consolidated form. But when control of 
one or more corporations by another is exercised through intercompany 
stockholdings, concerns thus related are unified. It is desirable tc express 
the full meaning of such unification. 

Thus, if Company A owns 90% of outstanding common stock of Company 
B, it controls it and determines its policies. If it is engaged in same or a 
related industry, it buys from and sells to Company B, possibly advancing 
cash to Company B at times. If Company A sells goods to Company B 
at an apparent profit of $500, and the two companies are considered as a 
unit, no true profit is made. Inventory values are marked up by transfer- 
ring merchandise between affiliated concerns. Such inflated values require 
adjusting to show the true status. Intercompany balances on current ac- 
count offset each other. When accounts of holding companies are not 
consolidated with the accounts of their subsidiaries the holding companies 
may take into their income accounts dividends from subsidiaries which make 
a profit, but omit losses of other subsidiaries. 

Federal taxation of corporate incomes is a factor. The United States 
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Revenue Act of 1917 contained no provisions concerning consolidated ac- 
counts. The American Institute of Accountants submitted a brief urging 
adoption of consolidated returns. It stated two possible bases, viz., (a) 
that intercorporate relationships must be on a strictly commercial basis, 
which would be troublesome both to taxpayer and government,. or (b) that 
combined operations must be treated as one whole. 1t urged adoption of the 
latter course as the only one revealing the true situation. Following this 
the Treasury Department issued regulations providing that whenever 
necessary more equitably to determine invested capital or taxable income, 
the Commissioner of Internal Revenue may require corporations classified 
as affiliated under Art. 77 to furnish a consolidated return of net income and 
invested capital. 

A Treasury decision was subsequently issued under which affiliated cor- 
porations, as limited and defined in paragraphs C and D of the regulations, 
were directed to make consolidated returns for the purpose of excess profits 
tax. 

Concerning what companies were to submit consolidated statements the 
regulation provided: Two or more corporations are not “‘affiliated’”’ merely 
because all or substantially all of stock therein is owned by same corpora- 
tion, individual, or partnership; they must also be engaged in same or a 
closely related business. 

The Revenue Act of 1918 made specific provision for consolidated returns, 
stating that ‘‘corporations which are affiliated within the meaning of this 
section shall, under regulations to be prescribed by the Commissioner . . . 
make a consolidated return of net income and invested capital.’? The act 
provided that two or more domestic corporations were to be deemed affili- 
ated: 


1. If one corporation owns directly or controls through closely affili- 
ated interest or by a nominee or nominees substantially all the 
stock of the other or others, or, 

2. If substantially all the stock of two or more corporations is owned 
or controlled by the same interests. (See Art. 633 of Reg. 45.) 


The 1918 act thus required consolidated returns where all or substantially 
all of the voting stock is held without regard to the similarity or dissimilarity 
of the businesses. 

Under the Revenue Act of 1918 it was necessary to submit consolidated 
returns, both to ascertain net income and to ascertain invested capital, 
latter being required to determine excess profits tax. The Treasury De- 
partment ruled that: “Consolidated invested capital must be computed 
as of the beginning of the taxable year of the parent or principal reporting 
company and consolidated income must be computed on the basis of its 
taxable year.’’ (See Art. 638 of Reg. 45.) Thus the consolidated balance 
sheet submitted to the Treasury Department for the purpose of determining 
invested capital was to be dated as of the beginning of the taxable year, 
while the consolidated statement of income was for the taxable year. 

Ags the Revenue Act of 1921 levied an excess profits tax for the calendar 
year 1921 only, the consolidated statement for purposes of determining 
invested capital is no longer of current interest so far as taxation is concerned. 
However, Sec. 240 of this law provides that corporations affiliated within 
the meaning of that section may make: either separate returns or, under 
proper regulations, consolidated returns. Whichever plan is chosen must 
+hereafter be followed, unless permission to change is granted by the Com- 
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missioner. The conditions under which corporations are deemed affiliated 
under this act are the same as those given above for the 1918 act. If affili- 
ated corporations choose to submit consolidated returns, the law (Sec. 240-b) 
provides that: ‘‘The total tax shall be computed in the first instance as a 
unit and shall then be assessed upon the respective affiliated corporations in 
such proportions as may be agreed upon among them, or, in the absence of 
any such agreement, then on the basis of the net income properly assign- 
able to each.” 


, WHEN CORPORATIONS ARE AFFILIATED.—No fixed rule can be 
prescribed. The general rules provided by the acts of 1918 and 1921 are 
given above. The Treasury does not interpret the words ‘‘substantially 
all the stock”’ as meaning any given percentage, but says that it must be 
construed according to the facts of the particular case. The Treasury 
regards the ownership or control of 95% or more of the outstanding voting 
capital stock (not including stock in the treasury) at the beginning of and 
during the taxable year, as constituting an affiliation within the meaning of 
the act of 1921. When stock ownership or control is less than 95%, but in 
excess of 70%, the Treasury requires a full disclosure of affiliations, including 
stock owned or controlled in each subsidiary or affiliated corporation and 
percentage of such stock owned or controlled to total stock outstanding. 
Such statements should preferably be made in advance of filing the return, 
but if a consolidated statement is filed subject to the Commissioner’s ap- 
proval, the required statement should be filed as a part of the return. The 
words “the same interests’? mean the same individual, partnership, or cor- 
poration, or the sanie individuals, partnerships, or corporations; but if 
stock of two or more corporations is owned or controlled by two or more 
individuals, or by two or more corporations, the corporations will not be 
held to be affiliated unless the percentage of stock of sueh corporations held 
by each individual, each partnership, or each corporation is substantially 
the same in each of the corporations. 


CHANGE IN OWNERSHIP DURING TAXABLE YEAR.—TIf{ corpora- 
tions are affiliated at beginning of a taxable year but such control or owner- 
ship is ended during the year, due to change of ownership, or if corporations 
are not affiliated at beginning of the taxable year but become affiliated dur- 
ing the year through change of stock ownership or control, a full disclosure 
of such changes of stock ownership must be made to the Commissioner. 
In the first case the parent company should ordinarily exclude from its return 
income and invested capital of controlled company from date of change of 
stock ownership. In the second case parent company should include in its 
return income and invested capital of controlled company from date of 
change of stock ownership. The controlled company whose status is changed 
should make a separate return for that part of the taxable year during which 
it was not in the affiliated group. If the change of status is for so short a 
period as to be negligible, a consolidated return or separate returns, as the 
case requires, may be made. A complete statement setting forth the facts 
should accompany such return or returns. 


NET INCOME OF AFFILIATED CORPORATIONS.—The consolidated 
taxable net income of affiliated corporations is the combined net income 
of the consolidated corporations, subject to such provisions as cover the 
determination of taxable net income of separate companies, and subject 
to the elimination of intercompany transactions. If the net income of the 
group as thus determined does not exceed $25,000, only one specific credit 
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of $2,000 is allowed. If the consolidated net income is more than $25,000, 
the tax imposed by Sec. 230 of the 1921 law shall not exceed the tax which 
would be payable if the $2,000 were allowed, plus the net income in excess 
of $25,000. (See Art. 636, Reg. 62.) 


FORM OF CONSOLIDATED RETURN.—Consolidated returns should 
be filed in Form 1120 by the parent or reporting company in the office of 
the collector of the district in which its principal office is located. The sub- 
sidiary companies are required to file Form 1122, with schedules indicated 
thereon, in the offices of the collectors of their respective districts. The 
parent company filing a consolidated return for the first time shall include 
therein statements setting forth: 


(a) The name and address of each of subsidiary or affiliated corporations 
included in such return. 

(b) The par value of total outstanding capital stock of each of such 
corporations at beginning of taxable year. 

(c) The par value of such capital stock held by parent corporations or 
by same interests at beginning of taxable year. 

(d) In ease of affiliated corporations, the stock of which is owned or 
controlled by the same interests, a list of the individuals, partner- 
ships, or corporations constituting such interests, with percentage 
of total outstanding stock of each affiliated corporation held by 
each of such individuals, partnerships, or corporations during 
all or any part of the taxable year. 

(e) A schedule showing the proportionate amount of the total tax which 
it is agreed among them is to be assessed upon each afhliated 
corporation. 


If substantial changes in ownership occur during the taxable year in (b)} 
and (ec), the conditions existing immediately after such changes should be 
shown. 

Consolidated returns must be filed in columnar form so that the details 
of gross income items and deductions for each corporation included in the 
affiliated group may be readily audited. 


STATUS OF PERSONAL SERVICE CORPORATIONS.—If the taxable 
period of two or more affiliated corporations begins prior to Jan. 1, 1922, 
and if one or more of them, taken alone, would be classed as a personal 
service corporation, and if one or more of the affiliated corporations would 
not be entitled to be so classified, those of the former class lose their status 
as personal service corporations, and all should be consolidated. The con- 
solidated group may be treated as a personal service corporation if capital 
is not a material factor in producing its income and if its affairs are regularly 
conducted by the owners or stockholders. ; 


Forms of Combinations 


HOW COMBINATIONS ARE EFFECTED.—The three most popular 
present-day methods of effecting combinations of corporations are the consoli- 
dation, the merger, and the holding company. Jompanies are consolidated 
through the organization of a new company which buys out the business 
of the old ones, taking over their assets and assuming their liabilities. The 
stock of the new company may be exchanged directly for the net assets of 
the old companies, or it may be sold for cash, which is in turn used to 
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pay off the stockholders in the old concerns. The old companies then go 
out of existence, after the cash or stock received from the new company 
has been distributed to their stockholders. 

In case of merger no new company is organized, but one of the old com- 
panies buys out the others, paying the amounts of their net worths either 
in cash or in stock, or both. The companies bought out then go out of ex- 
istence. 

In case of the holding company one of the old concerns may act as the 
controlling or holding company, or it may be found desirable to organize a 
new company for that purpose. The holding company secures its holdings 
in the other companies through purchase of stock from their stockholders. 
The companies thus controlled are known as the subsidiaries of the holding 
or parent company. If the holding company secures the stock of the sub- 
sidiaries by paying for it in cash, the stockholders thus bought out secure 
no interest in the holding company. If it pays for it by issuing its own stock, 
they become stockholders of the parent company. 


CONSOLIDATION ILLUSTRATED.—The following are the balance 
sheets of Companies X and Y: 


Balance Sheet—Company X 


Real Hstate....../)../..........$100,000 Capital Stock st eee he eee $150,000 
Machineryern otras mathe aoe 25,000 | Accounts Payable.............. 45,000 
Inventories vty. eos ee Soke 60,000 
Cashion, yet ei ae Oe eee e 10,000 

$195,000 $195 , 000 


if 


Balance Sheet—Company Y 


Realsbstatest: fin: tact ee $ 50,000 | Capital Stock.................. $100 , 000 
Machinery Wi hn lass. 1 sean 15,000 | Accounts Payable.............. 8,000 
Inventories is; hielo. ote. 25,000 
Cashitie &..1al 28. Foene . pedwaes 18,000 

$108,000 $108 , 000 


Company Z is organized with a capital stock of $250,000, takes over the 
assets of Companies X and Y at their book values, and assumes their lia- 
bilities. * 

Entries on books of Company Z, the parent company: 


SUBScrIptONS «Neb: a eee rite REA Cent. DZ OOROOO 
Capital Stoclouts. . is -sensetr. ens eee ee $250,000 
To record subscriptions made by Companies . 
X and Y as follows: 


Compania Xr. ae ie ee $150,000 
Compan ya Vie. ie ae oe ae 100, 000 
Real: Katatey, ). ili, Sa oat $100,000 


Machinery.) 40. een yale s EA Hate Ne Rive 1 25,000 


Sec. 22] FORMS OF COMBINATIONS 1095 


InVentOriesy ..cra., SOO JoneMILee A. Bees. Neh het 60,000 

Washoe, | acs cc ee ROU RERE SOV. ON. ESERIES 10,000 
AccountsiPayable..c a. 2s. cca spose eee $ 45,000 
(WompanyeN VendOR ts sh ects fe ee ae 150,000 


To record purchase of assets and assumption 
of liabilities of Company. 


Company.X,, Vendonoaty. sacht- 8. winter -ta. $150, 000 
SUDSERUDtLONS: . cease Oke 6 bd Sunray SUERTE $150,000 
To charge Company X for subscriptions, rep- 
resenting excess of assets over liabilities of 
Company X, which is amount of capital stock 
issued in payment. 


Real, Hstatoc: toss oiser as BOS ane oets - Fae ed $ 50,000 

Vac Merino td en cn WARE po ous trident a) P- anederens 15,000 

IN Ve LOTMCS sa Vaviccncs See eS ee? SOs eae 25,000 

(Git pal leas Tak RE BR OEE MER BPE BER 18,000 
A ccountspeavable ates: araad ocd teeta $ 8,000 
Company, Yo Vendor ate Aesop Aue ee 100, 000 


To record the purchase of the assets and the 
assumption of the liabilities of Company Y- 
(Oras nayapeheki2 84 | \ (cite keyooeyane wee A ene ec ceca $100, 000 
SUDSCEID UL OMB reece a store desea te ye ena ses $100,000 

To charge Company Y for subscriptions, rep- 

resenting the excess of assets over liabilities of 

Company X, which is the amount of the capi- 

tal stock issued in payment. 


The balance sheet of Company Z now appears as follows: 


Balance Sheet—Company Z 


ven Hstavew. seusteks seek ds tepa tec $150,000 | Capital Stock................,$250,000 
mMigcninery. Lis at cueastebite a ah 40) 000' |"Accounts Payable... 7... .,..,.,. 53,000 
PRAVETICOTIES - itis oe epidalens eR ce Ad: 85,000 
(SENT Aare OCA ae Liem? Sari 28,000 

$303 , 000 $303 , 000 


Entries on books of absorbed companies are: 


Entries on books of Company X: 


Chom serine Hy NIRICKXE, Ceol: Sewer guide ada ae homeees $150,000 
INGA 5 coe boro nr nen cen aucune ee 45,000 
‘Real istatemtamee aan tance at aera $100, 000 
IMaehiineny.. itn sek Panto chaicur «ops sens 25,000 
Tnvien tories tee oie ete SS ae 60,000 
Cash a2. walttenetk Biter te Fi as esse 10,000 


To record the sale of assets to, and the assump- 
tion of liabilities by, Company Z. 
Stock of Companyal. . 0.22 heat. ine {ee $150,000 
@ompany, 4, Viendeo, sa) uamaduneci = + $150, 00U 
To record receipt of stock of Company Z, is- 
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sued in payment of excess of value of assets 
transferred to Company Z over liabilities as- 
sumed by Company Z. 


CanitaliStcclosucce tl eee ee $150,000 
Stocksom Compan yal prea ete eee re $150,000 
To record distribution of stock of Company Z ’ 
to stockholders of Company X, thus closing 
the books of Company X. 


Entries on books of Company Y are same as the above, except the amounts 
involved. 


MERGER ILLUSTRATED.—Assume that the balance sheets of Com, 
panies X and Y are as shown on page 1094, and that Company X enters into 
an agreement with Company Y to buy its assets and assume its liabilities, 
the excess of assets over liabilities to be paid for in capital stock of Company 
X. Since Company X’s authorized capital stock is all outstanding, it is 
necessary to secure an additional authorization to the extent of the net 
worth of capital stock of Company Y, $100,000. 


Entries on books of Company X: 


SUDSCritlONSHews ise ei ee bak ee $100,000 
CapitaliStock<... nat beens area *. $100, 000 
To record subscription of newly authorized 
stock by Company Y, to be paid for by sale of 
its business to Company X. 


Reali Wstatenies: sao ee eee hae $ 50,000 
Machineryavsatink sche eee oer. kb matigieoek 3 15,000 
inv ENtOLiGS Wn yack Pi ee Te 25,000 
Cashin eis ciorcins eR ee er teen, eae 18,000 
Accounts’ Payables: $ 8,000 
Companyay.sViendoke: Get eae ene 100,000 


To record transfer of assets and liabilities from 
Company Y in accordance with agreement 


CompanyaYony cid Ole enn tre Taner eee $100,000 
Subscriptions .ccuaa ise tee ee Ore $100, 000 
To offset credit to Company Y for net worth 
of business taken over against subscriptions 
by Company Y to capital stock of Company 
D6 


The balance sheet of Company X now stands thus: 


Balance Sheet—Company X 


= 


7 


AUCHIMIEBCR LE) oe cists seth tee $1505000) | "Capital-Stock: 20 Yee $250 ,000 
IMSGhINCLY co achvocen nee eee 40,000 | Accounts Payable.............. 53,000 
Inventories) 45 22.2. 5-2 ee eee 85,000 
Cashin ...cu treme terol tetra: 28,000 


$303 ,000 $303 ,000 
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Entries on books of Company Y, the absorbed company: 


@Mompany-EX;. VEDGEOH TAN RISES acd tole $100,000 

Accounts: Paya blerieent: teas eee ees 8,000 
Realkistate: Vin5 son ate ee es an ee $ 50,000 
Machinery Stee Hehehe ees, 15,000 
Inventories os ite en dan hie seen eben: 25,000 
Gaah Ge Ie eM Ses a ene AS 18,000 


To record sale of assets to, and assumption of 
liabilities by, Company X. 
Stock ol GOMmpanverse tty. ee pete ate ee eee $100,000 
Company =x, Vendée 92.2 ae ce 2 8. $100, 000 
To record receipt of stock of Company X in 
payment for net worth of business trans- 
ferred to Company X. 


Capital Stock Vinee Bere re a ee ee $100,000 
Stock ol Company: xen dace see ce ree $100,000 
To record distribution of stock of Company X 
to stockholders of Company Y, thus closing 
the books of Company Y. 


HOLDING COMPANY ILLUSTRATED.—Assume that balance sheets 
of Companies X and Y are as shown on page 1094, and that a holding company, 
Company M, is formed to control them. It does this by purchasing stocks 
of Companies X and Y from stockholders, and so does not deal directly 
with these companies. The payment therefor may be in cash or in stock of 
Company M. For purposes of this illustration assume that Company M 
buys up stock of Companies X and Y by paying in stock. The total auth- 
orized stock of Company M is $250,000. 

Entries on books of Company M: 
Stibseriptionsar sasaki seiteenol cities atselchniee.- $250,000 
CapitalyStoelone etre ran aud er eyel owktla lets hee $250,000 
For stock subscribed as follows: 
By stockholders of Company X. $150,000 
By stockholders of Company Y. 100,000 


Stock: Gt. COMMA Noire ee Cone atsee Seag seal) emt cy 150,000 
Stocks of COMM Amys Virie niin) cer reg ene anenees 100, 000 
Sulbscripilonsaecewet mt ere een mere $250,000 


To record purchase of outstanding stocks of 
Companies X and Y. 

The variations from the above procedure in case stocks of Companies X 
and Y are bought for cash are unimportant. Company M in this case sells 
its stocks to outsiders for cash, and then uses this cash to buy the outstanding 
stock of Companies X and Y from stockholders. In case no new company is 
organized, either Company X or Company Y becomes the holding company. 
If Company X becomes the holding company, it increases its capital stock 
by at least the amount of Y’s outstanding stock, $100,000, which is subscribed 
for by the stockholders of Company Y. 

Entries on books of Company X: 
Siilooeiouiiabounetsanss eh ou dogodcocneeen $100,000 
Gapitalestockiaee: wa tenn mae ge gant ocr ; $100,000 
To record subscriptions by stockholders of 
Company Y,. 
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Stock of CompanyeYies wadieade. Sine ean ee $100,000 
SUDSCEMO GIONS... dete ere ee ee eee $100,000 
To record payment by stockholders of Com- 
pany B in stock of Company B. 
Balance sheet of Company M now appears thus: 


Balance Sheet—Company M 


Stock of Company Y............ $100,000 | Capital Stock.............0... $250,000 
Stock of Company X............ 150,000 
$250,000 $250,000 


Principles of Consolidated Balance Sheet 


PRINCIPLES INVOLVED.—The separate balance sheets of the holding 
company and its subsidiaries do not show the true status of the group, 
which constitutes an operating unit. The consolidated balance sheet shows 
the true status of the group by eliminating non-essential items. In it all 
assets and liabilities are combined except intercompany accounts, which are 
eliminated. In setting up a consolidated balance sheet the fundamental 
principle to be followed is: Eliminate all intercompany holdings of capital 
stock as well as all other intercompany balances of every kind. 

Corollary to this principle: 


1. Show intercompany current accounts separately. If differences 
exist between them, reconcile these differences and allocate them to the 
proper accounts, which then should be eliminated. 

2. Kliminate all intercompany profits resulting from intercompany 
sales above cost, thus removing such profits from inventory valuations. 

3. Eliminate intercompany holdings of capital stock, and such part 
of surplus as is applicable to such intercompany holdings. 


It should be borne in mind that these adjustments are made solely in the 
working papers for the consolidated balance sheet and do not affect the books 
of the affiliated companies. 


ADJUSTMENT OF INTERCOMPANY CURRENT ACCOUNTS.— Dis- 
erepancies mentioned in (1) arise from intercompany transfer of wealth, 
where such transfer is taken up on books of company surrendering it but 
is not yet taken up on books of company receiving it, usually because it is 
in transit at time books are closed. Thus, if Company A ships to its subsid- 
lary, Company B, goods, at cost, $5,000, and charges them against Company 
B and they are in transit when books are closed, Company A’s account with 
Company B is charged $5,000, but there is no’ corresponding credit on Com- 
pany B’s books. The difference is reconciled by crediting intercompany 
current account and charging inventories in the working sheet used to com- 
pile the consolidated balance sheet. Thus: 


Inventoriestewg ss... + seco a ee ee $5,000 
Bt aes Se $5, 000 


The intercompany current accounts now exactly offset each other and are 
eliminated in the consolidated balance sheet, 
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ADJUSTMENT OF INTERCOMPANY PROFITS.—Intercompany profits 
(2 above) arise from intercompany sales above cost. Thus, if three com- 
panies, A, B, and C, are affiliated, and A buys an article from an independent 
concern for $500, sells it to B for $600, and B sells it to C for $700, considering 
the three concerns as a unit, inventories have been written up $200 and a 
paper profit of $100 shown on books of A and B, respectively. Status of 
the group, taken as a unit, is shown by adjusting profits, surplus, and inven- 
tory accounts. The following rule applies: 

If intercompany profit in inventory is larger at end than at beginning of 
period, make an adjusting entry charging current Profit and Loss with excess, 
and Surplus with intercompany profits at beginning of period; credit inven- 
tories with intercompany profits at end of year. 

If intercompany profit in inventory is less at end than at beginning of year, 
charge Surplus for amount at end of year, credit Inventory for amount at 
beginning of year, and credit current Profit and Loss for difference. 

Thus, if at beginning of an accounting period intercompany profit in in- 
ventories is $5,000 and at end of period is $6,000, adjusting entry to reduce 
inventories to cost and to show effect of such reduction on current Profit 
and Loss and on Surplus is as follows: 


Profitwand Mossa(current)iy.vie.let. oe wee ees $1,000 
Surplusy Sera oreneee TAL PL OMe Foe, 5,000 
Inventoriestt ot ISP. AE FOP BORO). $6, 000 


If figures are reversed so that inventories at beginning of year show inter- 
company profits of $6,000 and $5,000 at end of year, the entry is: 


Surplus ate ccna sks seen ol tna te eh ote ens $6, 000 
Igivientoricste eh ore ian cae si auealciootat $5,000 
Profit, and Loss: (current)..-...-...----«- 1,000 


This form of adjustment is based on assumption that current period’s 
Profit and Loss is kept separate from surplus accumulated during previous 
periods. Otherwise the adjustment consists in charging surplus with inter- 
company profits in inventories at close of period, and effect on current 
Profit and Loss would not be shown. 


ADJUSTMENT OF INTERCOMPANY HOLDINGS OF CAPITAL 
STOCK.—Intercompany holdings of capital stock (3 above) are easily 
eliminated when stock of subsidiary is held at par on parent company books. 
It is usually held at some figure other than par, in which case it is necessary 
to bring accounts into agreement before intercompany holdings can be elim- 
inated. The following rule applies: : 

When book value of stock of subsidiary in balance sheet of controlling 
company is in excess of par value of stock plus surplus of subsidiary company 
applicable to such stock at date of its acquisition by controlling company, 
excess should be charged to Good-Will. 

When book value of stock of subsidiary in balance sheet of controlling 
company is less than par of stock plus surplus of subsidiary company ap- 
plicable to such stock at date of acquisition by controlling company, dif- 
ference should be credited to Good-Will account on books of subsidiary, or 
if no such account exists on books of subsidiary, then to Good-Will wherever 
found in consolidated working papers, thus being deducted either from 
Good-Will account of holding company or that of any other subsidiary or 
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subsidiaries. H. A. Finney suggests that while this is customary procedure 
\it is not theoretically correct, and explains as follows:! 

) Assuming that subsidiary has no Good-Will account at date of acquisi- 
/ tion, the fact that holding company acquired its stock at less than book 
' value indicates one of two things: either (1) some asset on subsidiary’s books 

was overvalued, or (2) the holding company made a fortunate purchase, 
acquiring right to more net assets than it parted with. If some asset was 
overvalued, excess of book value over purchase price should be deducted 
on consolidated balance sheet from the overvalued asset. If no subsidiary 
asset was overvalued, and if holding company acquired subsidiary stock by 
an issue of its own stock, excess value received over par of stock issued in 
payment is paid-in surplus, to be shown on consolidated balance sheet as 
surplus, set apart as capital surplus if the distinction is desired. If holding 
company acquired subsidiary stock by a cash payment, excess still appears 
to be a proper addition to capital surplus.?2 

Assume that holding Company A holds 34 of outstanding stock of sub- 
sidiary Company B, total of which amounts to $100,000; also that at time 
of purchase of this stock by A surplus of B was $60,000. Since A purchased 
34 of outstanding stock of B, 34 of surplus at time of acquisition of stock, 
or $45,000, is applicable to stock held by A. Assuming that A bought the 
stock of B at 170, a total cost of $127,500, this is the figure at which stock 
of B should be carried on A’s books. It is in excess of par of stock plus 
surplus of B applicable to such stock at date of acquisition by A, which was: 


Par oftstock boushtubyavA.s. 455 mci wae $75,000 
Surplus applicable to stock bought by A 

(34 of total surplus at time of acquisi- 

ition’ by: A) sen eee Se Ae Oh BTS 45,000 


$120,000 


Therefore book value of stock of B on A’s books ($127,500) is $7,500 in 
excess of par value of the stock plus surplus of subsidiary company appli- 
cable to such stock at date of its acquisition by controlling Company A, 
and this excess should be charged to Good-Will. In form of a journal 
entry the adjustment is: 


Capital stock (of B owned by A).............. $75,000 

SUPDIUS acc eeee ce hoy eee a ee ae ee 45,000 

Good Wily Te Se ce See ie AY Een be 7,500 
Investment in Stock of B.............. $127,500 


This eliminates the intercompany holding of capital stock, also surplus of 
subsidiary company applicable to such stock at date -of acquisition, and 
charges Good-Will for excess of cost of such stock over and above its par 
value plus surplus applicable to it at date of acquisition. 

If parent company holds all of outstanding stock of subsidiary above 
adjustments, eliminate all surplus of subsidiary as it stood at date of acqui- 
sition. If parent company acquires only part of stock of subsidiary, only 
such portion of surplus is eliminated in consolidated balance sheet as is 
applicable to stock acquired. Remainder enters into consolidated balance 
sheet as surplus of subsidiaries applicable to stock outstanding in hands of 
public. Also stock outstanding is shown in consolidated balance sheet as 


1 Adapted from Consolidated Statements, pp. 74-75 
2 End of adapted material. 


Sec. 22] PRINCIPLES 1101 


stock outstanding in hands of public. The two items, capital stock of 
subsidiaries outstanding and surplus applicable thereto, may be shown as 
one item, as for example, outstanding capital stock of subsidiary companies, 
or similar title. Subsequent profits earned must likewise be allocated to 
the two subdivisions of subsidiary company stocks, viz., (a) that outstand- 
ing in hands of public, and (b) that owned by parent company. 


WORKING PAPERS FOR CONSOLIDATED BALANCE SHEET.—To 
combine similar assets and eliminate intercompany items, working papers 
should be drawn up which show columns for each of the balance sheets 
of the affiliated companies, columns to show eliminated items, and columns 
to show consolidated balance sheet items. Following illustration of con- 
solidated balance sheet working papers is based on balance sheets of sub- 
sidiaries X and Y shown on page 1094, and balance sheet of holding Company 
M shown on page 1098: 


Working Papers for Consolidated Balance Sheet 


M x a; Eliminations | Consolidated 
Assets 
Investment in Stock 
of Company X..| $150,000 $150,000 
Investment in Stock 
of Company Y.. 100,000 100 ,000 
Real Estate....... $100 , 000 $ 50,000 $150,000 
Machinery........ 25,000 15,000 40,000 
Inventories....... 60,000 25,000 85,000 
“CEE Ue eee Loe 10,000 18,000 28,000 
$250 , 000 $195,000 $108 , 000 $250,000 $303 , 000 
Liabilities 
Capital Stock..... $250,000 $150,000 $100,000 $250 , 000 $250,000 
Accounts Payable.. 45,000 8,000 53,000 
$250,000 $195,000 $108 ,000 $250 , 000 $303 , 000 


The consolidated balance sheet prepared from above working papers 


follows: 
Consolidated Balance Sheet 


Companies M, X, and Y 


ASA tas cect tem eee 
RMR SUALEG ey cra cise fie cl endo ecaens $150,000 | Capital Stock, Company M.... .$250,000 
SORA CHINION YA neste sel el eta cieksgataaerate 40,000 | Accounts Payable.............. 53,000 
ED CTIVORTC Rg occ diac sued, Aw be oe ts 85,000 
ENS GGG OIS Ole CrcrO PRD CEU ESICRENT OR: 28,000 
"$303,000 $303 , 000 


More detailed illustrations are found in following pages, 


° 
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Effect of Surplus or Deficit in Balance Sheet of Subsidiary 
Company at Time of Acquisition 


STATUS OF SURPLUS ACCUMULATED BEFORE AFFILIATION.— 
The amount of surplus existing on a subsidiary company’s balance sheet at 
date its stock is acquired by parent company, determines the book value of 
stock so acquired and hence its cost to the holding company. If all of the 
subsidiary’s stock is acquired by the parent company, it is evident that the 
entire surplus as well as the capital stock of the subsidiary company becomes 
a liability to the holding company, and, being an intercompany account, 
should be eliminated in the consolidated balance sheet. If only part of 
subsidiary’s stock is acquired by parent company, the stock acquired and 
that portion of surplus applicable to stock so acquired should be eliminated 
in the consolidated balance sheet. 

Likewise, a deficit on books of subsidiary at time of acquisition of stock 
by parent company must be eliminated, wholly if entire stock is acquired, 
or if only a part of stock is acquired, then such part thereof must be eliminated 
as the part of total stock acquired is part of subsidiary’s total stock outstand- 
ing. 


SURPLUS ILLUSTRATED.—Company Y’s balance sheet at date of 
acquisition of its entire capital stock by Company X is as follows: 


Balance Sheet—Company Y 


Real Estate scsi soe practisnniesentwsiens $100),,000) | Capital. Stock... ccc. h ee ence $100,000 
@Washeey Bid. cd: sR OE ead 25,000 | uSurplusie.4 awe leans s 20,000 
Accounts: Payablewwent 6.50: 5,000 

$125 ,000 $125 ,000 


After acquisition of entire capital stock of Company Y, Company X’s 
balance sheet is as follows: 


Balance Sheet—Company X 


Stock ‘of Company: Yu. .a.5./.4.. $120,000 | Capital Stock.................$150,000 
Cag erent tte ic ekRe ea ter nearest 50,000 | Accounts: Payable..........:<.. 20,000 


$170,000 . $170,000 


The account ‘“‘Stock of Company Y, $120,000,’ is an investment account 
on Company X’s books. It is an intercompany account offset by the 
Capital and Surplus accounts in books of Company Y. It follows that 
these accounts should be eliminated in the consolidated balance sheet. 
The procedure is as follows: 
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Working Papers for Consolidated Balance Sheet 


x Ne Eliminations Consolidated 
Assets 
Investment in Stock of 
Wompany. Vostok a $120,000 $120,000 
Real Fistate. spc sees}. tc $100 ,000 $100,000 
CEST, SSS ee Seer oe ea 50,000 25,000 75,000 
$170,000 $125,000 $120,000 $175,000 
Liabilities 
Capital’Stock’..). $150,000 $100 ,000 $100,000 $150 , 000 
SPRETOLUS ere ad ere eee 20,000 20,000 
Accounts Payable......... 20,000 5,000 25,000 
$170,000 $125 ,000 $120,000 $175,000 
Consolidated Balance Sheet 
Companies X and Y 
BreAeESCAUE. echoes cue pctatin ce ode e $100,000 | Capital Stock. ......00. 02.000: $150,000 
ASHE CESS. oy Aa Ee 75,000 | Accounts Payable.............. 25,000 


$175,000 $175,000 


DEFICIT (LLUSTRATED.— When there is a deficit on books of subsidiary 
company and its entire capital stock is acquired by parent company, entire 
deficit is eliminated in consolidated balance sheet. If only a part of its 
capital stock is acquired by parent company, only the deficit applicable to 
portion of stock acquired is eliminated. 

Company Y’s balance sheet at date of acquisition of its entire capital 
stock by Company X is as follows: 


Balance Sheet—Company Y 


meal PMstate.y. fuaakuler:. fit $100,0007|Capital'Stocksti anh. Ul. Pale: $100,000 
STON Eg RON RE EREES A Eee ee 5,000 | Accounts Payable.............. 15,000 
UST Oe aE See OES ee a Soares 10,000 

$115,000 $115,000 


After acquisition of entire capital stock of Company Y, Company X’s 
balance sheet is as follows: 
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Balance Sheet—Company X 


Stock of Company Y............ $7907, 000M se Capital stock: a.5.4 tera aren: $150 , 006 
OPN san 6 OL MeRetGA Oar eet Bam toe 65,000 | Accounts Payable.............. 5, 006 
$155,000 $155 , 00( 


The account ‘‘Stock of Company Y”’ on books of Company X is offse 
by the Capital Stock and Deficit accounts in books of Company Y. Hence 
these accounts should be eliminated in the consolidated balance sheet. 


Working Papers for Consolidated Balance Sheet 


x We Eliminations Consolidated 
Assets 
Investment in Stock of 
Company. Y isi.chowcetan. $ 90,000 $ 90,000 
IRealiBistate:, «22 acveers aise $100 , 000 $100 ,000 
(GEE). aciet te Oe ae ee ener 65,000 5,000 70,000 
ID LST is oats Oe eee Reet eee Siete 10,000 10,000 
$155,000 $115,000 $100,000 $170,000 
Liabilities 
Capital Stock. (2.0... 20 $150,000 $100,000 $100,000 $150,000 
Accounts Payable......... 5,000 15,000 20,000 
$155,000 $115,000 $100,000 $170,000 
Consolidated Balance Sheet 
Companies X and Y 
| 
RR ealHEIstate scat cathy hein Ate ios $100; 000 de Gapitall Stockhiavs sr cissae cc cceeiae $150, 00 


CEE att es a Be er ae i ROME ated 70,000 | Accounts Payable ............... 20 , OO 


MINORITY INTEREST.—In preceding illustrations showing method o 
eliminating surplus or deficit of subsidiary at date of acquisition of stock by 
parent company, there remained no minority interest because in both in 
stances entire outstanding capital stock of subsidiary company was acquire¢ 
by parent company. If parent company acquires less than 100% interes 
in subsidiary company, the minority interest must be considered in settin, 
up the consolidated balance sheet. Effect is given to the interests of th 
minority by eliminating in the consolidated balance sheet only such propor 
tion of subsidiary’s outstanding stock as is acquired by holding compan: 
and such part of subsidiary’s surplus or deficit as is applicable thereto. Thi 
is true because the capital liability to the minority stockholders represente 
by their proportionate amount of capital stock and surplus or deficit appli 
cable thereto is not an intercompany relationship. 
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MINORITY INTEREST WITH A SUBSIDIARY SURPLUS ILLUS- 
TRATED.—Assume that Company Y’s balance sheet at date of acquisition 
of 75% of its entire outstanding capital stock by Company X, is as follows: 


Balance Sheet—Company Y 


Realibistatery.: oc: %.dch.< myceyseiay ee $100,000) in@apital: Stock... es. coe cern $100,000 
OAS eee elope aus ores eceueee tee ince: eee as D5 OOOL WSULDLUS=te Beer e eet rcmiere ie 20,000 
Accounts: Payable svn. aec8 aes oe 5,000 

$125,000 $125,000 


After acquisition of 75% of capital stock of Company Y, Company X’s 
balance sheet is as follows: 


Balance Sheet—Company X 


Stock of Company Y......:0:... $190 000) |eG@apital. Stock iiwe cetera late $150,000 
WIS sso da x aarare en ararei eva ton 80,000 | Accounts Payable.........:... 20,000 
$170,000 $170,000 


Working Papers for Consolidated Balance Sheet 


x we Eliminations Consolidated 
Assets 
Investment in Stock of 
Company Y-qeneaeseia $ 90,000 $ 90,000 
Real Estate. s.4 2-1 eecer $100,000 $100,000 
ASTIN eitavtes im oto avetorammrentnes 80,000 25,000 105 ,000 
$170,000 $125,000 $ 90,000 $205 ,000 
Liabilities 
@apitaliStock-vii a.cnn ene $150,000 $100 , 000 $ 75,000 $175,000 
SUED LUS prea neces exe etter aieset= 20,000 15,000 5,000 
Accounts Payable......... 20,000 5,000 25,000 
$170,000 $125,000 $ 90,000 $205 ,000 


Consolidated Balance Sheet—Companies X and Y 


AL Ca State, ar sscerds sntieyeutcvavSeure auctor $100,000 | Capital Stock..........-..00e. $150,000 
Wash eaieva acirnin Serene cious, austere 105,000 | Capital Stock of Company Y, 
(Crnaueh ms baxeludh oh Cacyts com gimi Oot ae F 25,000 
Surplus applicable to Outstanding 
Stock of Company Y......... 5,000 
Accounts Payable.............- 25,000 
$205 ,000 $205,000 


a 
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MINORITY INTEREST WITH A SUBSIDIARY DEFICIT ILLUS- 
TRATED.—Assume that Company Y’s balance sheet at date of acquisition 
of 75% of its entire outstanding capital stock by Company X, is as follows: 


Balance Sheet—Company Y 


INGalehisvates netic eae eee $”80 000) (MCapital Stoek= «+2. S2 i a0 2... $100,000 
Cas linerney mtr et mnt ew ais a ree 5,000 | Accounts Payable..2...00..0.00.. 5,000 
WDehicry hatin er, Ae eee me 20,000 

$105,000 $105 ,000 


After acquisition of 75% of capital stock of Company Y, Company X’s 
balance sheet is as follows: 


Balance Sheet—Company X 


Stock of Company Y....:....:.. $ 60,000 | Capital Stock............--.......$150,000 
CASO ee co Ole ho oie wd eee 110,000 | Accounts Payable.............. 20,000 
$170,000 $170,000 


Working Papers fo Consolidated Balance Sheet 


ox NE Eliminations Consolidated 
Assets 
Investment in Stock of 
Companys y ohm... cae $ 60,000 $ 60,000 
Real Bstates. 05.6 cece ee $ 80,000 $ 80,000 
@Gashisttes ier sev cates 110,000 5,000 115,000 
DOHC a srhed.,.. oe sped 20,000 15,000 5,000 
$170,000 $105 ,000 $75,000 $200 , 000 
Liabilities 
Capital Stock............. $150,000 $100 ,000 $75,000 $175,000 
Accounts Payable......... 20,000 5,000 25,000 
$170,000 $105,000 $75,000 $200 , 000 


Consolidated Balance Sheet—Companies X and Y 


Real states «os. sjo6 241 ee $805,000 | ‘Capital Stocks 47. 3.2.4.6 oe. $150,000 

Cash s)).. Sate ud slags .... 115,000 | Capital Stock of Company Y 

Deficit applicable to Outstanding Outstanding’ = ia 2c5 anacee 25,000 
Stock of Company Y.......... 5,000 | Accounts Payable.............. 25,000 


$200 , 000 $200 , 000 
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Purchase of Stock of Subsidiary at More Than Book Value 


When the holding company acquires all or a part of capital stock of a sub- 
sidiary by paying more than book value therefor, the excess paid above book 
value is in the nature of a premium and should be charged to Good-Will 
in the consolidated balance sheet. 


100% STOCK ACQUISITION ILLUSTRATED.—Company Y’s balance 
sheet at date of acquisition of its entire capital stock by Company X is as 
follows: 


Balance Sheet—Company Y 


OAIPE BLS LE cs clela sid ay tiasabictery ee SLOOROOO Capital Stocks... cies sense $100,000 
(CNS NO Berar ener ama a er 5,000 | Accounts Payable.............. 5,000 
$105,000 $105,000 


After acquisition of entire capital stock of Company Y for $110,000, 
Company X’s balance sheet stands thus: 


Balance Sheet—Company X 


Stoce of Company Y......4---: $110,000 | Capital Stock........... . $150,000 
(OETA A eS erie ee, 50,000 | Accounts Payable............. 10,000 
$160,000 $160,000 


Working Papers for Consolidated Balance Sheet 


x yy Eliminations | Consolidated 
Assets 
Investment in Stock of 
Company Y....... x $110,000 $100,000 
Gpod= Wallick see oe $ 10,000 
CAL HState. jf. icon ee $100,000 100 , 000 
Ry EE MOR ce ey. he clean ene 50,000 5,000 55,000 
$160,000 $105,000 $100 , 000 $165,000 
Liabilities | 

Capital-Stock t.... cass ose: $150,000 $100,000 $100,000 | $150,000 
Accounts Payable......... 10,000 5,000 15,000 
$160,000 $105,000 $100,000 | $165,000 
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Consolidated Balance Sheet 
Companies X and Y 
(Good= Wallies fancier Hee $10,000) | @apitaliStocks. aynm.csaen: 2 $150,000 
iRealihstate-cer sak eee ne ee 100,000 | Accounts Payable............. 15,000 
Cash ae AR ant ccna 55,000 
$165,000 $165,000 


75% STOCK ACQUISITION ILLUSTRATED.—Company Y’s balance 
sheet at date of acquisition of 75% of its capital stock by Company X, is as 


follows: 

Balance Sheet—Company Y 
RUGAIUL Sta Cetoa epics anne y cn inceas $100,000 | Capital Stock 
(CES ties: a: en CN Ane Sat Sere ee 5,000 


$105,000 


Accounts Payable 


After acquisition of 75% of capital stock of Company Y for $80,000, Com- 


pany X’s balance sheet stands thus: 


Balance Sheet—Company X 


Stock of Company Y........... 230 ;OUON NC apitals Stocks wsce- aera ne $150,000 
LOR} ite eek Se ee a 80,000 | Accounts Payable............. 10,000 
$160,000 $160,000 
Working Papers for Consolidated Balance Sheet 
x Y Eliminations | Consolidated 
Assets 
Investment in Stock of 
Company Yosser $ 80,000 $ 75,000 
GCoodsWwWill-.,,.keci sees $ 5,000 
Re aTF Sate. 2 cn, <4. ncete sien $100,000 100 ,000 
CSDM tee doa tue Saino 80,000 5,000 85,000 
$160,000 $105,000 $75,000 $190,000 
Liabilities 
Capital’ Stock.........975. $150,000 $100,000 $75,000 $175,000 
Accounts Payable......... 10,000 5,000 15,000 
$160,000 $105,000 $75,000 $190,000 
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Consolidated Balance Sheet 
Companies X and Y 


Good-Will- nw won cre eran ews be 65.000 
CCAD EOSCALC). Go. shay siete re cana oe ous 100,000 
COPY TARR Gir gente aL Ens Panes 85,000 

$190,000 


Capital Stock 
Accounts Payable 


$190,000 


100% STOCK ACQUISITION AND SUBSIDIARY SURPLUS.— (Individ- 
ual balance sheets omitted.) Subsidiary Company Y at date of acquisition 


has capital stock of $100,000 and surplus of $25,000. 


X acquires all of stock for $135,000. 


Working Papers for Consolidated Balance Sheet 


Holding Company 


x a‘ Eliminations | Consolidated 
Assets 
Investment in Stock of 
Companyaveresne. st. $135,000 $125,000 
Good=Will.aa ens ees $ 10,000 
Real states... tne ae 115,000 115,000 
CEN) als, sl ht aS ORCC RCC Ca 15,000 10,000 25,000 
$150,000 $125,000 $125,000 $150,000 
Liabilities 
Papital Stocks. ce eu aye nie es $150,000 $100 , 000 $100 , 000 $150,000 
ESC PLUS eee cues terest ofen aia. 25,000 25,000 
$150,000 $125,000 $125,000 $150 , 000 
Consolidated Balance Sheet 
Companies X and Y 
Cami Alileey manana cpeiopert ines $ 10,000 | Capital Stock...........--++5- $150,000 
RVcalMEBhAbes diye felon efeseienanent soy 115,000 
APC) AE eee PORE oor cen ce Ceceeer ream 25,000 
$150,000 $150,000 


75% STOCK ACQUISITION AND SUBSIDIARY SURPLUS.—(Individ- 
ual balance sheets omitted.) Subsidiary Company Y at date of acquisition 


has capital stock of $100,000 and surplus of $25,000. 


acquires 75% of stock for $100,000. 


Holding Company X 
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Working Papers for Consolidated Balance Sheet 


x Ye Eliminations | Consolidated 
Assets 
investment in Stock of 
@ompany Yo... 5.00: $100 ,000 $93,750 
Goods Will cei ccee Scene $ 6,250 
Real Hstate sin. dsc cess oe $115,000 115,000 
Caste ae a ee | geese 15,000 10,000 25,000 
$115,000 $125 ,000 $93, 750 $146 , 250 
Liabilities 

CapitaliStock icc 5.5.3 $115,000 $100,000 $75,000 $140,000 
SUPP LUSH ee bee ccg > sass ai 25,000 18,750 6,250 
$115,000 $125,000 $93 , 750 $146 , 250 


Consolidated Balance Sheet—Companies X and Y 


(ROOC= WINN tens nontkoner eonicstenae $ 6,250 | Capital Stock of Company X... $115,000 
Reali Hstaten: 2... ant ctee st rt 115,000 | Capital Stock of Company Y 

Qe Ail ae eae ane eee dere ote 25,000 Outstanding oi jaces os es SE 25,000 
Surplus of Company Y (on Stock 

OPtstanding) ev oss ac Hone 6,250 

$146 , 250 $146, 250 


100% STOCK ACQUISITION AND SUBSIDIARY DEFICIT.—(Individ- 
ual balance sheets omitted.) Subsidiary Company Y at date of acquisition 
has capital stock of $100,000 and a deficit of $25,000. Holding Company X 
acquires all of stock for $85,000. 


Working Papers for Consolidated Balance Sheet 


XG ¥ Eliminations | Consolidated 
Assets 
Investment in Stock of 

Company XY... 2c $ 85,000 $ 75,000 
Goods Wallac, scrsaceatr ee $ 10,000 
ROa UW HStatOmmnn etc s-saie sen $115,000 115,000 
OFS Nb eat nate pee ti pms oe | 15,000 10,000 25,000 

Defiortas: Sonera P 25,000 25,000 
$100 ,000 $150,000 $150,000 

Liabilities 

MapitjaliStocks Vey pone - $100,000 $100,000 $100,000 $100,000 
Accounts Payable... . . 50,000 50,000 
$100,000 $150, 000 $100,000 $150,000 


Sec. 22} STOCK PURCHASE AT MORE THAN BOOK VALUE 1111 
Consolidated Balance Sheet 
Companies X and Y 
Good-Will..... ome fate $10 ,000,\) Capital Stocks. icp sinyee dad. ys $100,000 
HReEaIMESTALE Sc ye%rck otis ons moseitee 115,900 | Accounts,Payable............. 50,000 
ORNS) ti dicts tan teianae per eae NI SOE 25,000 
$150,000 $150,000 


75% STOCK ACQUISITION AND SUBSIDIARY DEFICIT.—(Individ- 
ual balance sheets omitted.) Subsidiary Company Y at date of acquisition 
has capital stock of $100,000 and a deficit of $25,000. Holding Company x 


acquires 75% of stock for $85,000. 


Working Papers for Consolidated Balance Sheet 


x nV Eliminations | Consolidated 
Assets 
Investment in Stock of 
Companyey cee ae eee $ 85,000 $ 56,250 
Goodswill’ oc once aee es $ 28,750 
Breall state... sie ele cas $115,000 115,000 
COL, eae ee a 15,000 10,000 25,000 
DD CH CIE TH. has. woe ai le ot 25,000 18,750 6,250 
$100 , 000 $150,000 $75,000 $175,000 
Liabilities 
Capital Stocks ee oe $100 , 000 $100,000 $75,000 $125,000 
Accounts Payable........ 50, 000 50,000 
$100,000 $150,000 $75,000 $175,000 
Consolidated Balance Sheet 
Companies X and Y 
Goods Wallets, Hee ae eee $ 28,750 | Capital Stock of Company X... $100,000 
HVCAIHIStEbE aaa asco ato jabs 115,000 | Capital Stock of Company Y 
READ acre et alee ota Rees rae Lene 25,000 Outstanding. ...... % an 25,000 
Deficit applicable to Outstanding Accounts Payable... .....6...% 50,000 
Stock of Company Y......... 6,250 
$175,000 $175 ,000 
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Purchase of Stock of Subsidiary at Less Than Book Value 


When the holding company acquires all or a part of the capital stock of a 
subsidiary by paying less than book value therefor, the excess of book value 
over amount paid is a deduction from Good-Will. 


100% STOCK ACQUISITION ILLUSTRATED.—Company Y’s balance 
sheet at date of acquisition of its entire capital stock by Company X is as 
follows: 


Balance Sheet—Company Y 


Goodawilli tiny ere. $50.25 tae $ 50,000 | Capital Stock. ................ $100,000 
Realelistater cg cuts oh... e 100,000 | Accounts Payable............. 55,000 
ASTM ess Esafers facade nye aca he Ohi 5,000 

$155,000 $155,000 


After acquisition of entire capital stock of Company Y for $90,000, Com- 
pany X’s balance sheet is as follows: 


Balance Sheet—Company X 


Stock of Company Y........... $90,000: |) Capital Stocks... 3....¢.<..... $100,000 
Was hPnaenie cco fete cnc dlnte ot on 10,000 
$100,000 $100 , 000 


Working Papers for Consolidated Balance Sheet 


x We Eliminations | Consolidated 
Assets 
Investment in Stock of 
Company, Youve ane $ 90,000 $ 90,000 
Itealvbstatere .c.<cucos oss $100,000 $100 , 000 
Good=Wall Sas cche cn ncen ace 50,000 10,000 40,000 
Washer ra omtin rare) oceans 10,000 5,000 15,000 
$100,000 $155,000 $100,000 $155,000 
Liabilities 
@apital Stocksas cs ncee $100 ,000 $100 , 000 $100,000 $100,000 
Accounts Payable......... 55,000 55,000 
$100 , 000 $155,000 $100,000 $155,000 
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Consolidated Balance Sheet 
Companies X and Y 


TRA FISCAL w 2.niereucconenetareeraianeyersvene $100,000 | Capital Stock..............50- $100 ,000 


RS ope = WW o2cic Steve wnstarwis ste ies arate 40,000 | Accounts Payable..........--- 55,000 
OO ARB R pee ROI Protn Ferri con! 15,000 
$155,000 $155,000 


75% STOCK ACQUISITION ILLUSTRATED.— (Individual balance sheets 
omitted.) Company X acquires only 75% of outstanding stock of Company 
Y, for which it pays $70,000. 


Working Papers for Consolidated Balance Sheet 


x 0G Eliminations | Consolidated 
Assets 
Investment in Stock of 
Company Y..........-- $70,000 $70,000 
Real BP state yer sitencnsassneslst@ $100 ,000 $100,000 
(Gras y'sille es gaécneoeco ree 50,000 5,000 45,000 
Gashic.. c. vtaet miele wheres aieue 10,000 5,000 15,000 
$80 , 000 $155,000 $75,000 $160 , 000 
Liabilities 
Capital Stock....... +++ $80,000 $100 , 000 $75,000 $105,000 
Accounts Payable......... 55,000 55,000 
$80,000 $155,000 $75,000 $160,000 
Consolidated Balance Sheet 
Companies X and Y 
Realubistate ack emacs circ $100,000 | Capital Stock of Company X... $ 80,000 
Good-Will. i. 2.5. june o- 6 ee ~ 45,000 | Capital Stock of Company Y 
(CES eBoy SOE OTe Clap Or 15,000 Outstandin gen on,omnarneetane 25,000 
Accounts Payable............. 55,000 
$160 ,000 ; $160,000 


100% STOCK ACQUISITION AND SUBSIDIARY SURPLUS.—(Individ- 
ual balance sheets omitted.) Subsidiary Company Y at date of acquisition 
has capital stock of $100,000 and surplus of $25,000. Holding Company X 
acquires all of stock for $115,000, or $10,000 less than book value. 
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Working Papers for Consolidated Balance Sheet 


x Y Eliminations | Consolidated 
Assets 
Investment in Stock of 
Company Y....°°...._| $115,000 $115,000 
Realestate au). 2 eke $100 , 000 $100,000 
Goods WA. seine cnicce oes 50,000 10,000 40,000 
CNS) OSs aa ere 10,000 5,000 15,000 
$125,000 $155 ,000 $125,000 $155,000 
Liabilities 
Capital Stock............. $ 80,000 $100 ,000 $100,000 $ 80,000 
Surplus)... 2235S 40,000 25,000 25,000 40,000 
Accounts Payable......... 5,000 30,000 35,000 
$125,000 $155,000 $125,000 $155,000 
Consolidated Balance Sheet—Companies X and Y 
RMeaVEstatentadvcciactes se « «2 hee $100,000 | Capital Stock................. $ 80,000 
CS OOS Wal een Nl een ern ee Le 40; OO0S MSunplusmecieyeeemics oo one 40,000 
CEES fi! Sok a Tia RO Bec 15,000 | Accounts Payable............. 35,000 
$155, 000 $155,000 


75% STOCK ACQUISITION AND SUBSIDIARY SURPLUS.—(Individ- 
ual balance sheets omitted.) Subsidiary Company Y at date of acquisition 
has capital stock of $100,000 and surplus of $25,000... Holding Company X 
acquires 75% of stock for $90,000, or $3,750 less than book value. : 


Working Papers for Consolidated Balance Sheet 


xX Ne Eliminations | Consolidated 
Assets 
Investment in Stock of 
Compsnyayeein acces $ 90,000 $ 90,000 
Real state... wwii. | $100,000 3100, 000 
Good-Willy... edn), A, 50,000 3,750 46,250 
OAS rat ehh eh Rerun Se 10,000 5,000 15;000 
$100,000 $155,000 $93,750 $161,250 
Liabilities 
CapitaliStockapw weenie $ 80,000 $100,000 $75,000 $105,000 
Surplus..7: ,.., cyy.eerecren. 25,000 18,750 6,250 
Accounts Payable......... 20,000 30,000 : 50,000 
$100,000 $155,000 $93,750 ‘ $161,250 


Sec. 22] STOCK PURCHASE AT LESS THAN BOOK VALUE 1115 
Consolidated Balance Sheet 
Companies X and Y 

Realibstate.y suns ax com ature $100,000 | Capital Stock of Company X... $ 80,000 

MOORS WALLER Na. ctebaer tee OE Aarne 46,250 | Capital Stock of Company Y 
Ssh ey Lk ead ore atas 15,000 Outstanding. ms iociyale oe 25,000 
Surplusig aise ase btace ec eee 6,250 
Accounts Payable. ......4..:..- 50,000 
$161,250 $161,250 


100% STOCK ACQUISITION AND SUBSIDIARY DEFICIT.—(Individ- 
ual balance sheets omitted.) Subsidiary Company Y at date of acquisition 
has capital stock of $100,000 and a deficit of $25,000. Holding Company x 
acquires all of stock for $65,000, which is $10,000 less than its book value. 


Working Papers for Consolidated Balance Sheet 


x Ya Eliminations | Consolidated 
Assets 
Investment in Stock of 
GompariyaVeaen neste tere $65 , 000 $ 65,000 
eal Histate. tiiiinvetals Geslers $115,000 $115,000 
MO EREN Lg ed ob vata "9 ro Co stag es aloo 15,000 10,000 25,000 
GOOG = WAL as ca etenereceivicicssreions 15,000 10,000 5,000 
1G a ee ean 25,000 25,000 
$80 , 000 $165,000 $100 , 000 $145 , 000 
Liabilities 
@apital Stock... 0... F $80 , 000 $100 , 000 $100 ,000 $ 80,000 
Accounts Payable......... 65,000 65,000 
$80 , 000 $165 , 000 $100 , 000 $145,000 
Consolidated Balance Sheet 
Companies X and Y 
ea Estats., ao... shaseraoaP yes $115,000) |<@apital Stock: .)...5 cee. $ 80,000 
“OSS eee, eee Serre 25,000 | Accounts Payable............- 65,000 
MAGUS VV We ons ph itnua he. vleun SEt. A mab an 5,000 
$145 ,000 


$145,000 
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75% STOCK ACQUISITION AND SUBSIDIARY DEFICIT.—(Individ- 
ual balance sheets omitted.) Subsidiary Company Y at date of acquisition 
has capital stock of $100,000 and a deficit of $25,000. Holding Company X 
acquires 75% of stack for $50,000, which is $6,250 less than its book value. 


Working Papers for Consolidated Balance Sheet 


xX Y Eliminations | Consolidated 

Assets 

Investment in Stock of 
Company Yer. ease $50,000 $50,000 
RealeB Stata reew nescence $115,000 $115,000 
Cashier eet ee 15,000 10,000 25,000 
EOOGE Wallet: ee Ee | 15,000 6,250 8,750 
IDGHCIE et Ie 25,000 18,750 6,250 
$65,000 $165,000 $75,000 $155,000 

‘ 

Liabilities ; 
CapitalsStockassee. eee $60,000 $100,000 $75,000 $ 85,000 
Accounts Payable......... 5,000 65,000 70,000 

$65 ,000 $165,000 $75,000 $155,000 


Consolidated Balance Sheet 
Companies X and Y 


Realiistater tracacesh..c unseen $115,000 | Capital Stock of Company X... $ 60,000 

Casht etre... 15 See ee. 25,000 | Capital Stock of Company Y 

Good=Willt see ei eee aa 8,750 @utstandingwes eee oe 25,000 

DWecitene, Seer eee 6,250 | Accounts Payable............. 70,000 
$155,000 


$155,000 


Application of Principles 


WHEN CONSOLIDATION IS DESIRABLE.—Consolidation of accounts 
is desirable whenever all, or practically all, of the capital stock of one com- 
pany is owned by another. Where stock ownership ranges between 50% 
and 95%, conditions must be allowed to determine whether or not con- 
solidation is desirable. The test is whether or not the affiliated corporations 
constitute an economic unit guided by the same management. It is for this 
reason that it is sometimes desirable to consolidate accounts of companies 
which are controlled by the same interests although not directly related by 
stock ownership. In such cases the problem of the elimination of intercom- 
pany holdings of stock does not arise, and it is merely necessary to eliminate 
intercompany balances and profits. 
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TWO CLASSES OF STATEMENTS.—One class of consolidated state- 
ments shows simply the results of consolidation. The other class shows the 
accounts of individual companies, the elimination, and the items consoli- 
dated. Which form should be used must be determined upon the requirements 
of each case. If it is desired to show the status of the affiliated concerns 
simply as a unit, the consolidated figures only need be presented. If, how- 
ever, it is desired to show the status of the constituent companies, the sep- 
arate statements as well as their consolidation should be shown. Usually, 
in published reports only the consolidated figures are given. 


PRACTICAL CONSIDERATIONS.—Although, theoretically, it is neces- 
sary to eliminate all intercompany balances on current account, it is some- 
times found in practice that some small items not yet adjusted can best be 
permitted to remain unadjusted in the working papers for the consolidated 
statements. If such items were taken up on the working papers for the 
consolidated statements but not on the books, a discrepancy would arise 
between the statements and the books; if taken up on the books, the work 
involved would not be justified by the mere technical accuracy achieved. 
Ordinarily the smaller balance should be eliminated, the remainder of the 
larger being left in the Accounts Receivable or Accounts Payable account; 
but in some cases it may be desirable to describe the uneliminated items in 
the consolidated balance sheet. 

Sometimes items which appear as asset items on the balance sheet of one 
company and as liabilities on the balance sheet of another or other companies 
are not in agreement because the asset account has been written down. 
Since the entire amount of the liability must be eliminated, it is necessary 
to insert a red figure in the eliminations column increasing surplus by the 
amount of the difference. If a reserve has been established, in place of writ- 
ing down the asset, the reserve should be eliminated against such increase 
of surplus. 

Bonds of one company purchased by an affiliated company at a discount 
require same treatment as discrepancies explained above. If, however, 
issuing company sold them at a discount and still carries some or all of 
such discount as a deferred charge, a somewhat different procedure is nec- 
essary. Thus, assume Corporation X owns $10,000 par of bonds of Corpora- 
tion Y bought for $9,800, and carried at that amount. Corporation Y sold 
these bonds, which run for a term of 10 years, 5 years ago at 90, or a dis- 
count of $1,000 on the above bonds, of which $500 remains unamortized. 
The elimination is: 


Gnas tenth er eee Cen ee Oe Taree es oe $10,000 

SrigghiGeecudees oon oneride dot Oo aloke bo Olnepet OF 300 
{Sxonovok IbaneshmooVrs, oy 4 od cod u Oke-cad Oh Eon $9, 800 
Bond Discount Unamortized............ 500 


Surplus at date of acquisition has been considered in preceding pages. The 
following comments merely supplement the discussion of principles found 
elsewhere. If a holding company acquires all of the capital stock of a sub- 
sidiary which has a surplus, it acquires the surplus also, and it is clear that 
the amount of such surplus as at date of acquisition should be eliminated on 
the consolidated balance sheet along with the capital stock acquired. If 
the holding company paid more than the par value of the stock plus the sur- 
plus of the subsidiary, it paid for good-will. If it paid less than par of stock 
of subsidiary plus surplus, it made a profit, but not an operating profit; 


1118 CONSOLIDATIONS [Sec. 22 


consequently it should be treated as capital surplus, unless some item on 
books of subsidiary has been overvalued, in which case it should be de- 
ducted from the overvalued asset. If, however, in connection with the 
purchase a Good-Will account has been set up, it should be deducted from 
it. Circumstances may make it desirable to depart somewhat from this 
terminology, possibly to secure a somewhat more distinctive title for these 
items. In case cost of subsidiary’s stock is in excess of book value (par value 
plus surplus at acquisition date), the excess, instead of being charged to 
Good-Will, might be charged to a distinctive account such as ‘Cost. of Stock 
of Subsidiary in Excess of Its Book Value on Date of Acquisition;’’ and in 
case cost of subsidiary’s stock is below book value, the difference, instead 
of being credited to capital surplus, might be credited to a distinctive ac- 
count such as ‘‘Excess of Book Value of Stock of Subsidiary on Date of 
Acquisition Over Its Cost.’ 

If the amount of surplus of subsidiary at date of acquisition is small as 
compared with total surplus, it is feasible to permit it to stand, only the par 
value of the stock of subsidiary being eliminated. Even when it is consider- 
able it may be permitted to stand if given a distinctive caption stating that 
it represents surplus earned prior to acquisition date, thus distinguishing 
it from other surplus. 


SIMPLE PLAN OF HANDLING SURPLUS AT DATE OF ACQUISI- 
TION.—The following illustration of a simple but practically correct plan 
for handling surplus of subsidiary as at date of acquisition is based on the 
discussion given by W. H. Bell in his ‘‘ Accountants’ Reports” (pp. 151-156): 

Assume that the par value of stock of subsidiary company, all of which 
is acquired, is $100,000, and that surplus of subsidiary at date of acquisition 
amounted to $50,000. Holding company purchased the total stock for 
$125,000, or $25,000 less than its book value. At date of balance sheet 
combined surplus amounts to $100,000. 

Since the holding company acquires stock having a book value of $150,000 
for $125,000, there results a capital surplus of $25,000. At date of balance 
sheet free consolidated surplus amounts to $100,000 (combined surplus) 
less $50,000 (surplus of subsidiary at date of acquisition), or $50,000. In 
the balance sheet the surplus may be shown thus: 


Surplus: 
Profitand Toss surplusss anne, eee ee ee $ 50,000 
Capital Surplus (excess of net worth of subsidiary at 
date of acquisition over cost of its stock to holding 


COMPANY amoratessstas bench eae hee ee ee 25,000 
MotalkSurpluswe: ear ere Ge els see hens ore ee $ 75,000 
Another plan of statement is: 
Surplus: . 
Combined Surplus (date of balance sheet).......... $100,000 
Deduct excess of cost over par of subsidiary’s stock. . 25,000 
Net*Surplusy £79] ere a0 Bi at ena pier) vere rae * $ 75,000 


If cost to the holding company is less than the net worth of subsidiary 
as at date of acquisition, the second method above cannot be followed, 
because in that case good-will arises, which cannot be deducted from surplus. 


Sec. 22] APPLICATION OF PRINCIPLES 1119 


If stock of subsidiary has been acquired at various dates, it is probably 
best to regard the date at which control is actually acquired as the date of 
acquisition. An alternative plan is to regard as the date of acquisition the 
date of purchase of the last large block of stock. The date of closing books 
nearest to such date must, for practical reasons, be adopted. 

If less than 100% of subsidiary’s stock is acquired, the procedure must 
be altered so as to show the minority’s interest in the consolidated balance 
sheet, both as to the par value of stock held and as to their share in subsid- 
iary’s surplus or deficit. If the subsidiary has a surplus, the two following 
methods are practicable for showing the interest of the minority; 


(1) Capital Stock: 

Stock of Holding Company 

Stock of Subsidiary Company Outstanding 
Total 

Surplus: 

Applicable to Stock of Holding Company 

Applicable to Stock of Subsidiary Company Outstanding 
Total 


(2) Equity of Subsidiary Stock Outstanding: 
Capital Stock 
Surplus 
Total 
Equity of Holding Company Stock: 
Capital Stock 
Surplus 
Total 


When less than the whole of the subsidiary’s stock is acquired, only the 
holding company’s part of surplus as at date of acquisition should be elim- 
inated. The minority interest in such surplus should be extended and shown 
in the consolidated balance sheet. To illustrate proper procedure assume the 
following facts: 


Capital stock of subsidiary.....-.....++---4. esse sees $200, 000 
Subsidiary’s surplus, date of acquisition............--- 50,000 
Per cent of subsidiary’s stock acquired by holding com- 

OTN anes As ope Sichkeneon Ld an OS Caco ot on oa Onn 75% 
Value of stock acquired by holding company.......-.- 187,500 
Purchase price of stock acquired by holding company . . 195,000 
Subsidiary’s surplus at date of balance sheet........... 90, 000 


In the consolidated balance sheet the interests of minority stockholders 
are shown thus: 


(Crore ke cowonwe oh oe cau mobo MnO mir Gn Ore ora Ee, $ 50,000 
SiimdWekGas oo codomorn Shoe uu Leone Couey ergo caine 22,500 
$ 72,500 


On the asset side of the balance sheet Good-Will account will appear 
charged with $7,500, excess of purchase price of stock of subsidiary over 
its book value. The eliminations from asset and liability accounts are as 
follows: 
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Asset Side: 
Investment in Stock of Subsidiary.................. $195,000 
Liability Side: 
Capital'Stock, 0... oe te ee $200 , 000 
Surplus (amount at date of acquisition 
plus) 2507 of increase) =. aes eee 60, 000 
————— 260,000 
Net ia bility. Pcie Se een meter maa EEO a $ 65,000 
for which the following is substituted: 
Asset Side: 
Good-Will (excess of investment account over amount 
atiaate of ACQUISItIOl) eer ee eaten tok eee ee $77,000) 
Liability Side: 
Equity of Minority Stockholders................... 72,500 
Net ibialbility anc antiak. rots any ael Seer cr eee ee $ 65,000 


It is next necessary to consider this data in connection with the income 
statement. At the time the acquisition is made by the holding company 
the minority interest in surplus amounts to $12,500. If the entire surplus 
of $90,000 is shown in the profit and loss statement, it is impossible to de- 
duct therefrom the holding company’s interest in surplus as at date of 
acquisition, viz., $37,500, which leaves $52,500 as surplus earned since date 
stock of subsidiary was acquired, divisible into 2,000 shares, because during 
this period there has been earned $40,000, and $12,500 is divisible into 500 
shares. Consequently total surplus at date of acquisition, $50,000, should 
be eliminated from the income statement. Separate accounts should be 
set up, $37,500 being carried as surplus applicable to the majority interest 
and $12,500 to the minority interest. If in the balance sheet it is desirable 
to show full details of the division of surplus, with reference to the income 
statement, the following form should be used. It is assumed that surplus 
of holding company from sources other than earnings of subsidiary is 
$150,000. 


Surplus: 
Profit and Loss Surplus: 
Applicable to Holding Company’s Stock.......... $172,500 
Applicable to Outstanding Stock of Subsidiary... . 7,500 
MO Valier) ete ean een sibs creer oe eee ee ee $180,000 
Subsidiary’s Surplus at Date of Acquisition Appli- 
cable to Stock held by Minority..... Sear a a eT 12,500 


otal; Surplusmys cise cee Ce ee $192,500 


Working Papers Illustrated 


The following working sheets employed for the derivation of the consoli- 
dated balance sheet and consolidated income statement illustrate the pro- 
cedure followed by the American Telephone & Telegraph Co.: 


BALANCE SHEET 


Exhibit A—Consolidated Balance Sheet. 
. B—Balance Sheets at December 31, 1921, of six companies in- 
dividually designated as Company A. .B; CD). cand he 
ee C—Work Sheets containing in the aggregate 54 columns with 
headings corresponding to those shown on the 54 lines of 
the Balance Sheet. 

The figures for each company have been transferred from 
the Balance Sheets to these Work Sheets, totaled, and the 
intercompany duplications (red figures; here italics) ex- 
cluded. 

The total of each column has been transferred to the 
Consolidated Balance Sheet, Exhibit A. 

¢ DH—List of duplications showing the ownership by certain 
companies of stock, bonds, notes, and accounts of other 
companies. 
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CONROE 


This Copy for 
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COMBINED TELEPHONE 


BALANCE SHEET, December 


ASSETS 


Total Permanent and Long Term 
Investments... Henie eeieks lenin 


Total Deferred Debit Items........ 
Total Assets 


a At end of 
Month 


ce Increase 
over 
Dec. 31 last 


b Increase 
over last 
Month 


2,963,748 
7,430,615 
40,818,848 
53,303,412 
45,492,081 
181,682,966 


57,611, 272>}|' ° 


938 , 560 


4,775,526 | 


395,017,028 
4,670,809 
19,125,731 


13,196,841 
1,228,822 


433 , 239, 231 


6,058,840 
82,051 
2,984,334 


12,740 ,226 
4,858 , 856 


ee 


26,724,307 


690,148 


385,779 
1,015,904 


1,230,823 
133,152 


2,765,658 


463,419,344 


CON MMPWH 


Sec. 22] WORKING PAPERS ILLUSTRATED 1123 


MONTHLY REPORT No. 2 
OPERATING COMPANIES A TO F 


31, 1921 EXHIBIT A 
a IND ERGO b Incueage e Increase 
over last over 
Month Month |Dec. 31 last 
; LIABILITIES 
29 || Capital Stock, Com. (150-01) (Author- 
ized, —_ )| 192,432,150 29 
30 || Capital Stock, Pref. (150-02) (Author- | 
ized, ) | 30 
31 || Capital Stock Installments (150-04).... 31 
32 Total Capital Stock...........--.---- 192,432,150 32 
33 Premiums on Capital Stock (152)..... 0 33 
34 || Funded Debt (153)......-.+- +22: 0¢ + 128,716,900 34 
35 || Advances from System Corporations for 
Constr., etc. (155)... eee ee eee 3,517 ,946 35 
36 Total Long Term Debt............-- 132,234,846 36 
37 || Bills Payable (157).......----+ ++ +++) 3,420,000 37 
38 || Accounts Payable (158 to WG5) os eo 6,940,316 38 
39 Total Working Liabilities.........--- 10,360,316 39 
40 Accrued Liabilities Not Due (166, 167). 2,953,397 ; 40 
41 || Unextinguished Premium on Debt (168) 10) 41 
42 || Insurance and Casualty Reserves (169).. 551,723 } 42 
43 || Liability for Employees’ Benefit Fund 
(17O-OL, 170-02) tiem ee ee 4,185,000 43 
44 || Liability on Account of other Provident 
Funds (170 less 01 and 02)... ..-...: 0 44 
45 || Other Deferred Credit Items (170-A)..- 376,150 45 
46 Total Deferred Credit Items.......-- 5,112,873 46 
47 || Reserve for Accrued Depreciation (102) . 72,435,431 47 
48 || Reserve for Amortization of Intangible j 
Capital (103)...... aR OnE OC 755,710 48 
49 Total Fixed Capital Reserves...... A 73,190, 141 49 
50 || Undivided Profits, Since Dee. 31, lasts... 9,828,225 50 
51 || Appropriated Surplus C7 toli73) <8 4,997 ,953 51 
52 || Corporate Surplus Unappropriated (174, 
NEY Ay. creeps i clo cates cm a Ouloe ee ser Sa 32,308,443 2 
53 Total Surplus and Undivided Profits..|| 47, 134,621 53 
54 Total liabilities. . ...1 sos eee os 463,419,344 54 
i 
Matedasueds . oss tee sash ee OV 1 RPA Ata e rr oo HS 6 ec: 


Should be issued not later than 20th. “General Auditor 
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CONOURWNH 


This Copy for 


CONSOLIDATIONS 


[Sec. 22 


COM- 


BALANCE SHEET, December 


ASSETS 


Total Permanent and Long Term 
Tnvestinents een pee ene 


Total Assets 


a At end of 
Month 


b Increase 
over last 
Month 


ec Increase 
over 


Dec. 31 last! 


10) 
1,318,717 
5,905,722 
8,438 , 330 
7,493,193 

29,251,700 
13,206 , 156 
607 , 202 
1,034,905 


67 , 255,925 


0 
4,221,132 
367,221 
0 


71,844,278 


663,549 
451 
17,386 


2,187,470 
228 , 432 


3,097 , 288 


26,429 


0 
97,172 


0 
0 


97,172 


75,065, 167 


— 


COON Mew H 


Sec. 22] WORKING PAPERS ILLUSTRATED 1125 
MONTHLY REPORT No. 2 
PANY A 
31, 1921 EXHIBIT B 
b Increase || c Increase | 
Gs oe of over last over 
Month |\Dec. 31 last 
| : LIABILITIES 

29 || Capital Stock, Com. (150-01) (Author- 

ized, 43,193,200 29 
30 || Capital Stock, Pref. (150-02) (Author- 

ized, 30 
31 || Capital Stock Installments (150-04).... 31 
32 Total Capital Stock ES Sects tak ocr TOO Ie 43,193,200 r 32 
33 Premiums on Capital Stock (152)..... 33 
Pamlisehiinded) Debt (ios) ate tease ee tare 12,361,000 34 
35 || Advances from System Corporations f r 

Constr tere mGloo) ene entre erie cee 500 , 000 35 
36 Total Long Term Debt.............- 12,861,000 36 
EVaaBilis Payable (Lod) cae (eines ss hese 1,420,000 37 
38 || Accounts Payable (158 to 165)......... 577 , 267 38 
39 Total Working Liabilities............ 1,997 , 267 39 
40 Accrued Liabilities Not Due (166, 167). 255,473 40 
41 || Unextinguished Premi m on Debt (168). 0 41 
42 || Insurance and Casualty Reserves (169). 388 , 269 42 
43 || Liability for Employees’ Be efit Fund 

(CUO AO tO ORDA ct only esis oie 1,000,000 43 
44 || Liability on Account of other Provident 

Funds (170 less 01 and 02).......... 10) 44 
45 | Other Deferred Credit Items (170-A)... 0 45 
46 Total Deferred Credit Items......... 1,388, 269 46 
47 || Reserve for Accrued Depreciation (102) . 12,078,491 47 
48 || Reserve for Amortization of Intangible 48 

Capital (Oe cers sme ie aa 
49 Total Fixed Capital Reserves..... 12,078,491 | 49 
50 || Undivided Profits, Since Dec. 31, last... 125,067 50 
51 || Appropriated Surplus (171 to 173)... ... 0 51 
52 | Corporate Surplus Unappropriated (174, 

EY Ole. ecisclany put cuonsltnea-<7u coat 5 orele genet ctr 3,166,400 52 
53 Total Surplus and Undivided Profits. . 3,291,467 53 
54 MP OtaleltaDilrties gcc ier antastd a hor eae te 75,065, 167 54 


Dateussued 1. .c., pte s yt 195), 
Should be issued not later than 20th 
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OWONISGCBODH 


This Copy for 


CONSOLIDATIONS 


[Sec. 


22 


COM- 


BALANCE SHEET, December 


ASSETS 
Intangible Capital (201 to 204)......... 
Right of Way (207) 
Land and Buildings (211, 212) 
Central Office Equipment (221, 222).... 
Station Equipment (231 to 235)........ 
Exchange Lines (241 to 246) 
Toll Lines (251 to 256) 
Other Plant (268, 270, 280) 
General Equipment (261 to 265)....... 


Total BixedaCapital.« (Fel, .cecos- 8: 
Construction Work in Progress (104).... 
Investment Securities (106,to 109)...... 
Advances to System Corporation for 

Constr., ete. (110) 
Miscellaneous Investments (111) 


Total Permanent and Long Term 
InvestinentS +s eeo. a ee erations 


Cash and Deposits (113, 114) 
Marketable Securities (116)............ 
Bills Receivable (117) My 
Accounts Receivable (115, 118 to 121, 


123 
Materials and Supplies (122 less 122-10). 
Total Working Assets.......... 
Accrued Income Not Due (124) 
Sinking Fund Assets (125) 
Prepayments (129 to 133) 
Unamortized Debt Discount and Ex- 
pense (135) 
Other Deferred Debits (126, 127, 136)... 


Total Deferred Debit Items.......... 


Total Assets . 


a At end of 
Month 


b Increase 


Month 


over last |} 


c Increase 
over 
Dec. 31 last 


380 , 604 
io) 
106, 279 


116,072 
121,525 


0 
0 


5,504,215 


5,266,618 | 


555,103 
500 , 007 


117,919 
20,965 


1,193,994 


5,773 


5,773 


6,703 ,982 


OCONOahwWNe 


Sec. 22] WORKING PAPERS ILLUSTRATED 1127 


MONTHLY REPORT No. 2 
PANY B 


31, 1921 EXHIBIT B Page 2 


a ING ares b Increase || ¢ Increase 
Month over last over | 
Month _ |Dec. 31 last; 
LIABILITIES 
29 || Capital Stock, Com. (150-01) (Author- Neat 
ized, 5,000 ,000) 4,000,000 , 29 
30 Capital Stock, Pref. (150-02) (Author- : 
Bad 
31 || Capital Stock Installments (150-04).... 31 
32 Total Capital Stock..). Soe o 9. oes 4,000,000 32 
33 Premiums on Capital Stock (152)..... 0 33 
24 |) Funded:Debt.(153)... .6. . 0 ctw ee 0 34 
35 || Advances from System Corporations for ; 
Constr, eve. (LOS) h.a..smee ores ees 0 35 
36 Total Long Term Debt........... 0 : 36 
BMeDiullsseayablei(Lou)is ody cred cs cient ys 0 BY; 
88 || Accounts Payable (158 to 165)......... 91,768 § E 33 
39 Total Working Liabilities............ 91,768 : 39 
40 Accrued Liabilities Not Due (166, 167). 103,194 40 
41 || Unextinguished Premium on Debt (168). 41 
42 || Insurance and Casualty Reserves (169). 42 
43 || Liability for Employees’ Benefit Fund 
(M7O=O1F L7O-O2)ia ters pa es 100,000 43 
44 || Liability on Account of other Provident 
Funds (170 léss Ol and 02). 7. ....... 44 
45 || Other Deferred Credit Items (170-A)... ‘ 45 
46 Total Deferred Credit Items......... 100 ,000 46 
47 || Reserve for Accrued Depreciation (102) . 1,867 ,689 47 
48 || Reserve for Amortization of Intangible 
(Chat CGB ac hose odpm doddeday . 48 
49 Total Fixed Capital Reserves........ 1,367,689 } 49, 
50 || Undivided Profits, Since Dec. 31, last... 138, 468 | 50 
51 || Appropriated Surplus (171 to 173) 5 Moe 51 
52 || Corporate Surplus Unappropriated (174, 
STM Reger ecauetieer sole are ce se ma leas asemecls ee 195108 402 , 863 52 
53 Total Surplus and Undivided Profits. . 541,331 53 
54 Total iabiuittes ee veut oe eileen 6,703,982 54 
Datewssued pra concen reco aer RU ue rotcJitetseoaicisys aie austen tenicas Garngeer 
Should be issued not later than 30th’ . General Auditor 
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OONRA OP Whe 


This Copy for 


CONSOLIDATIONS 


[Sec. 22 


COM- 


BALANCE SHEET, December 


ASSETS 
Intangible Capital (201 to 204)........ 
Right of Way (207) 
Land and Buildings (211, 212) 
Central Office Equipment (221, 222)... . 
Station Equipment (231 to 235)........ 
Exchange Lines (241 to 246)........... 
Moll Winess(25l to.256)) seeker ee antiars 
Other Plant (268, 270, 280)........+.... 
General Equipment (261 to 265)....... 


otal hixed Capitale ge... secures 
Construction Work in Progress (104).... 
Investment Securities (106 to 109)...... 
Advances to System Corporation for 
Constr., ete. (110) 
Miscellaneous Investments (111) 


Total Permanent and Long Term 
Investments... Hee chyerneecrosteeregenrs ¢- 


Cash and Deposits (113, 114) 

Marketable Securities (116)...........- 

Bills-Recetvable: (L172) soc acre ees 

Accounts Receivable (115, 118 to 121, 
2. 


Total Working Assets........5.<. 5.0 
Accrued Income Not Due (124)...... 
Sinking Fund Assets (125)............, 
Prepayments (129 to 133) 
Unamortized Debt Discount and Ex- 
pense (135) 
Other Deferred Debits (126, 127, 136)... 
Total Deferred Debit Items.......... 


Total. ASSCUS mic. i¢c td eed fe seas 


a At end of 
Month 


9,358 
1,448,374 
1,930,296 
3,247 ,918 
2,027 ,050 

10,446 ,933 
6,878,665 
201,420 
304, 233 


26 ,494, 247 
44,932 


14, 294/920 


0 
149 ,065 


40,983, 164 


462, 209 
13,097 
1,685,605 


565,858 
178 ,952 


2,905,721 


b Increase 
over last 
Month 


e Increase 
over 
Dee. 31 last 


19,360 


_, 26,483 
50,062 


1,004 ,653 
4, 


_ 1,087 , 832 
44,996 ,077 


COONOaAPWNr 


Sec. 22] 


WORKING PAPERS ILLUSTRATED 


1129 


MONTHLY REPORT No. 2 


PANY C 
31, 1921 EXHIBIT B Page 3 
a Me cere ait b Increase || c Increase 
Month over Jast over 
Month |Dec. 31 last 
LIABILITIES 

29 || Capital Stock, Com. (150-01) (Author- 

ized, 30,000,000) 21,400,000 
30 Sn Stock, Pref. (150-02) (Author- 

ized, — — 
31 || Capitai Stock Installments (150-04).... 
32 Total Capital Stock? 277.056 <2. + es 21,400,000 
33 Premiums on Capital Stock (152)..... 0 
84 || Funded Debt (153)... 0.555. 272-5+0 en 17 ,307 ,000 
35 || Advances from System Corporations for 

Gonstr.ete, (65) anune: te eee ote re 517 , 946 
36 Total Long Term Debt.............-. 17,824,946 
37 || Bills Payable (157)....... ee st oe 0 
38 || Accounts Payable (158 to 165)......... 294 ,921 
39 Total Working Liabilities............ 294,921 | 
40 Accrued Liabilities Not Due (166,167 ). 18,165 
41 || Unextinguished Premium on Debt (168). 0 
42 || Insurance and Casualty Reserves (169) . 83,998 
43 || Liability for Employees’ Benefit Fund 

(170-01, 170-02) 0. oe ee ee 150,000 
44 || Liability on Account of other Provident 

Funds (170 less 01 and 02).........5 0 
45 || Other Deferred Credit Items (170-A)... 0 
46 Total Deferred Credit Items......... 233,998 
47 || Reserve for Accrued Depreciation (102). 3,037,780 
48 || Reserve for Amortization of Intangible 

Capital (L038). cde ese ees 0 
49 Total Fixed Capital Reserves........ 3,037,780 
56 || Undivided Profits, Since Dec. 31, Jast:.. 293 ,484 
& Appropriated Surplus (171 to WER pmengeet 0 
52 | Corporate Surplus Unappropriated (174, 

1eY Pl, Leper bie ck oc Pogin Mot paso Gensco 1,892,783 
53 Total Surplus and Undivided Profits. . 2,186, 267 
54 Total Liabilities.........----+-+00+: 44,996 ,O77 


Wate issued yen sink ee 19.. 
Should be issued not later than 20th 


39 
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CHONOURWNe 


This Copy for 


CONSOLIDATIONS 


[Sec. 22 


COM- 
BALANCE SHEET, December 


ASSETS 


Intangible Capital (201 to 204)........ | 


Rightiof Way (207) ...5. fae. Ma.fh.=8 5. 


Total Permanent and Long Term 
Unvestmentsmnr sperma, een 


Cash and Deposits (113, 114).......... 


Marketable Securities (116)..........,. 
Bills Receivable (117) 


Materials and Supplies (122 less 122-10) 
Total Working Assets............... 


Total Deferred Debit Items.......... 
Total Assets... 


b Increase || ¢ Increase 
a ae oe of over last over 
Month |Dee. 31 last! 

27,371 1 
628,659 2 
1,193,321 3 
3,359,714 4 
2,474,359 5 
17,658,149 6 
7,856 , 272 | 7 
102,728 8 
378 , 303 9 
33,678, 876 10 
251,713 | ll 
726,145 12 
0 13 
266,791 14 
34,923,525 15 
446 ,550 16 
68,503 17 
1,210,627 | 18 
954,717 19 
367 ,494 20 
3,047,891 21 
5,106 22 
190, 896 23 
36 , 856 24 
26,311 25 
7,673 26 
261,736 27 
38, 238,258 28 


Sec. 22] WORKING PAPERS ILLUSTRATED 1131 


MONTHLY REPORT No. 2 
PANY D 


31, 1921 EXHIBIT B Page 4 


b Increase || ¢ Increase 
2 evheea of over last over 
Month _ |\Dec. 31 last’ 


LIABILITIES 

29 || Capital Stock, Com. (150-01) (Author- 
ized, _ —) 11,080,650 29 

30 || Capital Stock, Pref. (150-02) (Author- 
ized, ; —) | 30 
31 || Capital Stock Installments (150-04). ... 31 
32 Total Capital Stock.......2...5..5.- 11,080,650 32 
33 Premiums on Capital Stock (152)..... 33 
84 || Funded Debt (153)........-.- 202+ eee 21,925,000 34 

35 || Advances from System Corporations for 
Constr.,ietc. (155). 2 eet tiho 2 35 
36 |, Total Long Term Debt.............. 21,925,000 36 
37 || Bills Payable (157)... ......--7-.-345- 0 37 
38 || Accounts Payable (158 to 165).......-- 420,593 | 38 
39 Total Working Liabilities............ 420 ,593 39 
40 Accrued Liabilities Not Due (166, 167). 30,785 40 
41 || Unextinguished Premium on Debt (168). (0) i" 41 
42 || Insurance and Casualty Reserves ( 169). 52,805 42 

43 || Liability for Employees’ Benefit Fund 
(170-01, 170-02)... ...- 6-2 nee 160 ,000 43 

44 || Liability on Account of other Provident 
_ Funds (170 less 01 and 02)... ....... 0 44 
45 || Other Deferred Credit Items (170-A)... . 0) { 45 
46 Total Deferred Credit Items......... 212,805 46 
47 || Reserve for Accrued Depreciation (102). 3,933,989 47 

48 || Reserve for Amortization of Intangible 
(Ohnahiall GBs euac tr ocewussomoog aac i 48 
49 Total Fixed Capital Reserves........ 3,933,989 | 49 
50 || Undivided Profits, Since Dec. 31, last... 213,374 50 
51 || Appropriated Surplus (171 to 173)... .. 51 

52 || Corporate Surplus Unappropriated (174, 
IB YO Goce oom on Dome oot epee Oo 421,062 52 
53 Total Surplus and Undivided Profits. . 634,436 53 
54 Total Liabilities: ac ce sce a eetsecese 38,238,258 54 
WDaensauedi ee ame here tree: he © SnebloncAcumoin commons ones.c.cC 


Should be issued not later than 20th General Auditor 
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OMNOORWNHH 


This Copy for 


CONSOLIDATIONS 


(Sec. 22 


COM- 


BALANCE SHEET, December 


ASSETS 
Intangible Capital (201 to 204)......... 
Right-of Way: (207). . 4..cmatenn tae ae 
Land and Buildings (211, 212)......... 
Central Office Equipment (221, 222).... 
Station Equipment (231 to 235)........ 
Exchange Lines (241 to 246)........... 
Moll Liness(251lto) 256) tee ee ade ee - 
@ther Plant (268; 270.280)i.e~ + ee. 
General Equipment (261 to 265)....... 


otal HixediCapitalll, tens petite. bc. 
Construction Work in Progress (104).... 
Investment Securities (106 to 109)...... 
Advances to System Corporation for 
Constr: rete, (110) 8 a eee 
Miscellaneous Investments (111)....... 


Total Permanent and Long Term 
Investments So> eee eee 


Cash and Deposits (113, 114).......... 
Marketable Securities (116)............ 
Bills Receivable (117) 
ols Receivable (115, 118 to 121, 

123 
Materials and Supplies (122 less 122-10). 


Total Working Assets... 
Accrued Income Not Due (124) 
Sinking Fund Assets (125)............. 


Prepayments (129 to 133)....... 
Unamortized Debt Discount and Bx- 


Total Deferred Debit Items.......... 
Total Assets 


a At end of 
Month 


b Increase 
over last 
Month 


c Increase 
over 
Dec. 31 last 


2,915,469 
2,869 ,040 
23,846,468 
27,787 , 523 
24,531,135 
85,909, 193 
20,912,354 
27,210 
1,913,578 
190,711,970 
1,904,323 
70,689 , 880 


5,489,119 
480 ,582 


269 , 275,874 


2,708,272 
0 
3,209 


4,167,102 
2,630,333 


9,508,916 


1,433,334 


93,599 
616 , 833 


0 
117,887 


828,319 
281,046,443 


OONAae Whore 


11338 


48 


Sec. 22] WORKING PAPERS ILLUSTRATED 
MONTHLY REPORT No. 2 
PANY E 
31, 1921 EXHIBIT B Page 5 
A Is Sabot b Increase || ¢ Increase 
Month * over last over 
Month Dee. 31 last 
LIABILITIES 
99 || Capital Stock, Com. (150-01) (Author- 
ized, 150,000,000) 125,000,000 
30 oe Stock, Pref. (150-02) (Author- 
ized, = aE 
31 || Capital Stock Installments (150-04). ... 
30 | Total Capital Stock................. 125,000,000 
33 Premiums on Capital Stock (152)..... 
34 || Funded Debt (153).............--0055 73,058,150 
35 || Advances from System Corporations for 
Gonstr:, fetes (L565): a. meera rsa es es 2,500,000 
36 Total Long Term Debt.............. 75,558,150 
Be leBillssbayaples(log)an an aii se ee dol: 2,500,000 
38 || Accounts Payable (158 to 165)........-. 4,037 , 662 
39 Total Working Liabilities............ 6,537 ,662 
40 Accrued Liabilities Not Due (166, 167). 1,582,609 
41 || Unextinguished Premium on Debt (168). 
42 || Insurance and_Casu: lIty Reserves (169) . 56 
43 || Liability for Employees’ Benefit Fund 
_(170-01, DVO“ 2) errs es ee ease , 2,052,500 
44 || Liability on Account of other Provident 
Funds (170 less 01 and 02)..,....... 
45 || Other Deferred Credit Items (170-A).... 139,797 
46 Total Deferred Credit Items......... 2,192,353 
47 || Reserve for Accrued Depreciation (102) . 38,339,234 
48 || Reserve for Amortization of Intangible 
@apitale (O03) wei coer es ke ee 536,985 
49 Total Fixed Capital Reserves........ 38,876,169 
50 || Undivided Profits, Since Dec. 31, last... 7,303,589 
51 || Appropriated Surplus (171 to173)...... 3,997 ,953 
52 || Corporate Surplus Unappropriated (174, 
TIS YAY bigs. chan Cups efter recency orl in daca tetecaeaeae: 19 ,997 ,958 
53 Total Surplus and Undivided Profits. .|| 31,299,500 
54 PNOtAL Lig OUitreS!. even srsccce et ensued rr 281,046,443 


7 


Datevisstedinse yaaa tact ier ok 19.. 
Should be issned not later than 20th 
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“| 


This Copy for 


CONSOLIDATIONS 


(See. 22 


COM- 


BALANCE SHEET, December 


ASSETS 
Intangible Capital (201 to 204)......... 
Right of Way (207) 
Land and Buildings (211, 212) 
Centra] Office Equipment (221, 222).... 
Station Equipment (231 to 235) 
Exchange Lines (241 to 246) 
Toll Lines (251 to 256) 
Other Plant (268, 270, 280) 
General Equipment (261 to 265)....... 


Total Fixed Capital-hia.ce).dea-- 6 = 
Gonstruction Work in Progress (104).... 
Investment Securities (106 to 109)...... 
Advances to System Corporation for 

Constr., ete. (110) 
Miscelianeous Investments (111) 


Total Permanent and Long Term 
Investinentsinct siren seed. 
Cash and Deposits (113, 114) 
Marketable Securities (116) 
Bills Receivable (117). 
Accounts Receivable (115, 118 to 121, 

123) 
Materials and Supplies (122 less 122-10). 


Total Working Assets............... 
Accrued Income Not Due (124)...... 
Sinking Fund Assets (125) 


Prepayments (129 to 133) 
Unamortized Debt Discount and BEx- 


Py ESE b Increase | ¢ Increase 
Month over last over 

Month ||Dec. 31 last 
11,550 Pf 
1,165,719 2 
7,367,809 3 
9,677, 861 4 
8, 352,96) 5 
35,618,044 6 
8,301,221 % 
0) 8 
1,038 , 228 } 9 
71,609 , 392 10 
2,353,769 li 
10 ,022 ,923 12 
11,875,000 13 
332 , 384 14 
96,193,468 15 
1,223,157 16 
17 
67,500 18 
4,776,924 19 
1,432,680 20 
7,500, 261 21 
130,178 22 
264,801 23 
209 , 208 24 
369 , 859 25 
958 26 
844,826 2% 
104 ,668 ,733 28 

— 


Sec. 22] 


PANY F 


31, 1921 EXHIBIT B Page 6 


WORKING PAPERS ILLUSTRATED 1135 


MONTHLY REPORT No. 2 


LIABILITIES 
Capital Stock, Com. (150-01) (Author- 
ized, 70,000,000) 
Capital Stock, Pref. (150-02) (Author- 


zed, 
Capital Stock Installments (150-04)... . 
Total Capital: Stocks). ¥at.n es fees 


Premiums on Capital Stock (152)..... 


Hunded Debt (158). oe h.. ae wets tne 
Advances from System Corporations for 
Constr:, etc. (55) 4% oh peace d- 


Total Long Term Debt.............. 


Bills Payable (l57)u was: fos peek ee 
Accounts Payable (158 to 165)......... 


Total Working Liabilities............ 
Accrued Liabilities Not Due (166,167 ). 


Unextinguished Premium on Debt (168). 

Insurance and Casualty Reserves (169). 

Liability for Employees’ Benefit Fund 
(170-01; 170-02). 8 fe nee toring oe el 

Liability on Account of other erevident 
Funds (170 less 01 and 02). 

Other Deterred Credit Items (170-A).. 


Total Deferred Credit Items......... 


Reserve for Accrued Depreciation (102). 


Reserve for Amortization of Intangible | 


Capitall\(103) 5 traci see raters etre tats 
Total Fixed Capital Reserves........ 
Undivided Profits, Since Dec. 31, iast. 
Appropriated Surplus (171 to 173).. : 
Corporate Surplus Unappropriated (174, 
137) 


Total Surplus and Undivided Profits. . 
Total Liabilities; -.....1. 5 ect Fe were 


b Increase || ¢ Increase 
a “1 ee of over last over 
Month |{Dec. 31 last 

60,000 ,000 : 29 
30 
31 
60 ,000 , 000 32 
33 
9,950 ,750 34 
4,534 ,499 35 
14,485,249 36 
37 
1,547,791 38 
1,547,791 39 
1,887 ,430 40 
41 
26,595 42 
43 

722,500 
44 
236 ,'353 45 
985,448 46 
13,178,248 47 
218,775 48 
13,397 ,023 49 
1,754,243 [ | 50 
1,000,000 51 
52 

9,611,549 
12,365,792 53 
104,668,733 || 54 


Datesisstied| (7. teya.. tee etinirtre 


Should be issucd not later than 30th. ; 
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COMBINED TELEPHONE OPERATING COMPANIES A TO F 
DUPLICATIONS, December 31, 1921 EXHIBIT D 
¢! Work Sheet 
Book Value Par Value . 
Assets Liabilities Adjustments Rete 
Stocks: 
Co. B, held by Co. A....] $ 2,584,652 | $ 1,318,700 | $1,265,952 
Covb a OE EEC ae 12,982,392 11,064,000 1,918,392 
GoLhsy ee eS aE 59,864,750 59 , 859,000 6,750 
72,241,700 29 
Bonds: 
Co. F, held by Co. E.... 5,001,000 5,171,000 
Con Ge thy Sew e ae 518,000 518,000 
80,950,794 12 
Sinking Fund Assets:...... 
Co. C, held by Co. D.... 190,000 196 ,000 6,000 23 
Unamortized D. D. and E.: 
Co. F, held by Co. E.... 170,000 25 
5,885,000 34 
$81,310,794 | $78,126,700 $3,184,094 
Advances: 
COPE boson His aes ee 4,534,499 4,534,499 13 x 35 
Bills: 
Con Btrom) Co,vAmaes 500 , 000 500 , 000 18 x 37 
a 
Accounts: 
Comb from Con An ee 94 
Cosby = caer 26,412 
Co. BE; < °; Bite oe 3,258 
Co, A. to ) Be eee 13 
Conc, & > Dire 26,412 
so. F, yalDy 3,261 
29 , 764 29,686 78 19 x 38 
Accrued Income and 
Liability : 
Wo. Ay trom Co. Basan 26,374 26 , 374 
Co. E, “ OO TR Sex, be 897 , 885 897 , 885 
924, 259 924 , 259 22 x 40 
Mota ton. santeatMreashot $87,299,316 | $84,115, 144 $3,184,172 28-52 x 54 


« 


* Adjustments are made through Corporate Surplus Unappropriated, Line 52. If the 
ma : ( greater than the par value of the correspond- 
ing liability, the difference is deducted from surplus, if less, the difference is added to surplus. 


book value of the Asset Account eliminated is 


INCOME STATEMENT 
Exhibit A—Consolidated Income Statement. 


“ 


B—Income Statements for year 1921 of six companies indi- 
vidually designated as Company A, B, C, D, E, and F. 


C—Work Sheets containing in the aggregate 49 columns with 
headings corresponding to those shown on the 49 lines 
of the Income Statement. 

The figures for each company have been transferred from 
the Income Statements to these Work Sheets, totaled, and 
the intercompany duplications (red figures; here italics) 
excluded. 

The total of each column has been transferred to the 
Consolidated Income Statements, Exhibit A. 


D—List of duplications showing intercompany receipts and 
payments of interest, dividends, etc. 
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SECTION 23 


INSTALLATIONS 


GENERAL.—The subject of installations is considered from the point of 
view of the public accountant or systematizer who has been summoned to the 
office of a client to discuss the matter of a new system. The same procedure 
would be followed by a systematizer within an organization. 

The accountant may or may not have had previous experience in the 
client’s line of business. Nevertheless, his first problem is to satisfy the 
client that he has the qualifications to handle the engagement properly— 
this may be accomplished by references to past experience in the same line, 
or to general experience, together with references to the distinctive problems 
of the particular business. An acquaintance with the latter, even though it 
may be casual, and a definite plan of action will make a favorable impression 
upon all persons with whom the accountant may come in contact. 


Preparatory Investigation) 


POINTS TO BE DETERMINED.—A system of accounting records is so 
vital a part of any business that the planning of one should invariably be 
preceded by a preparatory investigation or survey of the entire business. 

The preparatory investigation should determine: 

I. Nature and scope of the engagement. 

II. Purpose or plan as conceived by the management. 
III. Nature of the business. 
IV. Personnel. 

V. Outline of plant, premises, and present methods. 
VI. General accounting and office procedure. 


A questionnaire or survey sheet outlining suggestive points to. be covered 
in the preparatory investigation will save time, will constitute a permanent 
record of the existing conditions, thereby eliminating a possible repetition of 
the same questions, and will afford a basis for later study of the entire problem. 

The following is a suggestive outline of the points to be covered in the 
preparatory investigation. 

I. THE NATURE AND SCOPE OF AN ENGAGEMENT.—It should be 
determined whether: 

(a) A new system is to be designed and installed complete. 

(b) It is an improvement in present methods and results, which may be 
(1) complete, or (2) partial. 

(c) It is an elaboration or amplification of results and statistics for 
management control. 

II. THE PURPOSE OF PLAN—AS CONCEIVED BY MANAGEMENT.— 
The purpose which the proposed installation is to serve, as conceived by the 


1166 


Sec. 23] PREPARATORY INVESTIGATION 1167 


management, is usually the result of the practical man’s views acquired from 
experience, but sometimes acquired from an interchange of ideas at con- 
ferences, etc. These practical ideas frequently go to the very heart of the 
problem and indicate the essential points to be covered. The systematizer 
may, however, be able to plan a method for the presentation of these essential 
facts and other related facts in a manner that may be more clear, and at the 
same time provide or suggest a unit of measurement. 

Example 1.—The general manager of a plant may wish to be informed 
daily as to the volume of production. The production may be increasing— 
a fact gratifying in itself; but if the rate of production per man-hour has 
decreased, it means that the labor costs have necessarily increased—a fact 
not so gratifying; or the production may exceed the orders received, and 
thereby be going into inventory. Increased inventories signify idle capital, 
etc. 

Example 2.—An occasional loss of one piece or article may seem small 
and reasonable if it is 1, 2, or 3% of the production, and on the other hand, 
it may be a matter that may deserve attention if it is 10% of the production. 
By proper planning the systematizer can present these facts in intelligible 
form to managers. 


Il. THE NATURE OF BUSINESS.—The systematizer should attempt to 
understand the whole business problem of the client, and to extricate himself 
from the narrow confines of drawing forms, recording facts, suggesting 
devices, and guarding against dishonest employees, in order that he may 
consider the client’s requirements from the position of the executive, bring 
into play the common sense and business judgment which he has presumably 
acquired, and accordingly plan to gather all the essential points or facts, 
and no more, that will serve in the administrative control of the business, 
and at the same time reflect the true financial position of the organization 
and the result of operations. 

The client will be pleased, as a rule, to see the accountant show an interest 
in his business and will talk freely about his enterprise. 

Possible topics of discussion: 

(a) Product or Line (commodities handled and their use to consumers) 
(b) Raw Materials or Merchandise 

1. Source (distance) 

2. Plan of buying and storage 

3. Price (seasonal condition of market) 

Seasonal fluctuations in prices may suggest the advisability of the purchase 
and storage of large quantities of raw materials when prices are low, if there 
are storage facilities and the necessary capital is available. It may be 
possible to warehouse the material and hypothecate it for borrowing purposes. 

Distances may be short, the transportation question may offer no problem 
during any season of the year, prices may fluctuate little, and it may be 
desirable, therefore, to recommend the discontinuance of a practice of buying 
goods in large quantities and thereby unnecessarily tying up sums of working 
capital. 

(c) Method of Distribution 
(d) Market or Outlet 
(e) Market Conditions 

The method of distribution and the market will suggest the kind of sales 
statistics that the sales manager should have, and, considered with the type 
of commodity, will suggest the type of advertising that may be helpful. 
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The accountant has an exceptional: opportunity to observe the methods 
used by his clients. The keen, discriminating observer absorbs good ideas 
from the various places he visits, and these observations frequently suggest 
methods, units of measurement, or other points, which may be used advanta- 
geously by some other client. 


(f) Trend of Sales and Prices Throughout the Year 


For the producer, the trend of sales may be one of the biggest problems. 
If the sale of a certain commodity is seasonal, the producer is confronted with 
one of these problems: 


1. Whether to continue on an even schedule of production and stock 
the finished product during the off-season, which carries with it the 
matter of finance and the danger of changing style, design, or scientific 
improvements. 

2. Whether to build up an organization within season and dismiss it 
out of season. This method of procedure is both difficult and expensive. 
It is costly to break in new operators because it requires more super- 
vision, it retards production, and the scrap loss is greater; also the 
capital investment is unproductive out of season. 

3. The ideal method is to complement one seasonal product with other 
seasonal products, which are in and out of season at different times, and 
which are produced on practically the same equipment. 


(g) Normal Capacity 


Normal capacity is an important point to be considered in calculating sales 
prices, comparing costs, analyzing the results of operations, and preparing 
budgets. 

It is generally conceded that it is unsound economically to attempt to sell, 
in a competitive market, the output of a plant operating at less than normal 
capacity at prices that will absorb the burden of the idle capacity and carry 
the usual per cent of profit. The burden of idle capacity, or the extra profit 
arising from production in excess of normal capacity, may be shown to 
advantage as a separate item in the statement of operating results. 

(h) Peaks and Valleys in Production 
(i) Are Finished Articles Stocked? 
(j) Advertising—Extent 

1. Mediums 

2. How handled? 


IV. THE PERSONNEL.—In relation to personnel the systematizer should 
proceed as follows: 
(a) Obtain, if possible, a Chart of Present Organization—with Duties 
and Responsibilities 
Such information will save time and may permit the accountant to avoid 
occasional embarrassment from having addressed an inquiry to the wrong 
executive, if jealousy and friction exist in the organization. 
(b) Ascertain whether Recommendations as to Rearrangement of 
Duties and Responsibilities Will be Entertained 
V. OUTLINE OF PLANT OR PREMISES AND PRESENT METHODS. 
—Under this head proceed as follows: 
(a) Obtain or Sketch Plan of Building or Buildings 
A plan will crystallize and sometimes correct impressions gathered from 
passing through the premises. 
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(b) Ascertain Natural Subdivisions or Departments 
Kind of Operations in Each. 


A knowledge of the natural subdivisions or departments will suggest the 
proper units for the division of overhead, supervision, and costs. 


(c) Ascertain Route of Materials from Receiving Department, through 
Stores, etc., to Shipping or Delivery Department 


The route of material from the receiving room to the shipping or delivery 
department indicated on the layout of the buildings will clearly show any 
back-tracking and will probably suggest the vantage point for verifying the 
counts for the purpose of maintaining the control over quantities of material 
in process of manufacture. 


(d) Ascertain Method of Handling and Storing Materials 


Adequate stores control at a reasonable cost is one of the problems of 
every manufacturing organization. Every business man has experienced 
the disappointment which comes from discovering at the end of a fiscal 
‘period that the profit shown by the books is greatly diminished by an unex- 
plained shortage in inventory. 

(e) Ascertain Method of Material Identifications while in Process 

A proper system of identifying material while in process will aid in solving 
one of the difficult problems of controlling such materials in a continuous 
process of production, in distinguishing the operator responsible for defective 
workmanship, and in keeping the lots separated for cost purposes. 

(f) Ascertain Method of Reporting 


. Material received 

. Material withdrawn from stock 
Production 

Scrap 

. Salvage 

Sales 

. Shipments 

Labor time 

. Low stock to purchasing department 


The method of reporting and summarizing the above points will largely 
determine how accurately and promptly the management is kept informed 
of the activities of the business. 

(g) Ascertain Method of Controlling 
1. Production 


The absence of a method of controlling production will spell unbalanced 
inventories and unkept delivery promises. 


CONS RON 


2. Inventories 


The absence of a method of controlling inventories and in some manner 
relating them to sales orders will result in tying up large sums of capital, or 
paying premium prices for small quantities of material purchased for imme- 
diate delivery, or paying express charges to prevent a shutdown. 


(h) Obtain Samples of Forms in Use and Their Purpose 


These will indicate the present practice and may suggest minor details 
which the client has been receiving, and effect a saving of time in planning 
the new forms, and minimize the possibility of overlooking some details. 
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VI. GENERAL ACCOUNTING AND OFFICE PROCEDURE.—Make 
your investigation along the lines suggested by the following questions: 


(a) Purchasing 
1. Has a purchasing department been organized to handle 
purchasing? 
By whom is purchasing done? 
To whom is he responsible? 
How are purchase requirements made known to purchasing 
agent or department? — 
Are purchase requisitions used? 
Do requisitions show quantities of materials on hand as well 
as requirements? 
What controls or determines quantities to be ordered? 
Are quotations solicited from vendors? 
. Is a comparative record kept of quotations received? 
How are orders placed with vendors? 
. Are purchasing order forms used? How many copies are 
made and what are the various copies used for? 
12. What record of filled and unfilled orders is kept? 
. How are purchase orders followed up? 
. Does the purchasing department keep a record of receipts 
of materials on each purchase order? 
. How is the purchasing department advised of receipt of 
purchases? 
16. Are vendors’ invoices passed through purchasing depart- 
ment for approval? What is the routine procedure? 
17. What notations are made on purchase order to indicate 
approval of vendor’s invoice? 
18. What record is made to prevent approving of duplicate 
invoices? , , 
19. How are claims for shortages, deficiency in quality, and 
overcharges handled? 
20. Is it possible to determine from the records of the depart- 
ment the liability for purchase commitments? 
21. Is a comparative record of purchases by commodities kept? 
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When the purchasing is done by any person other than the proprietor of 
a business, a system should be employed which will record the quotations 
received and indicate the reason for placing an order with one organization 
rather than another, in order that the purchasing agent’s activities may be 
cheked up in the same way as the cashier’s. The purchasing agent is always 


liable ‘o temptation from unscrupulous sales organizations. The consider- 
Arion maywot be a money bribe, but salesmen frequently employ subtle 
menatet creating a sense of obligation on the part of the purchasing agent, 
and of cultivating friendships. The natural inclination of a purchasing 
agent is to lean dightly toward a friend. 

It is important that the activities of the purchasing agent be controlled 
as to quantities: of materials purchased, because he is tempted sometimes to 
buy larger quantitic® than are necessary, to secure slightly better prices, and 
fails to give. adequnl® consideration to the financial side of the business, and 
¢hel avhounuaet capit?! tied up in a large number of more or less small items 


considered singly, but which when considered in the aggregate amount to 
a considerable sum. 
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A purchasing agent never wishes to be held responsible for hold-ups in 
production or delays in shipments, and he is, therefore, frequently tempted 
to meet the wishes of the production or sales departments without giving 
adequate consideration to the financial side of the business, unless proper 
control is exercised. 


(b) Receiving and Storing Materials 


1. Where are materials received? 
2. By whom are they received? To whom is he responsible? 
3. How are they inspected? 
4. What receiving records are kept? 
5. Are receiving reports made out? How many copies, to 
whom are they sent, and for what are they used? 
6. How is purchasing department notified of damaged condi- 
tion of packages? What is the procedure? 
7. Where are materials stored? 
8. Under whose control are they? 
9. Are stock records kept? 
10. Are stock records controlled by general books? 
11. How often are stock records checked up by a physical 


count of materials? 
12. Are materials withdrawn from stores upon requisitions only? 
13. What is the procedure in handling stores requisitions? 
14. How are materials received checked against purchase in- 
voices as to quantity, quality, price, extensions, etc. ? 
15. How are materials to be returned to vendors handled? 


As a general thing, it is a good plan to have the receiving and storing of 
‘materials come under the purchasing department, or the person to whom the 
purchasing agent is responsible. When the stores department is under the 
supervision of the superintendent or production manager, there is frequently 
a tendency to sacrifice all records and control to getting out production. 
Even though it may not. be the desire or purpose of the chief to destroy the 
records or control, his assistants frequently override the stores department. 
The variation that normally exists between the physical inventory and the 
book records, unless a reserve is provided, is the “jinx’’ in the profit and loss 
accumulated from month to month, as shown by the books. Therefore, 
every effort should be made to reduce this variation to a minimum in order 
that the interim profit and loss figures may be relied upon. 


(c) Sales 
1. How are orders received? 
2. What record is made of orders received? 
3. Are sales orders made out for each order received? If so, 
how many copies are made and for what are they used? 
4. Do all orders pass through credit department for approval 
before being sent out to be filled? 
5. What records are kept by sales department? 
6. Is there a field staff of salesmen? 
7. How are they paid? 
8. What records of their salaries, expenses, and commissions 
are kept? 
9. How are sales classified ? 
10. Is a record of cost of sales kept? Jf so, how are sales 
costed? 
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. How are salesmen kept advised of changes in price? 
. Is the sales invoicing done in this department? 
. How many copies of the sales invoice are prepared? Tce 


whom do they go and for what purpose? 


. Are all invoices checked for clerical accuracy and prices? 
. If sales orders or acknowledgments of orders are prepared, 


could this operation be combined with the billing? 


The records of the sales department, in addition to recording the orders 
received, deliveries, follow-ups, and invoicing, should provide sales statistics 
which will permit the establishment of sales quotas by districts, the outlining 
of production schedules for the plant, and the preparation schedules for the 
purchasing department, the keeping in touch with or visualizing the products 
or lines which are moving and those which are not, the relative production 
of salesmen, and the cost of sales. 


(d) Credits and Collections 
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9. 
The relative 


Who passes upon credits? 


. To whom is he responsible? 
. What kind of credit records are kept? 


Who is in charge of collections? 

Are credits and collections handled as a single department? 

What records of collections are kept? 

How are slow accounts followed up? 

What information is passed on to administrative and sales 
departments? 

Are losses on account of bad debts heavy? 


size of accounts and the number of them will suggest the 


methods to be employed in verifying credits and in following up collections. 
(e) General Accounting 
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Who is in charge of general accounting work? 

To whom is he responsible? 

What are the general books in use? 

What are the subsidiary books in use? 

How is the information to be recorded collated? 

How is the work divided? 

What is the system of internal check? 

What is the system of control over cash receipts and dis- 
bursements? 

Are all receipts deposited each day? 

Who signs checks and what routine must be passed through 
before checks are signed? 


. Is an imprest cash fund maintained? 

. How are expenses distributed? 

. What statistical or analytical statements are prepared? 

. How often are books closed? How often are operating 


statements of condition prepared? In what form are 
they presented? 


. What records of plant or fixed assets are kept? Are they 


controlled by general books? 


. How often are they checked up by a physical inventory of 


assets ? 


. Obtain list of present ledger accounts and note descriptions 


thereon. 
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The work of the cashier’s department is regarded as coming under this 
division. It seems that the employer should exercise every reasonable 
precaution and use every available method to remove temptation from em- 
ployees who have to do with the handling of cash, or securities, and if the 
employee defaults when these precautions have not been taken, the employer 
is as responsible for the loss as is the guilty employee. 


(f) Administrative 

What administrative departments are there? 

Who are accountable heads and to whom are they responsible? 
What are their various duties? 

Are regular meetings of the department heads held? How 
are steps taken to insure co-operation of departments? 
What records are kept by which the efficiency of departments 

may be determined? 
How is incoming mail handled? 
How is outgoing mail handled? 


SiS So Aa 


The filing and mailing departments frequently afford fields in which to 
make improvements. The opening and distribution of mail is frequently 
handled loosely. A chief executive, or his delegate, can exercise excellent 
supervision over all outgoing correspondence for the purpose of standardiza- 
tion of style, improvement of letter form, and prompt correction of errors in 
policy of the organization, by requiring a tissue copy of all outgoing mail of 
each day to be placed on his desk the first thing the following morning. 

When it is possible for the same person to inspect the incoming mail and 
the tissue copies of all outgoing mail, that person, if of the proper type, soon 
has a complete picture of operations of the organization. 


(g) Pay-Rolls 


1. Who prepares the pay-roll? 
2. Is a special pay-roll department in existence? 
3. To whom is head responsible? 
4. How are employees paid—cash or check? 
5. How is amount of pay computed—piece-work, day-work, 
premium, bonus, etc.? 
6. How long are the pay periods? 
7. How often are pay-rolls closed and distributed? 
8. From what is distribution made—time cards, time books, or 
what? j 
9. How is working time of employees recorded? By in-and-out 
clocks? 
10. Are in-and-out clock cards checked with time or labor 
cards? 


11. Are time cards extended and checked daily and immediately 
sent to pay-roll department? 

12. Are pay-rolls checked daily? 

13. What disposition of the time cards is made after pay-roll is 
computed? 

14. What records of employees are kept? 

There should be an absolute division between the persons who are respon- 
sible for the accumulation of the time and the preparation of pay-roll figures, 
and those clerks who are responsible for the filling of envelopes and the 
delivery of them to the employees. 
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(h) Cost Accounting 

Is a cost department maintained? 

Who is in charge and to whom is he responsible? 

What kind of a cost system is in use? 

Are the cost records controlled by the general books? 

Are costs, including overhead, determined by departments 
or for the plant as a whole? 

How often are cost records closed and statements prepared? 

What are the forms and contents of the statements? 

How are the various costs collated—from what sources? 

Upon what basis is overhead distributed? 

Is a standard burden rate used? 

Are comparative monthly burden statements prepared? 
If so, what use is made of them? 


(i) Production and Operating Departments 

Who is in charge of production? 

To whom is he responsible? 

Is production departmentalized? 

Who is in charge of departments and to whom are they 
responsible? 

5. How is co-operation between departments insured? 

6. Are standard specifications on file for all jobs or operations? 

7. How are orders or instructions imparted to departments or 

workmen? 

8. How is production planned? 

9 
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. How is work inspected? 
. What methods are employed to obtain the greatest effi- 
ciency from workmen? 
11. Do workmen fill out their own time statements, or is this 
taken care of by time clerk? 


Study of Survey 


NATURE OF SURVEY.—tThe preparatory investigation should be fol- 
lowed by: 
1. A careful consideration of: 

(a) The existing conditions. 

(b) Any anticipated or possible changes. 

(c) The purpose or plan as conceived by the management. 

2. A determination of: 

(a) The objectives to be attained in order to promptly place before 
the officials the information that will serve most effectively 
in the administrative controk of the business. 

(b) The method of procedure. 

(c) The forms to be used. 

(d) The schedule of accounts required. 

THE OBJECTIVES OF A SYSTEM.—The general objectives of any system 
should be: 


1. To record and clearly indicate: 


(a) The financial position of the organization as reflected in bal- 
ance sheet accounts. 
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(b).The profit or loss by accounts in sufficient detail to analyze 
the major kinds of income and expense so that any variation 
can be readily discerned. ; 

(c) The preventable leaks and losses. 


For example, in manufacturing costs it is the usual practice to absorb the 
difference between the cost value of material spoiled and its scrap value in 
the prime cost of the good pieces finished. No exception is taken to that 
practice, but it is important that the production and executive departments 
be kept informed as to the actual cost value of the scrapped material. In 
a foundry the loss from oxidation, core breakage, etc., can profitably be shown 
in dollars and cents. 


2. To establish: 
(a) A basis for comparing the results of one period with another. 
(b) Standards—predetermined or budget figures—to measure the 
variations therefrom in detail (not in total only), so that 
attention may be devoted exclusively to the unfavorable vari- 
ations. 


Executives cannot be expected to wade through a mass of detail figures, 
to digest them, and single out the exceptions or irregularities. Such a duty 
is tedious and laborious for most executives, and in consequence, the valu- 
able information frequently available for the inspection and guidance of 
executives is not used. Some person who understands the significance of 
the reports submitted should digest them and single out the exceptions and 
irregularities for the executive’s attention. 


(c) A basis for controlling inventories. 
(d) A basis for internal checks which will reduce temptation to a 
minimum. 


A system which requires the collusion of two or more persons to conceal 
an irregularity is ordinarily a satisfactory internal check. 


3. To make results obtainable promptly and with the least expenditure 
of effort. 


A judicious application of mechanical equipment expedites the preparation 
of results, makes available information that is otherwise too expensive to 
gather and minimizes the expenditure of effort. Many kinds of appliances 
have been invented to facilitate the routine of the office. Most of them are 
good, some excellent, but they cannot all be used in each and every business, 
and it remains for the systematizer to recommend such appliances as are 
best fitted to the needs of the particular business. 


METHOD OF PROCEDURE.—The methods to be used will vary with 
each case and will depend upon the volume of detail, objectives, plant arrange- 
ment, operating conditions, class of product, and nature of the business. 

In each case, the-method of procedure should be sufficiently flexible to 
permit the system to be progressively installed, if necessary, so that the em- 
ployees may become acquainted with, and become adept in handling the 
new system without interference with the normal flow of business. Flexi- 
bility may prevent the discarding or discrediting of a system that is good as 
a whole because of some minor point which may interfere with and cause 
trouble for the whole system, unless that may be temporarily cut off. 
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FORMS TO BE USED.—In planning forms to be used, the following points 
should be kept in mind: 

1. Design.—Forms should be designed to collect only the desired informa- 
tion with the least disturbance or expenditure of effort or time that is con- 
sistent with accuracy. 

2. Uses.—The possibility of utilizing information in two or more ways. 

3. Future Requirement.—The possible future needs or development. 

4. Number of Forms.—The number of forms to be used should be kept 
down to the minimum, consistent with efficient handling and economy. 

5. Size.—The purpose and use of each form will be the principal factor 
in determining its size. The following points deserve consideration in this 
connection. 

No form should be so designed that to work with it will be awkward. Such 
inconvenience results sometimes when an attempt is made to include too 
much detail on a single form. Wide forms—from left to right—increase the 
possibility of entry upon a wrong line. Wide forms also result in a waste of 
paper, as much of the form is generally unused. Where great detail is neces- 
sary it is best to design two or more related forms upon which to assemble the 
detail. At first this may appear to result in an increase in the routine account- 
ing work, but actual practice proves that it not only results in a saving of 
paper, but also increases the speed and accuracy with which the work is 
handled. 

In planning forms for records, consider the safes and steel storage cabinets 
in which the records will be kept. Oftentimes, large unwieldy records have 
left officials between the choice of purchasing new safes or steel cabinets or 
leaving records out unprotected. 

Consideration should also be given as to how forms may be cut from stan- 
dard sizes of paper with least amount of waste. Forms as originally designed 
may often be made slightly smaller or larger, with the result that the only 
waste when the forms are cut from standard sizes is the waste usual to 
trimming. At least 1/8 inch should be allowed on each side of the form for 
trimming. More allowance must be made on smaller than on larger forms. 

A systematizer should be sufficiently familiar with standard sizes of paper 
to enable him to specify from which size the form may be most economically 
cut. The Writing Paper Manufacturers’ Association has adopted a number 
of sizes which are considered regular or standard. However, the average 
printer or paper dealer does not carry all these sizes in stock. The sizes and 
weights commonly used for office forms and records and which may be 
obtained with little difficulty are as follows. The substance number, which 
is coming into use, indicates the weight per ream of 500 sheets of the various 
sizes, as shown below. 


Flats and Bonds 


: SUBSTANCE 
Size No. 13 No. 16 No. 20 
lb lb. lb 
Ty i DOp ay haere Ae eM ee 13 16 20 
IWS SOLO ee eet) ee Weal f 163 203 254 
19 oi: 24 355 wet Mere oe 16 193 243 
225 xa o4u. 26 32 40 
24 x 38.. 82 39 49 
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Ledgers 
SUBSTANCE 
Size No. 20 No.24 #£No. 28. No.32 #£No. 36 

lb. lb. lb. lb. lb. 
7 exp 2. 20) 24 28 32 36 
17,x 28...) 254 304 354 401 46 
19 x 24... 244 293 34 39 44 
22 x 34... 40 48 56 64 72 
24 x 38... 49 59 68 78 88 
28 x 36.) 19U5i 61 dal 81 92 


Loose-Leaf 


SUBSTANCE 
Size No. 20 No. 24 No. 28 No. 32 No. 36 

lb. lb. lb. lb. lb. 
193 x 241...,. 25 30 35 40 45 
224 x 283... 344 Al 48 55 613 
225X807. . noo 52 604 69 77 
DAR x DAF vay oe 384 45 514 58 
243 x 384... 5034 604 704 803 91 


6. Quality and Grade of Paper.—Paper is made from two basic substances— 
wood fiber and rags. The pulp entering into wood fiber paper is treated 
during the manufacturing process with acid. The finished paper contains 
a small amount of this acid which causes the paper to turn yellow from expo- 
sure, colored ink to fade, and the paper to become brittle. For this reason, 
wood fiber paper is suitable only for interoffice communications and forms 
which do not constitute a part of the permanent records. 

Permanent records should be made on ledger or bond paper with a rag 
content of 30% or better. The greater the per cent of rag content and the 
less the rag stock has been chemically bleached or treated, the better the 
quality of paper. The various kinds of ledger and bond paper are very 
similar except as to lengths of fiber. Ledger paper contains a shorter fiber 
and is calendered a greater number of times to give it a smooth and glazed 
surface. 

The paper selected should be tough and durable and flexible enough to 
crease without cracking. The paper should be of a grade which will not fade, 
diminish in tone or yellow with age, and be able to take several erasures 
without blotting or allowing the ink to show through on reverse side. 

Ledger papers used in bound books and loose-leaf forms usually run from 
substance #20 to substance #36. Loose-leaf forms require a slightly heavier 
grade of paper than do bound books of the same size. Small forms can be 
of a lighter grade than large forms. Bond papers are used mostly for the 
smaller forms and for letterheads and bill heads. 

On the whole, paper is difficult to judge even by men experienced in the 
industry. Probably the safest plan for the systematizer is to acquaint himself 
with a few of the better known makes of paper and recommend them for 
forms and records. 

The following is a list of some of the better known or standard makes of 
ledger and bond paper. 
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Ledger 
Brown’s Linen Ledger.......L. L. Brown Paper Co. 
IV atin oP ie ch ces tes Whiting Paper Co. 
Weston Iinentives- aust. Byron Weston Paper Co. 
ScotehLinente.,......o.... Parsons Paper Co. 
FRECORCA cx Pees ct bene: Whiting Paper Co. 
Advance: Lineman. 0). hese. L. L. Brown Paper Co. 
Reliance s. Mers ea. e American Writing Paper Co. 
Mercantile Record.......... Parsons Paper Co. 
Sales: Recordset tate Millers Falls Paper Co. 
Prestige Linens = ee ene Neenah Paper Co. 
Hamulton's. Son... ee ee W. C. Hamilton & Sons 
Bond 
Crane’s Safety and Parch- 
ment Bonds: ).. & e) -) Grane Co; 
Coupon?. 2 oe American Writing Paper Co. 
‘AGVAaNnces se eee L. L. Brown Paper Co. 
Parsonsi.. et. oo Bee | Parsons Paper Co. 
Imperial.) 2800) a PSUs Fe Whiting Paper Co. 
Defiancey:. fro 2). FORA Byron Weston Paper Co, 
Romann.ce ites. 2 eee American Writing Paper Co. 
PROKtIe Mya ence it tee ae Whiting Paper Co. 
Hmpirest ee ate bels neni Carew Manufacturing Co. 
Certificatet® 2yxen ofan Agia Crocker-McElwain Co. 
Hammermilla® alt. fina! & Hammermill Paper Co. 


7. Color of Paper.—Bond paper is made in a wide range of colors. Ledger 
paper is usually made in white, buff, and blue. In sets of forms where color 
is a factor, the color should be selected with sufficient contrast so that no 
confusion will arise from the usual slight variations in color between runs of 
the same quality or make of paper or from the greater variations between 
different qualities or makes of paper. 

8. Ruling and Printing.—The color combinations generally used in ruling 
forms are red and blue on white paper, and brown and green on buff paper. 
Forms may be drawn or sketched in pencil and the colors to be used noted 
on the form. Lines to be printed and not ruled should be indicated in black 
ink. Printed headings on the forms should be shown in ink. Vertical money 
columns should be 4 inch wide for each digit in the largest probable amount 
to be placed in the column. The ordinary typewriter spacing is 6 lines to 
the inch. 


The System Report 


SCOPE OF REPORT.—The content of the system report will depend 
upon the nature of the engagement, which may be limited to an examination 
of the system in use and the suggesting of improvements, or it may be to 
prepare a system and supervise its installation. 

If the engagement is limited to an examination of the existing system and 
the suggesting of improvements, the extent to which such suggestions will 
be adopted depends largely upon clearness with which they are presented, 
and the results which may be expected are pointed out. In the event that 
a complete system has been prepared and is ready to be installed, its success, 
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while greatly contingent upon the simplicity of operation and the extent to 
which co-operation is secured from the client’s employees, depends somewhat 
upon the clear and convincing statements contained in the report of the 
reasons for the changes, the use and importance of the forms and statements 
to be used, and the necessity for following instructions as outlined. 


METHOD OF PROCEDURE.—To make clear the desired purpose, an 
outline of the existing system should be given, followed by the suggested 
changes, together with references to forms and statements to be used, exact 
copies of which should always be incorporated in the report. The advanta- 
geous results to be expected should be pointed out, in phrases readily under- 
stood by everyone who may be concerned with the operation of the system. 
Successful co-operation from the client’s employees can best be secured 
when they have a clear understanding of the work to be done. 

The report should include a chart of accounts made up of the accounts to 
be kept in the general or controlling ledger and in the subsidiary ledgers. 
Each account should be followed by a short description and an outline of the 
entries to be posted to it, for guidance of the various employees. The volume 
of matter in the report and the chart of accounts together with any other 
circumstances connected with an engagement, will have a bearing on whether 
the chart of accounts should be submitted under separate cover or incorpo- 
rated in the body of the report. 

The judicious use of graphic charts will, in many cases, assist in presenting 
important facts and help to picture the story as told by the accounting records. 

The importance of providing suitable mechanical equipment and such other 
matters as proper lighting, ventilation, and heating of the offices, should be 
given due consideration in preparing the report. 

Finally, the report should indicate how the installation of the system may 
be accomplished with least confusion and interruption of regular activities. 
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PUBLIC UTILITIES 
History of Public Utility Regulation 


PUBLIC UTILITY DEFINED.—The term “public utility’’ refers to a 
class of industries in the performance of whose service the public is concerned 
in a peculiar way. These undertakings are characterized as “affected with 
a public interest.”” They comprise steam and electric railways, express, 
sleeping car, telephone, telegraph, cable, and automotive companies, and 
pipe lines (so-called common carriers); and gas, electric, and water companies 
(so-called locai utilities). Sometimes other enterprises fall within the scope 
of the definition, as, heating and refrigerating, messenger and signaling com- 
panies, toll bridges, carriers by water, warehousemen and wharfingers. 

The public’s right to regulate is based on the common law, but it has been 
strengthened by statutes and court decisions. Originally conceived as a right 
to be exercised over monopolies, it now has its most important application 
to common carriers. The services they perform are a legitimate function of 
the state. Also when delegated to private parties, immunity from legitimate 
control is not granted. Such enterprises exist by public grant of monopolistic 
privilege. 

NATURE OF STATE REGULATION.—The aim of state regulation is to 
realize under monopoly the safeguards provided in the industrial world by 
competition. The common law impose upon monopolies an obligation to 
protect the public’s interests. They must provide adequate facilities to all 
who apply, at reasonable rates, without discrimination. But the common 
law does not adequately safeguard users of public services, because it is 
merely punitive. Positive regulation is essential. 

Except for control through charter and franchise restrictions, railroads, 
were not regulated until 1870, and other public utilities until later. By 1870 
abuses of unregulated monopoly had become evident. Many state legisla- 
tures then adopted a policy of restrictive regulation by confirming the com- 
mon law obligations and passing restrictive laws. Rates were prescribed and 
publicity requirements were imposed. In some instances administrative 
machinery was set up. The utilities, particularly the railroads, questioned 
the legality of these powers, but it was sustained by the courts and became 
the acknowledged expression of state regulatory policy up to 1905. The 
legislatures are still the source of power to regulate, but more effective meth- 
ods have superseded direct legislative control. 

The later history of public utility regulation in the United States is that 
of supervision exercised through administrative commissions. Congress in- 
augurated this policy in 1887 when it passed the ‘‘Act to Regulate Commerce,” 
which established the Interstate Commerce Commission. 'The New England 
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states organized commissions. at an early date which were engaged largely 
in gathering statistical data and promoting safety. The Massachusetts 
Board of Railway Commissioners, established in 1869, possessed advisory 
powers only; but it was a step toward effective control. In the decade 1870 
to 1879 commissions with mandatory powers were established in Illinois, 
Iowa, Minnesota, Wisconsin, California, and Georgia. In the reaction fol- 
lowing the panic of 1873 most of their powers were withdrawn. 

Control through administrative commissions exercising mandatory powers 
dates from 1900. Establishment of the Wisconsin and New York commis- 
sions in 1905 and 1907 gave stimulus to a movement which resulted in the’ 
establishment or reconstitution of more than thirty commissions in the 
decade 1905-1915. On Jan. 1, 1923, each state except Delaware had a 
public utility commission; also Hawaii, Porto Rico, District of Columbia, 
and the Philippines. These commissions exercise jurisdiction over common 
carriers, or local utilities, or both. The Interstate Commerce Commission 
exercises jurisdiction over steam and electric railways, telephone, telegraph, 
cable, express, and sleeping car companies, and pipe lines when engaged in 
interstate commerce. The Interstate Commerce Commission and most of 
the state commissions have power to prescribe, review, or suspend rate sched- 
ules; to prohibit discriminatory practices; to establish service standards; to 
regulate capitalization; and to impose certain publicity requirements. 


REGULATION OF ACCOUNTS—ORIGIN.—In addition to powers enu- 
merated above, the Interstate Commerce Commission and most of the state 
commissions possess authority to regulate accounting practices of utilities 
under their jurisdiction. The Massachusetts Board of Railway Commis- 
sioners, organized in 1869, received in 1876 the first grant of authority over 
railway accounts when ‘‘authorized to prescribe a system on which the books 
and accounts of corporations operating railroads or street railways should 
be kept in a uniform manner.’’ The Massachusetts Board of Gas Com- 
missioners was granted this power over gas companies in 1886, and electric 
companies in 1887. The subject was considered by the New York Special 
Railroad Committee of 1879, but the next important grants of authority came 
with the establishment of the Wisconsin and New York commissions in 1905 
and 1907. 


Federal Regulation of Public Utility Accounts 


ACT TO REGULATE COMMERCE AND ACCOUNTING REGULA- 
TION.—The 20th section of the Act to Regulate Commerce, enacted in 
1887, authorized the Interstate Commerce Commission, in its discretion, to 
prescribe for utilities under its jurisdiction ‘‘a uniform system of accounts 
and the manner in which such accounts shall be kept,’’ and to require certain 
specific reports. The law contained no provision for enforcement and the 
railways did not co-operate. It was not until 1906 that Congress made 
uniform accounts compulsory. 

Section 20, as then amended, gave the Commission authority to ‘‘ prescribe 
forms of any and all accounts, records, and memoranda to be kept by car- 
riers.’”’ It also provided that ‘‘the Commission shall at all times have access 
to all aceounts, records, and memoranda’’; that it ‘‘shall be unlawful for 
such carriers to keep any other accounts, records, or memoranda than those 
prescribed or approved’’; and that the Commission might require monthly 
and special, as well as annual reports. Penalties are imposed for violation 
ef orders issued under authority of this section. 
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Effectiveness of the Commission’s policy after 1906 has been based on 
facts secured from accounting records kept according to prescribed regula- 
tions. 


NATURE OF PUBLIC UTILITY ACCOUNTING.—Public utility account- 
ing is a branck of general accounting and involves no new principles. Appli- 
cation of principles to detailed requirements of the business give it a special 
character. Railway accounts illustrate this, as shown by the following 
characteristics of the business, which determine the structure of railway 
accounts: 


1. Railway operating revenues consist of many relatively small 
items. (Passenger fares paid railroads in the United States in 1920 
exceeded 1,200 million.) 

2. Railway plant and equipment are distributed over much territory. 

3. Railway transportation requires the performance of many highly 
organized interrelated services. 

4. Many railway facilities are used jointly by two or more companies. 

5. Through-trafiic requirements develop complex intercompany rela- 
tionships. 

6. Costs of transportation service are largely joint costs, subject to 
allocation on an arbitrary basis. 

7. Accounting and statistical requirements of commissions must be 
satisfied. 

8. Various kinds of information, otherwise unnecessary, are needed 
by the utilities to defend their rights in proceedings before the com- 
missions. ~ 


JURISDICTION OF INTERSTATE COMMERCE COMMISSION.— 
Jurisdiction of the Interstate Commerce Commission, limited by the original 
Acts to Regulate Commerce to rail and joint rail and water carriers, was 
extended in 1906 to include express and sleeping car companies and pipe 
lines, and in 1910 to include telephone, telegraph, and cable companies. 
The Commission prescribes uniform systems of accounts for all transporta- 
tion agencies under its jurisdiction. 


ACCOUNTING CLASSIFICATIONS.—The basis of supervision of public 
utility accounts is a system of account classifications and a body of prin- 
ciples governing their use. Classifications for steam railways were first 
issued. Classification of Operating Expenses, Classification of Operating 
Revenues, and Classification of Expenditures for Road and Equipment, 
became effective July 1, 1907. The first was a revision of a classification 
proposed under the original provisions of the act, based upon the so-called 
Saratoga Classification of 1879. The Form of General Balance Sheet 
Statement, and the Form of Income and Profit and Loss Statement first 
became effective June 15, 1910, and July 1, 1912, respectively. 

Classification of Expenditures for Road, and Equipment, Operating 
Expenses, and Operating Revenues for electric railways became effective 
Jan. 1, 1909. 

Classification of Expenditures for Real Property and Equipment, Classi- 
fication of Operating Expenses, and Classification of Operating Revenues 
for express companies became effective July 1, 1908; Form of General 
Balance Sheet Statement, July 1, 1911. 

Classification of Operating Expenses and Classification of Operating 
Revenues for carriers by water became effective Jan. 1, 1911; Classification 
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of Expenditures for Real Property and Equipment, Classification of Income 
and Profit and Loss Accounts, and Form of General Balance Sheet State- 
ment, on Jan. 1, 1913. 

Uniform System of Accounts for Telephone Companies, Classes A and B, 
became effective Jan. 1, 1913; Uniform System of Accounts for Telephone 
Companies, Class C. Jan. 1, 1915; Uniform System of Accounts for Telegraph 
and Cable Companies, Jan. 1, 1914. 

Classification of Operating Revenues and Operating Expenses for pipe 
lines became effective Jan. 1, 1911; Classification of Investment in Pipe 
Lines, Pipe Line Operating Revenues, and Pipe Line Operating, Expenses 
(in part a revision of 1911 classification), Jan. 1, 1915. 

Classification of Revenues and Expenses of Sleeping Car Operations, of 
Auxiliary Operations, and of Other Properties for Sleeping Car Companies, 
became effective July, 1912. 

Classifications for steam and electric railways have been modified from 
time to time. In some instances thorough revisions have been made, the 
most important resulting in revised classifications for steam and electric 
railways and express companies, effective since July 1, 1914. Classifica- 
tions for steam railways are now in the process of revision. 


CO-OPERATION WITH ACCOUNTING OFFICERS.—The various 
classifications were drawn with the co-operation of public utility accountants. 
In case of steam railways this co-operation was effected through the Railway 
Accounting Officers Association and its Committee on Corporate, Fiscal, 
and General Accounts. Advice and co-operation of the American Railway 
Association, the Freight Claim Association, the American Electric Railway 
Accountants Association and its Committee on Standard Classification of 
Accounts, the Association of Express Accountants and its Committee on 
Corporate and Fiscal Accounts, aud the accounting officers of other utilities 
interested were sought. Co-operation with state utilities commissions has 
been effected through the National Association of Railway and Utilities 
Commissioners. In formulating systems of accounts for utilities under its 
jurisdiction, ‘‘the requirements of railway accounting, strictly defined, were 
first considered, and the accounting structure thus devised was modified to 
meet the peculiar requirements of other agencies.” 1 For this reason the 
uniform system of accounts prescribed for steam railways is analyzed in 
detail below. 


PRINCIPLES UNDERLYING INTERSTATE COMMERCE COM- 
MISSION CLASSIFICATIONS.—Accounting classifications prescribed by 
the Interstate Commerce Commission were based on principles which, prior 
to 1907, received little attention. By emphasizing proper accounting treat- 
ment of construction costs, additions and betterments, and depreciation, 
the Commission gave greater accuracy to the figure for investment in road 
and equipment. By proper discrimination between charges to capital and 
to operations, it gave uniform significance to the figure for net revenue. 
A line was drawn between transportation service and ‘‘outside operations.” 
Distinction was made between operating activities, results of which are 
shown in figure of total operating income; non-operating, contractual, or 
financial activities, results of which are shown in figure of net income; and 
surplus appropriation and adjustment items, net results of which are shown 
in income balance transferred to credit (or debit) of Profit and Loss. Of 


1 Henry C. Adams, from 1887 to 1911 in charge of accounts and statistics for I. C. C., 
in “American Railway Accounting.” 


1186 PUBLIC UTILITIES [Sec. 24 


the 6 classifications applicable to steam railways, 2 are classifications of 
balance sheet accounts, and 4 are classifications of income accounts. 


INVESTMENT IN ROAD AND EQUIPMENT.—An entire classification, 
with 3 general and 62 primary accounts, is prescribed for investment in road 
and equipment. 

General account Road carries cost of land and fixed improvements in 47 
primary accounts including, for example: Engineering, Land for Trans- 
portation Purposes, Bridges, Trestles, and Culverts, Rails, Track Laying 
and Surfacing, Telegraph and Telephone Lines, Power Plant Buildings. 

General account Equipment carries cost of transportation equipment in 
8 primary accounts: Steam Locomotives, Other Locomotives, Freight- 
Train Cars, Passenger-Train Cars, Motor Equipment of Cars, Floating 
Equipment, Work Equipment, Miscellaneous Equipment. / 

General account General Expenditures carries expenditures made in 
connection with acquisition and construction of road and equipment, which 
are .not properly assignable to specific property units. The 7 primary 
accounts are: Organization Expenses, General Officers and Clerks, Law, 
Stationery and Printing, Taxes, Interest during Construction, and Other 
Expenditures—General. 


OPERATING EXPENSES.—Classification of Operating Expenses pro- 
vides for 8 general and 1982 primary accounts ‘“‘designed to show expenses 
of furnishing transportation service” and service incident thereto. 

General accounts Maintenance of Way and Structures and Maintenance 
of Equipment carry cost of repair and loss through depreciation of property 
devoted to railway operations. The first is subdivided into 8 primary 
accounts, including, for example: Roadway Maintenance, Roadway—Depre- 
ciation, Rails,? Rails—Depreciation, Station and Office Buildings,? Station 
and Office Buildings—Depreciation. The second is subdivided into 60 
primary accounts, including, for example: Steam Locomotives—Repairs, 
Steam Locomotives—Depreciation, and Steam Locomotives—Retirements. 

General account Traffic carries costs of marketing the service of the 
railway organization in 9 primary accounts, including, for example: Adver- 
tising, Traffic Associations, Industrial and Immigration Bureaus. 

General accounts Transportation-Rail Line and Transportation-W ater 
Line carry cost of transporting persons and property by rail and water, the 
first in 50, the second in 3, primary accounts, covering: salaries and wages 
of transportation—employees; fuel and other operating supplies; telephone, 
telegraph, and signal operation; damages to persons or property trans- 
ported; ete. 

General account Miscellaneous Operations carries costs of activities 
incident to performance of transportation service in 6 primary accounts: 
Dining and Buffet Service, Hotels and Restaurants, Grain Elevators, Stock- 
yards, Producing Power Sold, and Other Miscellaneous Operations. 

General account General carries cost of a general character, applicable to 
the railway organization as a whole, in 12 primary accounts, including, for 
example: Salaries and Expenses of General Officers, Law Expenses, Insur- 
ance, Stationery and Printing. 

General account Transportation for Investment-Cr. carries offsets to items 
eharged elsewhere as expenses, representing costs of operation chargeable 
to investment accounts. 


* Including two accounts, Equalization—Ways and Structures, and Equalization-E ui 
ment, added to the 1914 classification by order effective Jan. 1, 1921, " aa 
8 For repair charges. 
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OPERATING REVENUES.—Classification of Operating Revenues pro- 
vides 4 general and 39 primary accounts ‘‘designed to show amounts of 
money which a carrier becomes entitled to receive from transportation and 
from operations incident thereto.” 

General accounts Transportation-Rail Line and Transportation-Water 
Line carry revenues from transportation of persons or property by rail or 
water, the first in 16, the second in 8 primary accounts, including, for example: 
Freight, Passenger, Excess Baggage, Mail, and Express. 

General account Incidental carries revenues earned from activities incident 
to performance of transportation service in 13 primary accounts, including, 
for example: Dining and Buffet, Hotel and Restaurant, Parcel Room, 
Demurrage, and Storage. 

General account Joint Facility has 2 primary accounts. Joint Facility-Cr. 
carries ‘‘the carriers proportion of revenue collected by others in connection 
with the operation of” joint facilities. Joint Facilities-Dr. carries “that 
proportion of revenue from the operation of joint’ facilities, ‘which is 
creditable to other companies.” 


INCOME ACCOUNTS.—Classification of Income Accounts provides for 
45 primary accounts (19 debit, 26 credit). Besides recording net gain. (or 
loss) to carrier from operation of its transportation plant, these accounts 
record accruals of income and cost growing out of corporate financial rela- 
tionship of a contractual nature, ownership of property which it does not 
operate, and use of properties which it does not own. Balance of these 
accounts constitutes net corporate income. The schedule below shows 
these accounts in detail. 


Schedule of Income Accounts 


Credits: Expenses of Miscellaneous Operations 


Railway Operating Revenues 

Revenues from Miscellaneous Operations 

Hire of Freight Cars—Credit Balance 

Rent from Locomotives 

Rent from Passenger-Train Cars 

Rent from Floating Equipment 

Rent from Work Equipment 

Joint Facility Rent Income 

Income from Lease of Road 

Miscellaneous Rent Income 

Miscellaneous Non-Operating Physical 
Property 

Separately Operated Properties—Profit 

Dividend Income 

Income from Funded Securities 

Income from Unfunded Securities and 
Accounts 

Income from Sinking and Other Reserve 
Funds 

Release of Premiums on Funded Debt 

Contributions from Other Companies 

Miscellaneous Income 


Debits: 


Railway Operating Expenses 
Railway Tax Accruals 
Uncollectible Railway Revenues 


Taxes on Miscellaneous Operating Prop- 
erty 

Hire of Freight Cars—Debit Balance 

Rent for Locomotives 

Rent for Passenger-Train Cars 

Rent for Floating Equipment 

Rent for Work Equipment 

Joint Facility Rents 

Rent for Leased Roads 

Miscellaneous Rents 

Miscellaneous Tax Accruals 

Separately Operated Properties—Loss 

Interest on Funded Debt 

Interest on Unfunded Debt 

Amortization of Discount on Funded 
Debt 

Maintenance of Investment Organization 

Income Transferred to Other Companies 

Miscellaneous Income Charges 

Income Applied to Sinking and Other 
Reserve Funds 

Dividend Appropriations of Income 

Income Appropriated for Investment in 
Physical Property 

Stock Discount Extinguished through 
Income 

Miscellaneous Appropriation of Income 


PROFIT AND LOSS ACCOUNTS.—Classification of Profit and Loss 
Accounts provides for 18 primary accounts designed to show appropriations 
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of surplus at the option of the corporation, and adjustments of surplus in 
recognition of income or loss items not applicable to current period. The 
balance of these accounts represents net current adjustment of balance 
sheet surplus. Arranged as debits and credits, the accounts included within 
this classification are given herewith. 


Schedule of Profit and Loss Accounts 


Credits: Surplus Applied to Sinking and Other 
Credit Balance (at beginning of Fiscal Reserve Funds 
Period) Dividend Appropriations of Surplus 


Credit Balance Transferred from Income 
Profit on Road and Equipment Sold 
Delayed Income Credits 

Unrefundable Overcharges 

Donations 

Miscellaneous Credits 


Surplus Appropriated for Investment in 
Physical Property 

Stock Discount Extinguished through 
Surplus 

Debt Discount Extinguished through 
Surplus 


Miscellaneous Appropriations of Surplus 


Debits: Loss on Retired Road and Equipment 
Debit Balance (at beginning of Fiscal Delayed Income Debits 
Period) Miscellaneous Debits 


Debit Balance Transferred from Income 


GENERAL BALANCE SHEET ACCOUNTS.—Classification of General 
Balance Sheet Accounts provides for 63 primary accounts designed to show 
assets and equities of the corporation. The first account in this classification 
is Investment in Road and Equipment, which controls the subsidiary accounts 
making up Classification of Investment in Road and Equipment. The 
Form of Balance Sheet Statement prescribed by the Commission shows these 
accounts in detail (Forms la, 1b.) 

The Income Statement prescribed by the Commission is shown below in 
summary form: 


Income Statement Items 


OPERATING INCOME: 
Railway operating revenues 
Railway operating expenses 
Net revenue from railway operations 
Railway tax accruals 
Uncollectible railway revenues 
Railway operating income 
Revenues from miscellaneous operations 
Expenses of miscellaneous operations 
Net revenue from miscellaneous operations 
Taxes on miscellaneous operating property 
Miscellaneous operating income 
Tora OpEeRaTING INCOME 
Non-Oreratina Income: 
Total non-operating income 
Gross IncoME 
Depucrions rrom Gross Incomr: rc 
Total deductions from gross iricome 
Ner Income 
Disposition or Net Incomn: 
Total appropriations of income 
Income balance transferred to Profit and Loss 


ACCOUNTING PRACTICES.—The accounting rules governing use of 
classifications are significant. They constitute an important feature of 
Interstate Commerce Commission accounting regulation. 
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ACCOUNTING FOR DEPRECIATION.—Prior to establishment of the 
uniform system of accounts, railroad corporations accounted for main- 
tenance of their properties by current charges for repairs and by charging 
replacements to operations. Replacement rather than abandonment was 
recognized as the basis for the charge, and accounting for maintenance was 
subordinated to the renewals policy. > 

The uniform system of accounts provides for definite depreciation account- 
ing practice. For equipment this practice is prescribed. For ways and 
structures, to which it was applied in 1914, it is optional. Depreciation, 
i.e., loss in value of property units for which repairs cannot compensate, is 
an operating expense. It should be provided for out of current revenues, 
spread over the life of the property, and charged on a monthly basis. A 
depreciation reserve account, Accrued Depreciation-Equipment, is credited. 
Depreciation charges with respect to any unit of equipment ‘shall cease 
when the difference between the ledger value and the estimated scrap value 
shall have been credited to the accrued depreciation account.” 

Determination of the depreciation rate is left to the carrier’s judgment, 
although statements as to bases of calculation are required in the annual 
report. Since 1916 carriers have been required, in certain instances, to 
justify rates used. The Commission’s regulations have not accomplished 
the desired uniformity in depreciation accounting. Carriers have charged 
from 1% to 6% depreciation on equipment. In 1921 equipment deprecia- 
tion rates used by several large trunk line railways ranged from 2% to 4%, 
based on estimated service life of 25 to 50 years. In compliance with pro- 
visions of the Transportation Act of 1920 that it shall ‘‘as soon as practical, 
prescribe, . . . . the classes of property for which depreciation charges 
may properly be included under operating expenses and the percentages of 
depreciation which shall be charged with respect to each of such classes 

,”’ the Commission has recently considered the question anew. 


ABANDONMENTS.— When equipment or fixed improvements are retired 
and replaced, the appropriate property account is credited with “ledger 
value” of item retired. Charges are made concurrently to Accrued Depre- 
ciation account for balance therein applicable to the unit retired and to 
appropriate asset accounts for amount of salvage and insurance. In case of 
fixed improvements, remainder plus cost of demolition is charged to appro- 
priate repair account. In case of equipment, remainder plus cost of demoli- 
tion is charged to Profit and Loss, for depreciation applicable to periods 
prior to July 1, 1907, and to the appropriate retirement (operating expense) 
account. Application of this rule requires property records in such detail 
that the reserve cannot be charged for more or less than amount actually 
reserved for retirement of this identical property unit. If authorized by 
the Commission, any large item representing retirements of fixed improve- 
ments can be charged to Profit and Loss or to a suspense account, Property 
Abandoned Chargeable to Operating Expenses. When fixed improvements 
are retired and not replaced the charge is to Profit and Loss instead of Oper- 
ating Expense. 


ACCOUNTING FOR ADDITIONS AND BETTERMENTS.— Additions 
and betterments were originally provided for in a separate classification. 
In 1914 they were merged with original construction and equipment costs 
in the Classification of Investment in Road and Equipment, although the 
records must be so kept that original costs and subsequent expenditures 
for additions and betterments can be reported separately. 
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Additions are additional facilities such as tracks, buildings, bridges, 
equipment; and additions, or devices added, to facilities already in existence, 
as, additional ties in an existing track, air brakes, etc. 

Betterments are ‘‘improvements in existing facilities through the sub- 
stitution of superior parts for inferior parts retired,”’ as, substitution of 
steel-tired for cast wheels and 90 lb. for 70 lb. rails. 

The Uniform System of Accounts provides that additions and betterments 
should be charged to capital, that ‘‘all the cost of maintenance and not more 
than the cost of maintenance’’ should be charged to operations. Prior to 
1907 no uniformity existed in accounting methods for maintenance and 
improvements. Formal depreciation accounting was not practiced. The 
problem received consideration only when retired units were replaced. 
Although replacements were sometimes charged to capital, maintenance was 
recognized as operating cost. 

The Commission holds that any expenditure reflecting an increase in 
carrier’s investment in property is a legitimate charge to capital, but adopts 
a compromise policy in its accounting rule. It specifies that cost chargeable 
to investment in road and equipment ‘‘is the excess cost of new parts over 
the cost at current prices of new parts of the kind retired.’”’? Both physical 
and value aspects of the problem receive consideration. Cost is the basis 
for measurement of improvement but it is cost in excess of cost of replace- 
ment in kind. The Commission also rules that “if the total cost of additions 
and betterments to any class of” property “(except additional, or extension 
of, tracks), under a general plan, considered as a whole, is less than $100, 
the amount” shall be charged to Operating Expenses.‘ 


DISCOUNT ON SECURITIES.—Investment accounts, prior to 1907, 
often carried value of investment in road and equipment at a figure approx- 
imating par value of securities issued therefor. Present classificationg 
provide that discount on capital stock or discount and expense on funded 
debt shall not be ‘included in any account as a part of the cost of acquiring 
any property, tangible or intangible,” except that portion of debt discount 
which, under a general program of amortization, is applicable to construction 
period. ; 

Discount on stock can be extinguished, (1) by premiums realized on sub- 
sequent sales of same subclass of stock; (2) by assessments levied on stock- 
holders; (3) by appropriations of income or surplus for that purpose; or 
(4) by charges to Profit and Loss upon reacquirement of stock. Premium 
on stock can be extinguished, (1) by discounts suffered on sales of same 
subclass of stock, or (2) by credits to Profit and Loss upon reacquirement of 
stock. Debt discounts and premiums are extinguished by annual charges 
or credits to the income accounts, Amortization of Discount on Funded 
Debt and Release of Premiums on Funded Debt, although carriers are 
allowed the option of extinguishing the whole debt discount through charges 
to Profit and Loss and deferring extinguishment of debt premium until 
maturity of the debt. 


EQUALIZATION OF EXPENSES.—Equalization of maintenance expenses 
in accord with a budget of expenditures adopted for the year is provided for 
by two primary maintenance expense accounts, Equalization-Ways and 
Structures, and Equalization-Equipment,® and operating reserve accounts, 


4 Made effective Jan. 1, 1921. In the 1914 classifications this practice was optional for 
charges less than $200. 
© Both added in 1921. 
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Equalization Reserve-Ways and Structures, and Equalization Reserve- 
Equipment. Use of these accounts is optional. When amount actually 
expended for maintenance during any month is less than the equalized 
portion of proposed expenditures, the difference is charged to the expense 
account, Equalization—Equipment, or Equalization—-Ways and Structures, 
and credited to Equalization Reserve-—Equipment, or Equalization Reserve - 
Ways and Structures, as case may be. When amount actually expended is 
more than the equalized portions of proposed expenditures, difference is 
charged to the equalization reserve account and credited to the expense 
account. Credit balances in reserve accounts may be carried over from 
one year to another but under no circumstances may debit balances be so 
carried over. 


COST ACCOUNTING FOR RAILWAY OPERATIONS.—Whether or 
not cost, as determined by application of cost accounting methods, is a 
proper basis for the charge for a particular transportation service, cost 
analysis contributes to the solution of problems now before the commissions. 
Division of operating expenses between freight and passenger service is the 
limit to which cost accounting analysis has been carried in practice. A 
plan for such a division of expenses can be formulated in detail only after 
careful analysis of operating conditions and relationship between each item 
of expense and services performed. Two such systems have been in use for 
some time, employed, respectively, by the Pennsylvania Railroad Co. and 
the Oklahoma Corporation Commission. Independent analyses have fre- 
quently been made in connection’ with specific issues before commissions. 

The Interstate Commerce Commission, on July 1, 1915, prescribed its 
“Rules governing the Separation of Operating Expenses between Freight 
Service and Passenger Service.’’ Suspended during the war, these require- 
ments were again put in force on Jan. 1, 1920. The Commission specifies 
that each operating expense shall be classified as it relates, (a) solely to freight 
service, or (b) solely to passenger and allied services, or (c) in common to 
both freight and passenger and allied services, or (d) to neither freight nor 
passenger and allied services. Appropriate subaccounts to provide for this 
classification are set up under each of the primary operating accounts of the 
carrier. The results of such classification shall be shown in the annual’ 
reports made by each such carrier to the Interstate Commerce Commission. 
Rules for division of expenses common to both services are prescribed. 
Maintenance of signals and interlockers, for example, is to be apportioned 
on basis of transportation service locomotive miles, dispatching trains expense 
on basis of transportation train miles, fuel for mixed train locomotives on 
basis of car miles, superintendence (equipment) on basis of apportionment 
of certain directly assignable expenses. 


MISCELLANEOUS PROVISIONS.—The Commission specifies that 
accounting for expenses and revenues ‘‘shall be as nearly as practicable on 
the basis of accruals,” that ‘“‘accounts shall be written up, posted to the 
general ledger, and balanced monthly,” and that final entries for a month 
must be made within 60 days. 

Classifications provide for an investment account, Interest during Con-~- 
struction. To this account is charged interest paid on bonds during construc- 
tion period, also reasonable charges for interest on carrier’s own funds 
expended for construction purposes. 

Classifications do not sharply define disposition of income and appro- 
priations of surplus. At least five important items may be charged either 
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to Income or Profit and Loss, namely: dividend appropriations; extinguish- 
ment of stock discount; extinguishment of debt discount; appropriations 
for investment in physical property; and appropriations to sinking and other 
reserve funds. 

Primary classification of operating expenses is an approach to job cost 
analysis. The account Rails (maintenance of rails), for example, carries the 
cost of labor, materials and supplies, work train service, floating equipment 
work service, special machine service, etc., used in the repair of rails. 


ADMINISTRATION OF ACCOUNTING REGULATION.—The account- 
ing regulations of the Commission are prescribed by order to the railway 
accounting officers who, by specific enactment, are held ‘‘personally respon- 
sible for the enforcement of the accounting rules laid down.’ Besides the 
formal classifications and the ‘‘general”’ and “‘special’’ instructions in con- 
nection therewith, accounting bulletins, issued from time to time, commu- 
nicate the Commission’s interpretations of classifications and approved 
accounting practices. 

The Commission has exercised its authority ‘‘to inspect and examine any 
and all accounts, records, and memoranda,” including correspondence of 
carriers, although in recent years it has not done much in the way of auditing 
accounts of individual carriers. The Commission requires an annual report, 
monthly reports of railway operating income by general accounts, as well as 
numerous other reports of matters other than accounting. In 1921 a total 
of 88 reports of an accounting or other statistical nature were required by the 
Interstate Commerce Commission. The annual report is an elaborate 
document, containing balance sheet, income sheet, and approximately 90 
schedules of an accounting, financial, or operating statistical character. 
The schedules give detailed information as to control, capitalization, indebt- 
edness, income, surplus, dividend appropriations, and reserves of the corpo- 
ration; also as to ownership, improvement, operation, lease, depreciation, 
retirement, replacement, maintenance of, and investment in, property. 
The annual report fortyear ending Dec. 31 is due Mar. 31. 

The Interstate Commerce Commission exercises jurisdiction over prac- 
tically all phases of railway accounting. Although it does not usually con- 
cern itself with the ordinary routine of internal accounting procedure, the 
scope of its examinations is broad enough to cover all practices from origin 
to destination. Effectiveness of commission regulation of railway accounts 
is assured by the active co-operation of the railway accounting officers 
through the Railway Accounting Officers Association. Present standardiza- 
tion of internal accounting procedure is the outgrowth of years of endeavor 
on the part of accounting officers to prescribe, for themselves, uniform 
practices and standard forms by which to record the business of transporta- 
tion and its financial results. ‘‘ Railway Accounting Procedure,” published 
by the Railway Accounting Officers Association, presents in detail the 
comprehensive body of rules and forms, some mandatory, some recommenda- 
tory, governing joint business of carriers where interline movements are 
involved. tral 

In connection with the classifications, the Commission provides that 
carriers may subdivide any primary account; may make assignment of the 
amount therein to operating divisions, to its individual lines or to states; 
“may keep any temporary or experimental accounts for revenues or expenses, 
the purpose of which shall be to develop the efficiency of operations,” 
provided in each case that such action does not impair the integrity of the 
accounts prescribed. 
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Accounting Regulation by the States 


JURISDICTION OF STATE COMMISSIONS.—Most state commissions 
exercising regulatory powers over public utility corporations are authorized 
(in some cases required) to prescribe uniform systems of accounts for utilities 
under their jurisdiction, to examine accounts and other records, and to 
require such reports as may be necessary to insure proper performance of 
their functions. An effective administrative supervision of gas and electric 
companies, as of railroads, can be exercised only on the basis of facts furnished 
by adequate accounting records. 

In 43 states, commissions have been granted authority to regulate account~ 
ing practices. In 43 states, commissions have been authorized to “pre- 
scribe’? uniform systems of accounts, usually wath the complementary 
power to examine and require reports. The authorizing section of the law 
usually states or implies that no other system of accounts shall be kept, 
although this does not prevent a company from keeping of special records 
for its own use and information. 

Some commissions have jurisdiction over all public utilities; the jurisdic- 
tion of others is limited. At present, in 47 states, there are 14 public service 
commissions, 11 public utility, 12 railroad, 5 corporation, 2 railroad and 
public utility (and 4 others) exercising jurisdiction over railroads and/or 
public utilities (understood as all utilities except railroads) and/or so-called 
local utilities. The jurisdiction of the Iowa commission with relation to 
accounts is limited to railroad and express companies; the Michigan com- 
mission to telephone, gas, and electric companies; whereas the Oklahoma 
commission has jurisdiction over steam and electric railways, sleeping car, 
pipe line, gas, electric, water, telephone, telegraph, express, and automotive 
companies. 

Steam and electric railways, certain other transportation agencies, and 
telephone and telegraph companies, engaged in both state and interstate 
business, have a dual responsibility—to the state commission on the one hand 
and to the Interstate Commerce Commission on the other. To avoid 
conflict of authority and duplication of effort which might result from inde- 
pendent exercise of regulatory power, many state commissions have been 
instructed to accept the accounting rules of the Interstate Commerce Com- 
mission for these utilities. The New York Public Service Commission 
Law, for example, specifies that ‘‘the system of accounts established by the 
commission and the forms of accounts, records and memoranda prescribed 
by it . . . . shall conform in the case of railroad corporations as nearly as 
may be to those from time to time established and prescribed by the Inter- 
state Commerce Commission.”’ The Michigan statute conferring authority 
over telephone companies specifies that ‘‘no such regulation shall be in 
duplication or in addition to any regulation... . made by the Government 
of the United States.” Where not so instructed, most commissions have 
recognized the advisability of such procedure, particularly in case of steam 
and electric railways. State commissions now exercise, independently, 
little authority over accounts of steam railways. With few exceptions they 
have adopted the Interstate Commerce Commission’s classifications for 
electric railways. , 

In 38 states, commissions have been granted authority to regulate account- 
ing practices of telephone companies; in 35 states, telegraph companies. 
But state commissions make their distinctive contribution to the regulation 
of accounts in connection with local utilities, In 35 states, commissions 
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have been authorized to regulate accounting practices of gas companies; in 
35 states, electric companies; in 32 states, water companies; and in 21 
states, certain automotive companies. Various other enterprises such as 
toll bridges, water carriers, warehouse, messenger and signaling, heating and 
refrigerating, and natural gas companies, are brought within the jurisdiction 
of certain commissions. 


EXERCISE OF JURISDICTION.—In 31 states, systems of accounts 
have been prescribed for telephone companies; in 16 states, the Interstate 
Commerce Commission classifications as such have been prescribed by law 
or adopted by the commissions. In 27 states, commissions have prescribed 
systems of accounts for gas companies; in 31 states, for electric companies; 
in 21 states, for water companies; and in 5 states, for automotive companies.® 
Under an act of Congress, approved in 1909, the Interstate Commerce 
Commission promulgated a system of accounts for gas and electric companies 
in District of Columbia. This system is still in use and has been adopted 
by at least one state, Georgia. Practically every uniform system of accounts 
prescribes a definite depreciation accounting practice. The commissions of 
42 states require annual reports; the commissions of 13 states require monthly 
reports. 


CLASSIFICATION OF UTILITIES.—A uniform system of accounts. for 
local utilities must meet requirements of companies of various sizes. This 
is usually accomplished by classifying utilities on the basis of operating 
revenues and providing successive subdivisions of operating expense accounts 
for use of the larger classes. These classes, usually three or four in number, 
depend upon the size of the utility interests in the state. Electric utilities 
in New York and New Hampshire are classified on basis of operating revenues 
as follows: 


New YorK New HAMPSHIRE 
Class Revenues Class Revenues 
Ist............Im excess of $500,000 A...............In excess of $50,000 
STL nite teh ato 26, Ses $100,000 to $500,000 B................$20,000 to $50,000 
SEC Ne as elo OOOO LOOT Ogee Ca. nta amine a keh eens $3,000 to $20,000 
AG ameter ey, cikerss so.) sats esse bani 2oCOO0 tm clerics il ee eke ie saree Less than $3,000 


The New York classifications for the Ist class call for 94 operating expense 
accounts; 2nd class, 60; 3rd class, 44; 4th class, 43. 


UNIFORM SYSTEMS OF ACCOUNTS.—The uniform systems of 
accounts prescribed for gas and electric companies by the Massachusetts 
Department of Public Utilities and the New York Public Service Commission 
represent standard practice. The New York systems have been thoroughly 
tested in large industrial communities. The Massachusetts systems, origi- 
nally adopted in 1886 and 1887, were revised, recently in conformity with 
present tendencies toward standardization. ° 


MASSACHUSETTS SYSTEMS.—The complete classifications for gas 
companies, including expense accounts for Class A utilities (with operating 
revenues in excess of $200,000), are shown below: 


6 Not included in the above are the systems of accounts now in preparation by the 
Alabama Public Service Commission for telephone, gas, electric, and water companies. 
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Schedule of Balance Sheet Accounts 


Asset Accounts 
INVESTMENTS: 
Plant Investment 
General Equipment 
Unfinished Construction 
Miscellaneous Physical Property 
Other Investments 


CuRRENT ASSETS: 
Cash 
Special Deposits 
Notes Receivable 
Accounts Receivable 
Interest and Dividends Receivable 
Materials and Supplies 
Other Current Assets 


RESERVE Funps: 
Sinking Funds 
Insurance and Other Funds 


PREPAID ACCOUNTS: 
Prepaid Insurance 
Prepaid Interest 
Other Prepayments 


Unapsustep Desits: 
Discount on Bonds 
Property Abandoned 
Other Unadjusted Debits 


Liability Accounts 
Capirau Stock: 
Common Stock 
Preferred Stock 
Employees’ Stock 


PREMIUM ON CAPITAL STOCK: 
Premium on Capital Stock 


Bonps anp Coupon Notes: 
Bonds 
Coupon Notes 


CurRENT LIABILITIES: 
Notes Payable 
Accounts Payable 
Consumers’ Deposits 
Matured Interest Unpaid 
Dividends Declared 
Other Current Liabilities 


AccrurEp LIABILITIES: 
Tax Liability 
Interest Accrued 
Other Accrued Liabilities 


UnNaApDJUSTED CREDITS: 
Premium on Bonds 
Other Unadjusted Credits 


RESERVES: 
Insurance and Casualty Reserve 
Depreciation Reserve 
Other Reserves 


APPROPRIATED SURPLUS: 
Sinking Fund Reserves 
Miscellaneous Fund Reserves 


Prorit AND Loss: 
Profit and Loss—Balance 


Schedule of Plant Investment and General Equipment Accounts 


INTANGIBLE PROPERTY: 
Organization . 
Miscellaneous Intangible Investment 


TANGIBLE PROPERTY: 
Lands 
Structures 


Gas PropueTion EQUIPMENT: 
Boiler Plant Equipment 
Engines 
Miscellaneous Power Plant Equipment 
Benches and Retorts 
Water Gas Sets 
Purification Apparatus 
Other Equipment at Works 


TRANSMISSION AND DISTRIBUTION: 
Street Mains 
Services 
Consumers’ Meters 
Consumers’ Meter Installation 


UTILIZATION EQUIPMENT: 
Street Lighting Equipment 
Consumers’ Premises Equipment 


UNDISTRIBUTED ExPENDITURES DURING 

CoNSTRUCTION: 

Engineering and Superintendence 

Law Expenditures During Construction 

Interest During Construction 

Accidents and Damages During Con- 
struction 

Taxes During Construction 

Miscellaneous Expenditures During Con- 
struction 


GENERAL EQUIPMENT: 
Office Equipment 
Shop Equipment 
Stores Equipment 
Transportation Equipment 
Laboratory Equipment 
Miscellaneous Equipment 
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Schedule of Income Accounts 


OPERATING INCOME: 
Gas Operating Revenues 
Gas Operating Expenses 
Uncollectible Operating Revenue 
Taxes Assignable to Gas Operations 


Non-OperaTInG INCOME: 
Merchandise and Jobbing Revenue 
Rent from Gas Appliances 
Miscellaneous Rent Income 
Interest and Dividend Income 


Income from Sinking and Other Reserve 
Funds 

Amortization of Premium on Bonds 

Miscellaneous Non-Operating Income 


DeEpuctTions FROM Gross INCOME: 
Miscellaneous Rents 
Interest on Bonds and Coupon Notes 
Miscellaneous Interest Deductions 
Amortization of Discount 
Miscellaneous Deductions from Income 


Schedule of Profit and Loss Accounts 


Credits: 
Credit Balance at Beginning of Fiscal 
Period 
Credit Balance Transferred from Income 
Account 


Miscellaneous Credits 


Debits: 
Debit Balance at Beginning of Fiscal 
Period 


Debit Balance Transferred from Income 
Account 

Surplus Applied to Sinking Fund and 
Cther Reserves 

Dividend Appropriations of Surplus 

Appropriations of Surplus for Depre- 
ciation 

Discount on Bonds Extinguished through 
Surplus 

Other Deductions from Surplus 


Schedule of Operating Revenue Accounts 


REVENUES FROM SALE or Gas: 
Metered Sales to General Consumers 
Flat-Rate Sales to General Consumers 
Prepaid Gas Sales 
Sales to Other Gas Companies 
Municipal Street Lighting 
Miscellaneous Gas Revenues 


Revenurs FrRoM MisceLLannous Gas 
OPERATIONS: 
Steam Sales Revenue 
Rent from Property Used in Operation 
Miscellaneous Operating Revenues 


Schedule of Operating Expense Accounts ; 


PRODUCTION EXPENSES: 
OPERATION 

Superintendence 
Boiler and Engine Room Labor 
Retort. House Labor 
Generator House Labor 
Purification Labor 
Miscellaneous Labor at Works 
Boiler Fuel 
Water 
Power from Other Sources 
Fuel under Retorts 
Coal Carbonized 
Generator Fuel 
Water Gas Oil 
Purification Supplies 
Miscellaneous Works Expense 


MAINTENANCE 
Maintenance of Works 

Structures 
Maintenance of Power Plant Equipment 
Maintenance of Benches and Retorts 
Maintenance of Water Gas Sets 
Maintenance of Purification Apparatus 
Maintenance of Holders 


and Station 


Maintenance of Other Equipment at 
Works 

Purchased Gas 

Residuals Produced—Credit 


Production Expenses Transferred— 
Credit 
o 
TRANSMISSION AND DISTRIBUTION Ex- 
PENSES: 
OPERATION 
Superintendence 
Transmission and Distribution Operating 
Labor 


Fuel for Heating Outlying Holders 

Transmission and Distribution Supplies 
and Expenses 

Inspecting and Testing Meters 

Rernoving and Resetting Meters 


MAINTENANCE 
Maintenance of Street Mains 
Maintenance of Services 
Maintenance of Consumers’ Meters 
Maintenance of Distribution Holders 
Maintenance of Tools and Implements 
Maintenance of Miscellaneous Structures 
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Schedule of Operating Expense Accounts—(Continued) 


UrinizaATION EXPENSES: 


OPERATION 
Municipal Street Lamps—Labor 
Municipal Street Lamps—Supplies and 
Expenses 
Gommercial Lamps 


MAINTENANCE 
Maintenance of Municipal Street Lamps 
Maintenance of Commercial Lamps and 
Equipment 
Maintenance of Consumers’ Installations 


Advertising 
Piping and Appliances 


GENERAL AND MISCELLANEOUS EXPENSES: 


Salaries of General Officers 

Salaries of General Office Clerks 

General Office Supplies and Expenses 

General Office Rents 

Law Expense—General 

Insurance 

Relief Department, Pensions, and Wel- 
fare Work 


Accidents and Damages 

Store Expenses 

Transportation Expenses 
Inventory Adjustments 
Maintenance of General Structures 
Depreciation 

Miscellaneous General Expenses 
Gas Expenses Transferred—Credit 


CoMMERCIAL EXPENSES: 
Commercial Salaries 
Commercial Supplies and Expenses 


New Bustness EXPENSES: 
New Business Salaries 
New Business Supplies and Expenses 


The balance sheet, plant investment and general equipment, operating 
revenue, and operating expense classifications are similar to the Interstate 
Commerce Commission classifications, but the line between income and 
profit and loss is more carefully drawn. Dividends are distributions charge- 
able to surplus. Profits retained to provide for extensions, additions, or 
betterments are appropriations of surplus. 

The subtotals in the income account are significant. The total of operating 
revenues diminished by total of operating expenses, gives net operating 
revenues (or loss). The net operating revenues (or loss) diminished by the 
amount of uncollectible revenues and taxes, gives net operating income (or 
ioss). The addition of non-operating income to net-operating income, 
gives gross income. The gross income diminished by the sum of the deduc- 
tion from gross income, gives net income (or loss), which balance is carried 
to Profit and Loss. 

Provision for depreciation of plant is made by periodic charges to operating 
expense account, Depreciation, and the creation of a depreciation reserve for 
retirement of property. Such reserve can be created by charges to Profit 
and Loss also. Rates of depreciation are, for the present, determined by the 
utility, although the basis of calculation must be reported to the department. 
The maintenance accounts include charges for repairs only. The account, 
Depreciation, is classified under the general account, General and Miscel- 
laneous Expenses. 

The investment accounts are charged for “only such portion of better- 
ments as will, when added to original cost of the property bettered, give the 
value of the property in its bettered condition.’”? The remainder shall be 
“classed as a repair and charged to the appropriate operating expense 
accounts.” 

When property is abandoned, whether replaced or not, Plant Investment 
account is credited. Concurrently, salvage and insurance are recognized, 
and the balance, plus cost of demolition, is charged to Depreciation Reserve, 
up to the amount of the balance in that account, and to the profit and loss 
account, Appropriations of Surplus for Depreciation. Property retired as 
a result of a casualty and not provided for in Depreciation Reserve shall be 
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charged to the suspense account, Abandoned Property, and amortized in the 
future. No alternative charge to Profit and Loss is provided for. 

Organization expenses are amortized within a reasonable period. Reserves 
set aside for definite and specific purposes can under no circumstances be 
diverted to any other use without consent of the Department. A company 
operating both gas and electric properties divides joint non-operating revenues 
and expenses on basis of respective gross operating revenues. Companies 
operating both gas and electric properties are required to keep separate 
gas and electric property accounts, but are not required to keep separate 
balance sheet accounts (other than plant investment). Separate classifi- 
cations are provided for gas and electric operating expense and revenue 
accounts. 


NEW YORK SYSTEMS.—Schedules A and B constitute the balance 
sheet and income account classifications. Plant and equipment accounts 
are grouped under the subtitle, Fixed Capital, in-the balance sheet classi- 
fication. Schedule B, income account, consists of the revenue, expense, 
income, and profit and loss items. The text pertaining to the income account 
contains carefully drawn definitions of every phase of operating, financial, 
contractual, and ownership activity. 

Provision for depreciation of plant is made by monthly charges to General 
Amortization, classified under General and Miscellaneous Expenses, and the 
creation of a reserve, Accrued Amortization of Capital. Rates of deprecia- 
tion are determined by the utility. When capital exhausted is replaced by 
a unit of “substantially greater capacity,’ cost of replacing with a unit of 
same capacity is charged as replacement and the balance as betterment. 
Betterments involving partial destruction of thing bettered are provided for 
as in the Massachusetts rule. Cost of property retired, less salvage, is 
charged to Accrued Amortization of Capital, and necessary adjustments 
made in Corporate Surplus or Deficit. 


STANDARD CLASSIFICATION.—A recent development in state control 
of public utility accounts is the attempt being made by the state public 
utility commissioners through the National Association of Railway and 
Utilities Commissioners, to standardize accounting rules and regulations. 
This association’s Committee on Statistics and Accounts of Public Utilities, 
after a careful study of accounting requirements of local public utility 
control, has prepared uniform classifications of accounts for gas, electric, and 
water utilities. These standards of uniformity have been accepted by the 
association and recommended for adoption by state commissions. 

These classifications represent middle ground of current practice. In 
several instances there is an alternative practice to permit adjustment to 
policy. Particularly is this true in connection with depreciation. A retire- 
ment reserve may be created by periodic charges to Operating Expense, 
or by charges to Profit and Loss, or both. The retirement reserve account is 
provided for equalizing retirement losses from year to year, “but with due 
regard for amount of earnings available for «this purpose in each year.” 
Cost of property retired, less salvage and insurance, is charged to “ Retire- 
ment Reserve” up to the balance in that account. The balance is charged 
to ‘Property Abandoned,” or to other appropriate account. Dividend 
distributions and appropriations to reserves are chargeable to Income or 
Profit and Loss. Such standardization leads to a more satisfactory basis 
for statistical analysis of operating and financial activities of local utilities 
as a class, 
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Public Utility Valuation 


NECESSITY FOR VALUATICN.—An important feature of public utility 
regulation is the valuation of public utility properties. The “fair value”’ of 
property used in serving the publie is recognized by courts and commissions 
as the basis for determining reasonableness of rates, for regulation or capitali- 
zation, for taxation and public purchase. Discussion of “‘fair value” in 
relation to rates appeared in 1897 as dicta in Smyth v. Ames.’ It was 
declared that ‘‘what the company is entitled to ask is a fair return upon the 
value of that which it employs for the public convenience.” This doctrine 
throws the burden, in rate-making, upon valuation. 


VALUATION PROJECTS.—Several states have undertaken on a broad 
scale the valuation of public utility properties. A Michigan valuation of 
railway properties for purposes of taxation was made in 1900. This was 
followed by valuation projects in Minnesota, Wisconsin, Nebraska, and New 
Jersey. 

In 1913 Congress authorized the Interstate Commerce Commission to 
value railway properties in the United States for purposes of regulation. 
This work is carried on through the Bureau of Valuation. The Transporta- 
tion Act of 1920 requires that its results be accepted as prima facie evidence 
of value for purposes of administering the new rule of rate-making and the 
program of railroad consolidation. 


VALUATION IS PURPQSIVE.—Valuations depend upon the purpose for 
which undertaken. Valuation for taxation is made to determine ability 
to contribute toward maintenance of government. Valuation for rate- 
making is made to determine proper compensation for services rendered 
rate-payers. Valuation for capitalization is made to test securities outstand- 
ing. Valuation for public purchase is made to determine proper compensa- 
tion for private property. 

VALUATION BASES.—Several bases have been proposed to determine 
“fair value.’ The Supreme Court in Smyth v. Ames proposed following 
elements of value: amounts expended in permanent improvements; market 
value of stocks and bonds; present as compared with original cost of con- 
struction; probable earning capacity; and amount necessary to cover 
operating expenses. Valuation Act of 1913 instructed the Interstate Com- 
merce Commission to ascertain original cost to date, cost of reproduction 
new, cost of reproduction new less depreciation, and any other elements of 
value. Some elements proposed are inapplicable. The others represent 
three valuation bases: market value, actual investments, and ‘present value 
determined independently of rates and earnings. 

Market value cannot be directly determined because complex properties 
of this type do not enter the market. Two evidences of market value are 
relied upon—quotations on securities market, and capitalization of net 
earnings. Because of many things entirely divorced from value of property 
or its earning capacity, which affect securities quotations, the first of these 
methods is not reliable. Both figures depend so directly upon the mono- 
polistie privilege and upon the prevailing level of rates, that market value 
as a basis for adjusting rates is inapplicable. 

The other bases are: actual investment, and present value determined 
independently of rates and earnings. The most satisfactory evidence of 
actual investment is construction cost and betterment figures taken from an 
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adequate system of accounting records, but usually such records are not 
available. Preregulation accounting records do not always disclose legiti- 
mate construction costs on a cash basis. It is necessary to accept property 
records as they stand or rely upon a physical valuation. 

Physical valuation consists of a physical inventory of property units and 
application thereto of unit prices. Determination of actual investment 
(original cost) requires application of past price bases. Present value requires 
application of present price bases. : 


ACTUAL INVESTMENT.—Determination of original cost to date by 
method here proposed requires analysis of the origin and development of 
the property. To the specific property units now in existence are applied 
unit prices prevailing at time of their acquisition. Such prices are taken 
from contract or other records of the company, standard quotations, or any 
other available data covering cost of similar items elsewhere. This method 
is seldom used because of difficulty in finding reliable price data. The 
Bureau of Valuation has not been successful in determining original cost to 
date by this method. 


COST OF REPRODUCTION.—Present value found by applying present 
price bases to a physical inventory assumes a hypothetical construction 
program. It is equivalent to cost of reproduction, the most generally 
accepted valuation figure. It is the most important element in the Inter- 
state Commerce Commission’s determination of final value. 

Under the cost of reproduction method the efgineer must assume condi- 
tions of construction. He is interested in cost of reconstructing the identical 
property under geographical and topographical conditions prevailing at 
time of original construction. In considering methods of construction, 
sources of supply of labor and materials, length of construction period, ete., 
he must adopt a reasonable procedure. 

In railroad valuation the process of reversion to original conditions is 
described as follows: ‘‘The roadbed is assumed to disappear, and in place 
of the smoothed and well-tended grade the conditions met at the time of 
construction are restored. The right of way and terminal properties pass 
into private hands to be devoted to the same use as adjoining tracts. The 
equipment vanishes, the working force is scattered. The very corporate 
existence ceases.’’8 

Elaborate field investigations are undertaken. Land is easily checked 
but ways and structures present a more difficult problem. Other railroads 
are assumed to exist to haul materials for reconstruction. Materials and 
labor are drawn from the most economical of present sources of supply. 
Present efficiency of labor is assumed. Materials, supplies, and services of 
persons or property which, at present, would be needed to reconstruct the 
property are inventoried in detail. Trackage is measured; yardage of cuts 
and fills and labor for track laying and surfacing are estimated. Team haul 
ahead of construction and transportation of workmen to and from point of 
construction are calculated. Buildings, brtdgesS, and other structures are 
transformed into thousands of bricks, tons of steel, thousands of board-feet, 
barrels of cement, ete. 

The field investigation completed, the next step consists in applying unit 
prices. Presumably unit prices prevailing during the hypothetical recon- 
struction period will be applied to the physical units required for reconstruc- 
tion of roadway and structures. The Bureau of Valuation has applied the 


8 Homer B. Vanderblue in ‘ Railroad Valuation.” 


Sec. 24) PUBLIC UTILITY VALUATION 1205 


average unit prices over a period of 5 years next preceding date of valuation, 
June 30, 1914. 

Land values are determined by applying unit prices based upon “ average 
market value’’ of adjacent tracts. These unit prices are drawn from, (1) 
results of special investigations of land values, or (2) tax assessment records, 
or (3) records of real estate transfers. To these figures, based upon the 
“normal market value’ of adjacent tracts, is usually applied a multiple to 
cover additional costs of acquiring land for railway purposes. This multiple 
varies in different valuation projects from 10% to 400%. The use of such 
multiples was condemned in the Minnesota Rate Casc¢ and, although still 
defended by railway engineers, is not included in the Bureau of Valuation’s 
cost of reproduction figure. 

The third important element in physical reconstruction of the property is 
overhead expense of construction and acquisition. Items such as costs of 
materials inspection and cost of maintaining concentration yards for con- 
struction materials are provided for in unit prices for materials. But general 
charges for superintendence, engineering, promotion, legal services, and 
interest, taxes, and insurance during construction, are generally included 
within the reproduction cost total by the addition of a percentage of certain 
basic construction cost figures. 


COST NEW LESS DEPRECIATION.—The most controversial problem 
in valuations is that of depreciation. It occurs in connection with both the 
original cost to date and cost of reproduction methods. If accrued deprecia- 
tion is deducted from original cost new to date, a figure called ‘unimpaired 
investment” is obtained.’ 1f from cost of reproduction new, the result is 
the cost of reproduction new less depreciation referred to in the Valuation 
Act. The utilities deny the legitimacy of such deduction. A ““seasoned”’ 
plant property, adequately maintained to the proper standards of operating 
efficiency, they contend, is more valuable than a new plant ready for 
operation. 

INTANGIBLES.—In addition to the physical valuation here described and 
eertain allowances claimed for “contingencies” and “incidentals” which 
‘escape the eye of the valuation engineer, certain intangible items have been 
claimed by the utilities, and in some instances recognized by the courts, as 
‘elements in value of a public utility property. For the most part these items 
‘constitute what is called franchise value, going value, or developmental value. 
Franchise value represents value which attaches to a property because of the 
utility’s franchise right to operate it for profits. Going value represents the 
value which attaches to a complex property, organized and operating for 
profit, with established business relations, which would not attach to the 
unorganized aggregate of property units. Developmental value represents 
sacrifices of investors in foregoing profits during early years of operation, 
while developing profitable business. 


CRITIQUE.— Adjustment for construction overhead in cost of reproduction 
is not always based on fact. From 1% to 15% of other basic costs have been. 
claimed for these items. In most state valuations 4% has been allowed. 

Franchise value is the value of a public grant of monopolistic privilege and 
should not be construed against the public. Its value reflects earnings, and 
rates are in question. It has no place in valuation for rate-making. Going 
value represents a large number of important relationships which, doubtless, 
have a bearing on the success or failure of the business, but neither these 


9 Homer B. Vanderblue in “ Railroad Valuation.” 


1206 PUBLIC UTILITIES (Sec. 24 


elements nor “profits foregone’’ constitute legitimate additions to value 
of property. 

An analysis of depreciation in relation to public utility valuation must not 
be based on the ‘“‘market value” analogy. Depreciation is a fact. Property 
units expire. A fully maintained vlant property adequately meets service 
requirements. As income-bearing property it may be more valuable than 
when new. But depreciation of property units takes place before require- 
ments of operating efficiency force replacement. Present physical value 
status of the property is dependent upon past depreciation, addition, and 
betterment policies, and upon past accounting for income. In valuation for 
rate-making, value as a rate base is sought, a figure on which the utility 
should be allowed to earn, and on which the public should be forced to pay. 
This value should be free from the influence of earning capacity. It may be 
that the utility should be allowed to earn on a figure representing undepreci- 
ated value, but this has no bearing oa value. When value is sought, whether 
based on original cost or cost of reproduction, it should be depreciated value. 

Original cost is difficult to ascertain and, if based on construction records, 
involves possibilities of subsidizing extravagant expenditure and of penalizing 
efficient construction methods It denies to the utility any element of 
“unearned increment,’’ whereas cost of reproduction allows for it. Cost of 
reproduction relies upon assumption. In case of land, values produced in 
part by the railroad enter into the figure on which the utility should earn 
rates. 


VALUATION IS AN ECONOMIC PROBLEM.—Whether actual invest- 
ment or present value (cost of reproduction) should be accepted as the rate 
base, and what constitutes ‘fair return,” involve economic, legal, and social 
considerations. Many factors must be considered to determine the correct 
policy. Conservative and economical management of construction and 
operation should be rewarded. Early losses in an industry where profits are 
limited by regulations should be compensated for. Utilities should not be 
penalized for shortcomings of past regulation; or for failure of past rate ad- 
justments to cover operating expenses, including depreciation and a fair return. 
But these items should be “‘ capitalized”’ in fair return; they do not form part 
of value of property. Either these items must be allowed for in the rate and 
the value figure remain a value figure, or value of property as a rate base 
must yield to ‘‘a figure which in view of the circumstances and conditions 
surrounding the construction and operation of the property will give justice 
and equity to the parties in interest.” 
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MUNICIPALITIES 


FUNCTION OF MUNICIPAL GOVERNMENT.— Municipal corporations 
are co-operative societies created to carry on, without profit, those functions 
of a public service nature necessary to protect life, health, and property of 
their members; and to provide and maintain, for use of their members, public 
institutions, buildings, structures, and improvements essential to the com- 
munity’s well-being. 

The administration of their functions and activities is directed by salaried 
officials responsible to the municipality for proper administration of its 
affairs, and of the funds raised by taxation or by other methods, and entrusted 
to them to carry on the functions and activities of the municipality. 

Out of the methods developed for providing and safeguarding such funds, 
have grown the present elaborate systems of municipal ‘‘funds,’’ fiscal pro- 
grams, and the various peculiarities of municipal fund and appropriation 
accounting. Much of the procedure is the outgrowth of the idea of the 
“internal check,’’ and a desire to avoid responsibility, but is legally estab- 
tished and must be complied with. 


ACCOUNTING PRINCIPLES.—Principles of business corporation ac- 
counting present the survival of the best in form and method, being the result 
of modern competitive conditions which require that accurate, detailed infor- 
mation be presented for purposes of efficient administration. Similar meth- 
ods should prove advantageous to municipalities; yet in few cases is ordinary 
business expense accounting found in city offices. 


Municipal Funds 


FUND DEFINED.—A most essential requisite to the consideration of 
municipal accounting is an understanding of the term municipal fund. With 
municipalities, fund signifies a sum of money, or other resources, collected 
either from various miscellaneous sources (general funds); from sale of 
financial obligations (capital funds); from assessments against property (spe- 
cial funds), etc., etc.—all to provide means to defray expenditures involved 
in connection with definitely specified activities or in attaining certain 
objects. 


PROCEDURE.—A formal procedure, established by law, is employed by 
municipalities in establishing ‘‘funds,’”’ also in utilizing their resources. 
Briefly, this formal procedure embraces four principal steps; 
Establishment of the fund 
Authorization of expenditure 
Operation of funding 
Operation of spending 
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Establishment.—Funds are created by legislative action, or by executive 
order, directing that certain receipts be gathered together and accounted 
for as special resources to be applied in carrying on designated activities. 

Authorization.—Authorization to expend from a fund is, in general, an 
appropriation act of city council, directing that certain amounts be expended 
for certain purposes. In many cases, however, special funds created for 
special purposes are expended without further appropriation act because 
authority for expending is implied in the act by which the fund is established. 

Operation of Funding.—This consists in collecting revenues, or money bor- 
rowed, gathering collections into treasury, and accounting for them by 
proper officials. 

Operation of Spending.—This consists, (1) in encumbering the fund, or 
appropriation, by issue of contracts or purchase orders by responsible offi- 
cial; (2) approval of invoices by responsible official; (3) audit of invoice and 
preparation of a voucher by an auditing officer; (4) cancellation, by reversal 
of entry, of original encumbrance (see 1), and (5) payment of voucher by 
treasurer. 


CLASSES OF MUNICIPAL FUNDS.—Under a prior caption, reference 
is made to some characteristic features of municipal ‘‘funds.’’ Reference 
has also been made to the fact that all transactions entered into by a city 
have relation to the legal restrictions on expenditures and therefore to some 
one of the funds provided. It follows that through such legal restrictions, 
all municipal operations are financed from some fund.: The funds are divided 
into two main groups: 


1. General (or Current) Funds 
2. Special Funds 
The first of these groups is not further subdivided, but the second includes 
three distinct classes, viz., 
(a) Capital Funds 
(b) Sinking Funds 
(c) Special and Trust Funds 

Nearly every city uses the name general fund, or similar term, to designate 
the fund the resources of which are available for any purpose to which the 
city legislative body chooses to apply them. Its resources are all those 
receipts which have not yet been, by law or agreement, applied to some 
special purposes and so are available for general purposes. 

As direct opposite of general fund, special fund is used to designate all 
funds established to provide for some particularly specified expenditure or 
class of expenditures. 

Object of establishing a special fund is, therefore, to insure provision of 
means for carrying on a particular activity or attaining a specified object 
either by diverting certain specified receipts from. general resources, or pro- 
viding funds through some other special means—as sale of bonds, or a special 
assessment for local improvements—proceeds of which may be used for no 
purpose other than the one specified. 

Since resources of the various funds are provided for different purposes, 
accounting records must be maintained with a view to presenting resources 
and surplus of each fund separately from those of all others. This does not 
mean that the cash, for instance, of each fund shall be physically separated 
irom the cash of all other funds; but fund accounts must be so maintained as 
always to indicate how much of total city cash and other resources each fund 
owns. 
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To carry out such requirements, it is essential that 1 completed circle of 
fund accounts for each fund be maintained. ‘The accounting of a city must 
be developed to present the assets of the four principal classes of funds. The 
main characteristics of the four classes of funds are: 


GENERAL FUND.—The general or current fund is that out of which most, 
municipal current operating and maintenance obligations are met. Its re- 
sources are those receipts ordinarily appropriated to meet liabilities incurred 
in current administration and operation of city activities, and in general 
maintenance of properties and equipment during current period. Thus, 
while it is a going fund—always in existence—it is actually a fund of the 
current fiscal period. lts revenues are receipts from the yearly tax levy 
and from those other general and miscellaneous sources not given over by 
law to some special fund. Its liabilities are current obligations of the year 
which, in absence of other provisions, are to be paid from general resources. 
The larger number of budget appropriations are made from this fund and 
most of the detail accounting is in connection with this fund. 


CAPITAL FUND.—Capital fund resources provide for construction work 
or other capital expenditures. It includes among its resources cash and other 
properties derived from proceeds of sales of bonds issued to provide for capi- 
tal expenditure purposes, cash diverted from other funds, or that raised by 
special tax levies for capital expenditure purposes. Its liabilities are those 
incurred to carry out capital improvement programs undertaken, and out- 
standing capital bond issues. 


SINKING FUNDS.—Sinking funds comprise cash and investments accu- 
mulated usually by annual increments contributed from general fund to 
redeem bonded indebtedness at maturity of the loan. Liabilities of the 
sinking funds are maturing bonds for redemption of which the funds have 
been created. In some cases bond interest is also paid from sinking funds. 


SPECIAL AND TRUST FUNDS.—This class of funds includes all special 
purpose funds which the city holds and administers as trustee or special 
agent. They may be expendable in total for designated purposes, or only 
their incomes may be available for use by the city, according as deed of trust 
or authority by which they were created may specify. In many cases 
annual estimates of amounts available for city purposes and a budget program 
of expenditures and appropriations are required in greater or less degree as 
amount and purposes of available resources may determine. This class of 
funds also includes moneys which may come into hands of the municipality, 
to be applied for benefit of individuals, or ultimately to be returned to those 
from whom collected, or to their estate. 


FINANCIAL STATEMENTS.—For each of these four separate classes of 
funds there are to be maintained accounts necessary to presentation of 
balance sheets supported by statements of income and expenditures. 

DEVELOPMENT.—Formal establishment of these definite funds and 
funding of all receipts, as per legal requirements, are practices universally 
established by municipal corporations, for following reasons: 

1. To safeguard resources of the fund. 

2. To control amount of the expenditure. 

Bip (DG) prevent obligating municipality for expenditures not legally au- 
thorized, or in excess of amount of resources provided. 

As the natural consequence of such practices, and also of the fact that 
these requirements are legislative ones, the system of accounting known as 
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fund and appropriation accounting has, to within comparatively few years, 
been the only one developed by municipalities. 

Fund and appropriation accounting aims at presenting essential informa- 
tion relating to the condition of a fund. It deals with cash receipts and cash 
expenditures; with disposition of fund resources and habilities; and with 
administration of the fund in accordance with the authorization creating it. 

It does not provide an analysis of expenditure and cannot furnish officiais 
directing the activities of the municipality with the classified information 
furnished by a cost and expense classification of expenditure, essential and 
necessary to efficient management of private corporations. 

Because of such inherent weaknesses in fund accounting, the only system 
ordinarily maintained by American municipalities, there has slowly developed 
an understanding that in addition to fund accounting, municipalities must 
also maintain proprietary and expense accounting, in order to know to what 
purpose their money is applied and to secure efficient management. 


REQUIREMENTS OF MUNICIPAL ACCOUNTING.—While the general 
purpose of accounting is to provide historical records of financial affairs of 
an enterprise, with municipal corporations the record often is little more than 
one of receipts and disbursements of cash. As such it indicates only the 
honesty of officials charged with the duty of receiving and disbursing public 
funds. 

In municipal administration, it is legally necessary to know primarily that 
officials are not spending more money than was appropriated, and that money 
is being spent only for purposes specified. For this reason the principal end 
of appropriation accounting has been to indicate whether or not such is the 
case. Under modern conditions, however, accounting should do more than 
merely prove or disprove honesty. If the historical record is written in 
accordance with modern accounting practice, it should display all facts 
regarding municipal administration in a broad and comprehensive Way so as 
to enable one to judge quantity and value of the work done; also to provide 
information whereby the executive can judge results of the past and plan 
and prepare for the future. 

The completed municipal accounting system presents two separately bal- 
anced groups or circles of accounts, both of which deal with the same receipts 
and expenditures. The two circles are: 


1. Fund and Appropriation Accounts 
2. Proprietary and Expense Accounts 


Fund and appropriation accounting deals with resources and liabilities of 
municipal funds; with the budget; appropriation ordinances: estimated 
revenues and expenditures; actual revenue receipts and the expenditures 
incurred. This is the accounting now universally in use. Proprietary and 
expense accounting deals with financial and operating activities of the 
municipality in a manner similar to that in use among business corporations. 
Fund accounting for governmental corporations is required by law. Pro- 
prietary and expense accounting is not, but it is as necessary to efficient 
administration of city activities as is fund accounting to control of funds. 
Necessity of the two circles of accounts arises from the different purposes 
achieved by each. 

Since municipal corporations must ordinarily obtain funds to carry on their 
activities, by assessing their citizens for larger part of costs of operation, they 
must raise their funds by legally instituted methods and for definite purposes: 
and the law requires that these funds be controlled and administered separately. 
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To control funds so raised and activities of officials in administering them, and 
to insure that funds be expended only for purpose for which raised, appro- 
priation accounting has been instituted and developed, but to the almost 
complete exclusion of expense accounting. 

Estimates of expected revenues and proposed expenditures are made before 
or at beginning of each fiscal period, or soon thereafter; and after more or less 
deliberation, an ordinance, or ordinances, is passed by the city’s legislative 
body authorizing expenditure of definite amounts for specific purposes named 
in appropriation ordinances in greater or less detail. (See under “‘ Budget.’’) 

On authority of the appropriation ordinances, appropriation accounts must 
be opened, with each separately named ‘‘title’”’ contained therein. To each of 
such accounts is credited amcunt of money which may be expended under the 
title represented by the account. Against some one of the appropriation 
accounts so set up, each item of expenditure must be charged, thereby decreas- 
ing total amount remaining unexpended. If actual expenditure of year 
equals the appropriation, the account closes with no balance. In brief, the 
purpose of appropriation accounting is to compare actual with authorized 
expenditure—and it serves no administrative need beyond revealing whether 
or not there are any amounts yet to be expended (which may be one reason 
why it is so well developed). 

Appropriation accounting does not distinguish between plant investment 
and operating expenses except as the appropriation itself is made expressly 
for one or the other. Purchases for stores are charged, ordinarily, directly 
against the appropriation providing the funds to make the purchase, regardless 
of when, where, or for what purpose the material or supply is used. 

A purchase of coal or labor must be charged to the appropriation containing 
the funds provided for making such purchases, which is the end of it; but in 
business accounting, coal is an asset to be charged to expense only as consumed 
and pay-roll is distributed and charged against many accounts which may 
be of either a capital or expense classification. Hence the need of proprietary 
and expense accounting in addition to fund accounting, if information is 
desired from accounts. Moreover, appropriation ordinances cannot be made 
to follow successfully the lines of an expense classification, which is further 
proof that limitations set up in appropriation accounting prevent obtaining 
from it the information which business corporations require 


The Budget 


PREPARATION OF BUDGET ESTIMATES.—In city hall circles prin- 
cipal item of interest, near the end of any fiscal period, is preparation of the 
budget for the next year; and in practice the budget becomes a starting point 
for municipal activities, including accounting. Since money may not be 
expended except as appropriated, and since it cannot be expended except as 
provision is made for obtaining funds to be expended, it is necessary to 
include in the budget estimates of revenues that- will probably be collected, as 
well as estimates of hoped-for expenditures. 

These two classes of estimates prepared by the departments upon executive 
order for consideration of the city council, however complete or incomplete, 
constitute the report designated as the budget, by the aid of which the council 
passes an appropriation ordinance providing funds for continuing city activi- 
ties and operations. 


FORM OF BUDGET.—There is much controversy over the proper form 
of a budget. There is the lump sum budget, segregated budget, and func- 
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tional budget. Much of the controversy is due to the fact that it is quite 
customary to enact the budget as an appropriation ordinance without modifi- 
cation. The budget, however, is merely a request for funds, with an estimate 
of amount required and purpose thereof. These estimates, or the budget, 
may be as detailed and in such forms as desired by those charged with the 
duty of considering estimates and approving, or disapproving, same. In 
the highly segregated budget it is desirable to condense the data for the 
appropriation ordinance. Generally, however, budget estimates are not 
sufficiently detailed to permit proper judgment being exercised in regard 
thereto, and the appropriation ordinance, in such case, is frequently not 
detailed enough to insure proper control over expenditures. 


BUDGET AS FINANCIAL PROGRAM.—The budget, therefore, is, or 
should be, the proposed financial program of the city for a future fiscal period. 
As such it is the most important financial report of the city. To make it 
most serviceable as an instrument by which the legislative body may deter- 
mine financial needs and policies for the future period, it should present the 
following: 


1. Statements and schedules containing full and complete information as 
to present condition of all funds and appropriations. 

2. Schedules of estimated revenues for each fund, and in comparison 
with actual revenues of preceding fiscal period. 

3. Schedules of estimated expenditures of the future period for each 
fund, classified by organization units, and in comparison with 
actual expenditures of the preceding period. 

4. It should also present contemplated borrowings for each fund, in 
comparison with actual borrowing of preceding period. 


Standard form of budget estimate sheet and summary form are shown in 
Forms 1, 2. 


APPROPRIATION ORDINANCE.—After consideration of statements 
presented in budget, the legislative body (city council) authorizes the ex- 
penditure of amounts determined upon, by passing an appropriation ordinance 
which fixes the amounts which may be expended by each organization unit for 
the objects specified. 


TAX RATE.—In passing the appropriation ordinance, amount of tax rate 
applicable to general fund is also determined (assessed valuation having been 
determined), since revenue to be raised by taxation is amount by which 
appropriated amount exceeds estimated revenues. Consideration of this fact 
makes apparent the need of care in estimating the amount of revenues that 
will be collected, since if the estimate is too high, there will be a deficit if 
total of appropriations authorized is expended. On the other hand, if revenues 
are underestimated, funds collected will be in excess of amount needed, and 
an unnecessary and tempting surplus will be created. 

In some states it is legally required that the miscellaneous revenue item 
of the budget estimates of receipts shall be the amount of average receipts 
for preceding 5 years. This requirement checks manipulation. 


STANDARD APPROPRIATION AND ACCOUNTING CLASSIFICA- 
TION.— Budget estimates should be prepared, and appropriations to the 
various organization units of the city should be in conformity with a standard 
classification of accounts uniform for all departments, subdivisions, and 
bureaus, but sufficiently comprehensive in terminology to embrace every 
requirement of all subdivisions of city organization. Such classification is 
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presented below, so designed that it may be used in conjunction with tabu- 


lating machine records. 
in as much detail as desired. 


It permits of decimal subdivision of classification 
Only primary classification is indicated here. 


Standard Codified Classification of Objects of Expenditure 


00 — PERSONAL SERVICES 


1. 
2. 
3. 


4 
5. 
6. 
% 
8 
2; 


Salaries of permanent employees 

Wages of permanent employees 

Salaries and wages of temporary 
help 


Fees and compensation for per- 
sonal services not elsewhere 
provided for. 


10-Services OrHerR THAN PERSONAL 


11 


12. 
13. 


14, 
15. 
16. 


ifr 
18. 


Transportation of persons 
Transportation of things 


Subsistence and support of 
persons 
Subsistence and care of animals 
and storage and care of 
vehicles 


Communication service 

Printing, engraving, lithograph- 
ing, and binding 

Advertising and publications 

Furnishing of light, heat, power, 
and electricity 


19. Special and miscellaneous ser- 
vices other than personal not 
elsewhere provided for 

20 - Fixep CHarGES AND CONTRIBUTIONS 
P 21. Rents 

22. Insurance 

23. Taxes and fees paid by city 

24, Pensions and retirement salaries 

25. Contributions to persons and 
institutions 

26. Damages to persons and prop- 
erty 

27. Interest. 

28. 

29. Special and miscellaneous fixed 


charges and contributions not 
elsewhere provided for 


30 — SUPPLIES 


31. 


32. 


33. 


34, 


Office, drafting, scientific and 
educational supplies 

Fuel (including burning and 
illuminating gases, oils, and 
liquids) 

Mechanics’, engineers’, and elec- 


tricians’ supplies; furnace and 
foundry supplies (excepting 
fuels) 

Cleaning and toilet supplies 


35. 
36. 


37. 
38. 


39. 


Wearing apparel, linen and 
sewing supplies 

Forage and other supplies for 
animals 

Provisions for persons 

Medical, surgical, and labora- 
tory supplies 

Special and miscellaneous sup- 
plies not elsewhere provided 
for + 


40 —- MATERIALS 


4), 


. Miscellaneous 


Raw materials 


. Metals, and metal products 

. Non-metallic mineral products 

. Lumber, and wood products 

. Fiber products 

. Paints, and painters’ materials 


materials 
elsewhere provided for 


not 


50 — EquipMENT AND Parts 


51. 


58. 
59. 


. Production, 


Heat, light, power, ventilation, 
refrigerators, and_ electrical 
equipment 

construction, and 


conveying equipment 


. Livestock 
. Furniture and furnishings 
. Property and life preserving and 


caretaking 


. Educational, scientific, and rec- 


reational equipment 


. Medical, surgical, and labora- 


tory equipment 


Miscellaneous equipment not 
elsewhere provided for 


60 -- LANDS AND STRUCTURES 


(Subdivided as 


80 — 


. Lands 

. Buildings and structures 

. Bridges and viaducts 

. Excavations and quarries 

. Reservoirs and quarries 

. Retaining and restraining walls, 


dams, jetties, ete. 


. Damages and property charges 


Other capital outlays 


requirements of 
city dictate) 


90-— MisceLtLaneous Items Nor OTHER- 


WISE CLASSIFIED 
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Every need of any division of a city organization may be expressed in such 
a classification. Apart from convenience of a standardized classification of 
appropriations to be used by all departments, a greater advantage is perma- 
nent uniformity insured in accounts, however simple or elaborate the analysis 
of a department’s requirements may be. Every kind of service or class of 
thing which may be purchased or acquired, or every object for which an ex- 
penditure can be made, falls naturally and rationally under some one or 
other of the primary classifications, and the secondary classifications where 
needed follow with same facility. 

Department heads, in preparing budget estimates in accordance with a 
standard classification of this kind, must plan and think systematically along 
similar lines, which greatly facilitates the task of the budget-passing body. 
Appropriation accounts, following the use of such a standard classification, 
also become capable: of comparison as between city divisions and as between 


periods, and are therefore of great value in preparation of budget estimates. 
a 


General Ledger Accounts 


GENERAL.—As previously explained, municipal accounts consist of two 
completed circles of accounts, viz., fund circle and proprietary circle, both 
groups being maintained for each class of funds previously described, except 
that ordinarily the proprietary circle of accounts is sufficient to the needs of 
sinking funds. 

The general ledger is, therefore, in practice divided as between the four 
classes of accounts; or there may be four general ledgers, viz., one for each 
class of funds. Each of said primary classes, or ledgers, is further divided 
into two subdivisions, viz., one for fund circle of accounts, the other for pro- 
prietary. Under each of such subdivisions required accounts should be 
arranged in balance sheet order, viz., in order of assets, expenses, liabilities, 
and revenues. Most accounts appearing in the general ledger will, if the 
municipality is of any size, necessarily be controlling accounts. 

BALANCE SHEET.—The representative balance sheet accounts or classes 
of accounts for each fund group are indicated below. For purposes of refer- 
ence to matter following, these accounts are coded. This is a practical work- 
ing code, possessing ample capacity for expansion. 


PROPRIETARY ACCOUNTS 


CovB 
GENERAL FUND.......... 1000 Copp 
Reserves eh bd at ee 1405 
ee b Oho uD aie Br Ohcaes CaRuDerIe 3 tt 100 Tai Surplus (or Deficit)........ 1409 
Taxes Receivable.......... 2 als (a WHOA ok anon een sa: 500 
Revenues Receivable— Revenue Accrued—Taxes... 1501 
Miscellaneous... ....... 1103 Revenue Accrued— 
Accounts Receivable....... 1104 Miscellaneous........... 1502 
Materials and Supplies..... 1105 Recovered Expenditures. . . 1503 
Property—Non-permanent . 1106 
Advances to Other Funds. . 1107 CAPITAL FUND........... 2000 
[ESXPION SE pret a shee tus seats 200 ASSETS... 056i 100 
By Departments.......... 1200 Cashin pie Oe 2101 
By Functional Classifica- Revenues Receivable... ... 2102 
tions. Ria Receivable....... 2104 
aterials and Supplies..... 2105 
Dire SS ee ee 400 1401 Property—Permanent..... 2106 
Warrants Payable. Bi Baers 1402 Advances to Other Funds. . 2107 
Due to Other Funds....... 1403 IX PRONSWS gee anes 200 
Loans—Short-Term....... 1404 Miscellaneous,....,.,..... 2200 
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CopE CopE 
ISTABILITIES = Ssis.0.tra eta ya ole 400 IReservese howe eer 3405 
Vouchers Payable......... 2401 Surplus (or Deficit)........ 3409 
Warrants Payable..... sox 2402 REvE 500 
Due to Other Funds....... 2403 C ene cere Fw a aay > ge een sh 
aed centae ae oe. 2404 ro UtLONS cae se 3501 
Rasen, Pedaiionst & wre 3405 iscellaneous Accruals.... . 3502 
Surplus (or Deficit)........ 2409 SPECIAL AND TRUST 
PREGENISES 6 ch che: ate ct gkt ees 500 FUNDS............--..-- 
Proceeds of Bond Sales... . 2501 ASSES wars. eeuton el oro ee ioe 100 
Revenues Accrued— Cash gers chives teetirens 4101 
Miscellaneous..........-. 2502 Revenues Receivable...... 4102 
Recovered Expenditures... . 2503 Accounts Receivable....... 4103 
SINKING FUNDS: .......2. 3000 Imvestments.2.50.......+- 4105 
Re Pee Ls 100 Advances to Other Funds. . 4107 
Coats eMule) sy By See teal renter 3101 EXPENSES.............----- 200 
Revenues Receivable...... 3102 Miscellaneous... 03 2.2) .-- 4200 
Accounts Receivable....... 3104 PAB IMPDEBS 5. he eueucdeva ance? 400 
TV OSPOeT US petite. ois <a 3106 Vouchers Payable......... 4401 
TRESS ASTON oe a a 200 Warrants Payable......... 4402 
Miscellaneous...........-- 3200 Pe to Other Funds....... Pre 
LIABILEDINS Ns ett 400 OBST VEE ea eat List gine seme neal ; rs 
WV dushersWayable..o4 tes. 3401 Surplus (or Deficit)........ 4409 
Warrants Payable......... 3402 REVENUES........---.--+-- 500 
Due to Other Funds....... 3403 Miscellaneous Accruals..... 4502 
FUND ACCOUNTS 
Copr CoprE 
GENERAL FUND.......... 5000 APPROPRIATIONS AND 
RESERVESs 155 hon en aGiees 400 
RESOURCES..........-.++-+. 100 Unissued Authorized Bonds. 6401 
Estimated Revenues....... 5101 Bond Appropriation Ledger. 6402 
Available Resources. ...... 5102 Reserves auee es aes ee 6403 
Unapplied Cash........... 5103 Surplus (or Deficit)........ 6409 
APPROPRIATIONS AND SPECIAL AND TRUST 
189) 01-1 002,18 01 oe ee 400 FUNDS Cece ick cet Mca eaters 8000 
Unappropriated Estimated RiisoURCHS Neen. ce 6 farts fe ara 100 
INCVONUC sere ser aes 5401 Estimated Revenues... . . j 3101 
Appropriations........... 5402 Available Resources....... 8102 
Reservesen 2.0. eee: 5403 Unapplied Cash..........-. 8103 
Surplus (or Deficit)........ 5409 APPROPRIATIONS AND 
CRPITAL, FUND, 0:0 0025000 6000 RESERVES... - ae ek 400 
Unappropriated Estimated 
RUMSOURCEAIA. chums ieieie nities 100 Revenuewuws ese a scts 8401 
Authorized Bond Issues... . 6101 Special and Trust Fund 
Available Bond Proceeds. . . 6102 Appropriation Ledger... . 8402 
Unapplied Cash........... 61038 Fleservess): .)) Parr case sana: 8403 
Surplus (or Deficit)........ 8409 


INFORMATION TO BE PRESENTED IN ACCOUNTS.— In following list 
is noted, as briefly and comprehensively as possible, main classes of facts and 
transactions to be recorded in municipal accounts to make possible the 
presentation of statements of revenues, expenditures, obligations, and 
resources. 

Such information is of three classes, as follows: 

1. Official actions from day to day of governing bodies and officials 
whereby condition of funds is modified or determined. 

2. Daily business transactions of officials in carrying on city activities. 

3. Net resources of city. 

These essential facts are usually, though not always, to be recorded in 
both fund and proprietary circles of accounts. 

To illustrate intent and purpose of balance sheet accounts designated above, 
and nature of charges and credits made to them, a list of the principal items 
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of information to be recorded is presented below, followed by journal entries 
necessary to record such information in both fund and proprietary accounts 


with such references to information to be recorded, 


journal entries, and 


accounts, as will assist in conveying the idea it is desired to present. 


Principal Acts and Conditions to be Stated (Premises) 


Sym- ENTRY 
BOL No. 
A Official estimate of the amount of 
the estimated revenue which will 
accrue to city within a period... a 
B Official estimate of amount of ex- 
penditure that will be necessary 
to maintain or perform func- 
tions of city government during 
SAME -PELIOG sip acai dee ee 1 


C Amount of tax it will be necessary 
to raise to meet estimated obliga- 
tions of city (difference between 
estimated revenue and estimated 
expenditure—A and B above)... 1 

D Act of council in passing budget 
ordinances authorizing appro- 
DLIALIONS sy pe cr pen ea cio 2 


E Amount of annual tax as author- 
ized by council when assessed and 


confirmed (Tax-rolls).......... 3 
F¥ Charges made by city for permits, 
licenses, privileges, etc......... 4 


G Charges made by city for services 
rendered—cost of which is re- 


Sym- ENTRY 
BOL No. 


L Encumbrances (incurred liabilities) 
of appropriation through issue of 
purchase (open-market) orders, 
or other authorization of services 
to be rendered by outside parties 9 


M Encumbranres of appropriations, or 
other funds through execution of 
COMETACTOT 2 ol cn de cia tice as ee 10 


N Registration by city departments, 
divisions, or offices of invoices 
payable which they approve for 
payment and their distribution 
to appropriation, asset, and ex- 
Pensetaccoubtt se see vee Hae 11 


P Audit of invoices and issue of war- 
rants: payables 4). 4.01 < Steen 12 


Q Liquidation of encumbrances 
(through issue of vouchers pay- 
able or cancellation of orders and 
COMDLACS) sun ele ee oh een are een 13 


S Payment of warrants by treasurer 15 
T Loans in anticipation of collection 


ete sn ee 5 OL COKOS 5 nneind ack cree 16 
H Collection of tax assessments..... 6 V_ Provision for uncollectible taxes.. 17 
J Receipts from miscellaneous sources W Shortage in collection of estimated 

MOL TEVENUC saeco scone iets 7f POVCNUCS Aiko Gus daca ee 18 
K Receipts of ete due city on X Excess of amount received over es- 

accounts receivable. =e 8 timated revenue ssn). 31 es 1S 19 


ENTRIES NECESSARY TO RECORD SUCH INFORMATION.—The 
entries necessary, in event of each of above premises, to reflect conditions 
resulting therefrom, are stated below. These entries and accounts affected 
are also represented graphically in the chart presented herewith (Form 3). 
In the following the alphabetical symbol refers to preceding list of premises; 
the four-place number, to ledger account affected. 


Entries in Proprietary Accounts 


GENERAL GENERAL 

LEDGER LEepGEr 

PrREmM- ACCOUNT PrREmM- ACCOUNT 
ISE No. ISE No. 


Entry No. 1 Entry No. 4 


A r “ti isce 
B lie entry in proprietary accounts F Revenue Receivable—Miscella- 
Cc) ; 


MEOUSe Magee. 1103 
5 Sundry Accounts. ., .Subledger 
Entry No. 2 To Revenue Accrued—Miscl. 1502 
D Noentry in proprietary accounts BneryaNoms 

Entry No. 3 G Revenue Receivable—Miscella- 
Hy Taxes: Receivable. nw. ao ues: 1102 TLS OUB ine se teas dane eye ee 1103 
Sundry Accounts: ../(0..... puubler ger Sundry Accounts. ...7)..... Subledger 
To Revenue Accrued—Taxes. 1501 To Recovered Expenditures... 1503 
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GENERAL GENERAL 
LEDGER € LEDGER 
Prem- Accounr  PReEm- ACCOUNT 
ISE No. ae No. 
N Advances to Other Funds...... 1107 
H Cash ensiyaec i 1101 Sundry Accounts........... Subledger 
To Taxes Receivable... || AE T162 To Vouchers Payable... .... . 1408 
To Sundry Accounts...... Subledger Entry No. 12 
PeViouchers: Payables eee 1401 
Epiry Ne. 7 o Warrants Payable ...... 1402 
J Cashth bes inet see, ber iakel mire 1101 
To pba Receivable— Entry No. 13 
Ii cle Wee ae Oe aT 1103 No entry in proprietary accounts 
To Sundry Accounts...... Subledger Q Tae Tee % ears 
Entry No. 14 
S Entry No. 8 S> WarrantssPayable)) sone 1402 
IK CASHEW eR eR ER Orc e de 1101 Tor Cash yet 0 wats en 1101 
To Accounts Receivable... .. 1104 
To Sundry Accounts...... Subledger Cut Entry No. 15 
hl & Ll Oar ener yn teers act eee 1101 
: Entry No. 9 To Loans—Short Term. ...__ 14 
L_ Noentry in proprietary accounts To Sundry Accounts..,... Subledger 
Entry No. 10 Entry No. 16 
M Noentry in proprietary accounts Vo ‘Surplus,.2( tees} ot Seton Jer 1409 
Entry No. 11 To Reserve for Uncollectible 
WAXCS pace... es 1405 
N Expense SV Piste ae Neer, a 1200 
Sundry Accounts. . eer ce Subledger Entry No. 17 
N Materials and Supplies ...... 1105 W No entry in proprietary accounts. 
Sundry Accounts........... Subledger 
NPPPTOperiv eae od meee we tied 1106 Entry No. 18 
Sundry Accounts ......... Subledger X Noentry in proprietary accounts. 


Entries in Fund Accounts 


GENERAL 
LEDGER 
PReEM- ACCOUNT 
Isk No. 
Entry No. 1 
Estimated Revenue...:....... 5101 
Sundry Accounts — Miscl. 
Sources (Estimated Sundry 
FAC COUN (S))) Serre eee earn a eae Subledger 
B Sundry Accounts—Taxes Sundry 
INGCOUTUS ar ye wae tne Subledger 
To Unappropriated Estimated 
REVenUC., Mata me ere Abe 5401 


Entry No. 2 
D Unappropriated Estimated Rev- 


TUG Oe Fa au nla <0 ere 5401 
To Appropriations ....... ane OLOZ 
To Sundry Accounts...... Subledger 
Entry No. 3 
E Available Resources........... 5102 
To Estimated Revenue...... 5101 
To Sundry Accounts...... Subledger 
Entry No. 4 
F Same as entry No. 3. 
Entry No. 5 
G Same as entry No. 3. 
Entry No. 6 
H Wnapplied'@ash.. (5.0... 4 5103 
To Available Resources. ..... 5102 


GENERAL 
LEDGER 
PREM- Account 
ISE No. 
Entry No. 7 
J Same as entry No. 6. 
Entry No. 8 
IX Same as entry No. 6. 
Entry No. 9 
LL. Appropriations.) .)).7/ 77 5402 
Sundry Accounts........... Subledge 
To Reserve for Encumbrances, 5403 
Entry No. 10 
M Same as entry No. 9, 
Entry No. 11 
INA propriations-.--\ ae nen 540: 
Sundry Accounts........... Subledger 
To Unapplied Cash.......... 5103 
Q Reserve for Encumbrances... __ 5403 
To Appropriation Ledger... .. 5402 


Toé Sundry Accounts... ... Subledger 
(Reversing entry No. 9 for the 
amount of the original encum- 
brance, the place of which the 
invoice amount has taken.) 
Entry No. 12 
P No entry in fund accounts. 
Entry No. 13 
Q See under entry No. 11. 
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GENERAL ‘ GENERAL 
' LEepGER LEDGER 
Prem- Account PREM- Account 
ISE No. ISE No. 
Entry No. 14 Entry No. 17 
S No entry in fund ts. Wi Surplusnisemiasht Ova waa 5409 
ay Rua teshit To Estimated Revenues...... 5401 
Entry No. 15 To Sundry Accounts...... Subledger 
T No entry in fund accounts. Entry No. 18 
X Estimated Revenue............ 5101 
Entry No. 16 Sundry Accounts........... Subledger 
(Teh hee nenwe cmoca.e, prytis cous 5409 To Unappropriated Estimated 
To Available Resources...... 5102 Revenues ety te. oe) oi. si kereare 5401 


General Plan of Municipal Accounting 


RECORDS REQUIRED.—The first essential to presenting accurate records 
and statements relative to current transactions, resources, and liabilities, is 
an efficient plan of reporting transactions, assembling figures, and verifying 
their accuracy. To accomplish this there has developed in municipal account- 
ing offices a general tendency to build up accounting systems along lines 
based, however varied in individual cases, on the following essential classes 
of records: 


1. Files of documents containing the original entry, describing the 
transaction. 

2. Registers for each class of documents. 

3. Subsidiary ledgers, containing only detailed accounts. 

4. General ledgers, containing only control or summary accounts. 


The general method of operating these classes of records is same for all of 
a city’s departments, divisions, and offices, whether applied to revenues or 
expenditures, and, in brief, is as follows: 


1. Preparation of an individual documental record for each transaction, 
duly authorized, verified, and certified. 

. Registration of individual documents, each class in a register of 
suitable design, according to class of document and according 
to fund affected. 

3. Posting of amounts involved direct from documents to detail accounts 
in subsidiary ledgers. 

. Posting of periodical totals from registers to control accounts in 
general ledgers. 

5. Proof of accuracy of work through a comparison of schedules of bal- 

ances of accounts of subsidiary ledgers with balance of controlling 
account in general ledger. 


Such a method is the logical and natural outcome of conditions existing in all 
cities if central control over accounts is attempted. 

Revenues that accrue from many sources in various city departments and 
expenditures that originate in all divisions of the city organization, must 
ultimately be accounted for and controlled through one central accounting 
office, and cleared through one department, viz., the treasury. 

A system of individually numbered documents—originating in depart- 
mental offices, in as many copies as necessary, with control of such documents 
(as filed locally or transmitted to central office or to other offices) through 
registers and schedules, of which also as many copies as are required may be 
produced without extra labor—is the only system flexible enough to obtain 


to 


a 


(See. 25 
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control and also meet the exacting demands of legal requirements. Also, 
since for convenience and expediency the detailed records and accounts ‘are 
usually maintained in departmental offices, while for purposes of control, 
general ledger accounts must be maintained in the central accounting office, 
such methods lend themselves to quick and easy proof or detection of errors. 
Methods suggested here and the form submitted in illustration, are devel- 
opments of the general plan outlined. A chart which attempts to express 
graphically the principles involved, is shown in Form 3 (p. 1220). 


Balance Sheet Accounts of Funds 


FUND ACCOUNTS.—-Typical general ledger accounts stated in the pre- 
ceding are those of the balance sheets for each fund group. 

Accounts of the proprietary circles are those of private corporation account- 
ing (excepting as regards profits) as adapted to the municipal corporation, and 
need no further explanation here. 

The accounts of the fund circles are easily interpreted when it is considered 
that, in a municipality, financial operations begin with a budget consisting 
of two estimates, viz.: (1) Estimated Revenues, (a) Taxes, (b) Miscellaneous; 
and (2) Estimated Expenditures, and that such budget estimates, as fiscal 
year advances, are converted into realities in shape of actual cash receipts 
and expenditures, until finally, at end of year, there exists the record of total 
actual receipts and expenditures, which differs more or less from the original 
estimates. 

The problem of fund accounting, therefore, is to state in the accounts as 
regards any fund, the following: 


1. Original estimates, or amount of possible bond issues. 

2. Official actions taken to materialize estimates. 

3. Accomplished realities. 

4. Net amount by which final results differ from estimates. 


JOURNAL ENTRIES.—Journal entries (without subsidiary ledger entries) 
necessary to accomplish these steps in the general fund circle are given below. 
The entry reference numbers are those cited previously (pp. 1221-1223). 


1. When the estimate of revenue is officially 
adopted by the city council: 

Estimated Revenues—Year......... 

To Unappropriated Estimated Rev- 

ONUEH—— VCS ae. cacsiee seni tie eyes 


2. When the appropriation act is passed by 
the city council: 

Unappropriated Estimated Revenues 

CN ACY ORE CURL RT Ca eR Oe 


3. When revenues are accrued, viz., when the 
tax-rolls are set wp in the accounts as 
revenue receivable: 

Available Resources 
To Estimated Revenues—Year.... 


6. When taxes are collected: 
Unappliedt@ash® 2:5 7419. dip ake ake 
To Available Resources—Year.... 
7. When miscellaneous revenues are collected: 
(Accruals and Collections of Miscellane- 


ous Revenues aré usually simultaneous.) 
Unapplied Cash 
To Estimated Revenues—Year.... 


9. When requisitions on stores are made, or 
when purchase orders are issued: 
Appropriations 
To Reserves for Encumbrances. .. . 


11. When voucher warrants payable are ap- 
proved for payment: 
Appropriations 
To Unapplied Cash.............. 
and, simultaneously, an entry reversing 
No. 9 just preceding, viz., 
Reserve for Encumbrances 
To Appropriations 
(for the reason that the voucher is for 
an expenditure already reserved, and 
replaces that reserve as a charge against 
the appropriation, which necessitates 
the cancellation of the amount reserved.) 
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At end of fiscal year, Estimated. Revenues closes to Unappropriated Esti- 
mated Revenue, and latter account to Surplus, which operation shows either 
a surplus or a deficit for year according as appropriations have or have not 
exceeded revenues accrued. 

A chart presenting in total the principal operations of the general fund 
accounts during a year is presented in Form 4, with a view to making clear 
relationship of the fund balance sheet accounts. 


Accounting for Capital Resources and Liabilities 


THE FUND STATEMENT.—A fund statement in connection with the 
capital fund should be prepared, but is frequently disregarded. Such a fund 
statement should show resources which the municipality has at its command 
to finance public works which involve too large an expenditure to be paid 
out of general revenue. The principal capital fund resource which a munici- 
pality has is its ability to borrow. This is usually controlled by a state law 
which fixes maximum borrowing capacity at anywhere from 5% to 12% 
of assessed valuation of property in the municipality. This resource may 
be set up in the accounts as ‘‘ Possible Bond Issues,’ with corresponding 
credit account called ‘Balance Available for Public Improvements.” 


WHEN BONDS ARE ISSUED.— 


In the proprietary accounts: In the fund accounts: 
Cash Balance Available for Public Improve- 
To Bonds Outstanding ments 


To Possible Bond Issues 
If an appropriation is made of any amount of the sum obtained through a 
bond issue, entry is similar to that given under ‘‘ General Fund,” viz.: 


Unapplied Cash 
To Appropriations 


Frequently a municipality receives a premium on sale of bonds. In such 
case officials usually insist that this amount be used for ‘‘Capital Outlay” 
in same way as the principal. However, since premiums are adjustments of 
interest rate, they should be taken into the general fund and be written off 
over life of the bond. 

Discount on bonds, on the other hand, is frequently made good out of the 
general fund through appropriation. While to handle this correctly is easier 
than in case of the preceding example, it still is difficult in view of the general 
level of accounting knowledge in municipal administration. 

All construction work performed should be charged to Work in Progress. 
When work is completed, this account should be cleared and the expenditure 
charged to the appropriate asset account. 

At end of month closing entries are: 


In the proprietary accounts: In the fund accounts: 
(a) Work in Progress Appropriations 
To Accounts Payable To Unapplied Cash 
(b) Accounts Payable To Reserve for Hncumbrances 
To Cash 
(c) Lands 
Structures 
Improvements 


Equipments 
To Work in Progress 
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LOCAL IMPROVEMENT FUNDS.—Local improvements are properly 
classified under the capital account. The procedure differs among munici- 
palities regarding manner in which improvements are authorized, as well as 
in connection with financing. Local improvements are usually made by the 
municipality and disbursements by city officials. Entire cost of an improve- 
ment may be assessed against property owners; but where a portion only of 
cost is assessed, balance is paid out of general city funds or from proceeds of 
general bond issues. No difficulty is found in accounting where the munici- 
pality assumes the entire cost and sells bonds before work is started. Journal 
entries in this case are: 

Cash Work in Progress 

To Bonds Outstanding To Accounts payable 

Where a municipality pays part of cost of an improvement and balance is 
assessed against property owners, it is necessary to keep an accurate record of 
total cost until project is completed and assessments can be made. This is 
done through a Work in Progress account, with a subsidiary record for each 
improvement. 

If cash is disbursed out of general fund cash, it is necessary to treat the 
matter as though two companies were involved. In general fund accounts, 
credit Cash and charge Advances to Other Funds, and in the capital fund, 
pick this item up by charging Work in Progress and crediting ‘‘ Due to 
Other Funds.’”’ It may be that part of cash so paid out of the general account 
represents the city’s share, in which case amount paid should be charged 
to ‘Advances to Other Funds”’ and picked up in capital account as before. 

When correct amount of city’s share of cost of work is determined, such 
amount is to be treated as a donation to capital fund and charged against 
General Fund Surplus. Likewise, in capital fund, an equal amount of the 
liability to the general fund should be canceled and credited to Capital Fund 
Surplus. 


Accounting for Sinking Fund 


INFORMATION REQUIRED.—Sinking funds are created through receipts 
from the general tax levy, from interest on deposits, securities, and frequently 
from special sources. Facts required to be known about the status and 
administration of the sinking fund are: 


Cash on hand Reserves 

Securities on hand (at cost and market) Surplus 

Accounts receivable Disbursements of sinking funds 
Accounts payable Per cent of yield on investments 


Information should also be presented as to present status of the sinking 
fund in relation to bonds outstanding and conditions of their issue. 
A set of fund accounts will concisely state these facts and would be devel- 
oped by journal entry as follows: 
Unapplied Cash 
Investments 
Accounts Receivable 
To Sinking Fund Reserves (For each bond issue.) 
To Surplus 


Balance Sheet and Statement Forms 


To illustrate, working examples of municipal balance sheets, together with 
statements of operating revenues and expense, are shown in Forms 5-12. 
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The City of ————___— 


General Fund Balance Sheet 


[Sec. 25 


Exursir C 


Date 19— 


Sch 


ASSETS Ne. 


Casu: 
i Geel BPO, ep, Avy qreene ens Oi8 EEO CORTOOIG 
ye Ranch Oo. acces vate tuoi ietaie erelasspeuereie 
Imprest Funds: 
Dept 
Dept 


4 eens Seer cemcerecmeinch na 
Amounts Dur THR City: 
Revenues Receivable: 
Real Estate Taxes: ..0.0..5.+50. 
Personal Taxes... .. =... ccee eet 
PBOMMBAKES HS 5 oe fb aeiee eae eceseceh 
Miscellaneous... 2... es see eee 
Accounts Receivable. ........+---- 


SroreEs: 
Work IN PROGRSSS: 


ADVANCES: 
To Other Accounts.........-...0-- 
Miscellaneous. .....0-sccreerncnes 


TOTAL ASSETS «6 «-:6:6 sree: ereneiee ier 
LIABILITIES 


IMMEDIATE DEMANDS FOR CASH: 
Accounts Payable... ..5.¢...-c506: 
Interest Due and Payable.........- 


Loans TO BE REPAID FROM GENERAL 
REVENUE: 
Due To OTHER ACCOUNTS: 
ACCRUALS: 
Interest on Funded Debt—Not Due 


RESERVES: 
Uncollectible Taxes and Accounts... 
RebaressOD" DAXCH.,.1.ac inch meia ates 


SUR PUUGS Sere che sussscersverereheuten Maisie Grae! ene 


Tora. LIABILITIES..........5+ 


This Year | Last Year 


Comparison— With 
Prior Period 


Increase | Decrease 


Form 9. General Fund Balance Sheet 
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ASSETS 


The City of ———-——_—_—___—_- Exuisir £ 
Capital Fund Balance Sheet Date 19— 
Comparison—With 
Sch ‘ Prior Period 
Noe This Year | Last Year 


Increase | Decrease 


CasH: 
Bre oanike ee es? Sa oe ES 


Amounts Dun THE City: 


Work IN Procress: 


PROPERTY: 
ARAN. Poiedaus ste, tes bes RAI ere 
Building and Structures........... 
Non-Structural Improvements...... 
iqinpments ny cm isetsia fe en o-eterdes 


ADVANCES: 


TROT AT ASSETS... eet. nc claie beckett. 
LIABILITIES 


Loans TO BE REPAID FROM SALE OF 
BONDS ei Paeee ha oot oe ti cowinensea ovaiene 
FunpeEp Dest: 
Bonds issued’... *ec cee ec sas eo: 
Less—Bonds Not Sold........... 
Bonds-Outstanding..| 60 2.5 sccelosc 
Less—Sinking Fund Reserve..... 
Net Bonded Indebtedness.......... 


Due To OTHER ACCOUNTS: 


’ 


RESERVES: 
Depreciation of Property.......... 


DUBPDUS iat Sr teks ea Motdnts sou tanem as 


ToraL LIABILITIOS.........'.45 


Form 10. Capital Fund Balance Sheet 
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Subsidiary Ledgers 


SUBSIDIARY LEDGERS REQUIRED.—It is customary to carry all 
accounts of such a group in a subsidiary ledger. With a municipality, the 
principal subsidiary ledgers are: 


Property Ledger Contract Ledger 

Revenues Rezeivable Ledger Stores Ledger 

Accounts Receivable Ledger Expense and Advance Ledger 
Appropriation Ledger Operating Ledger 


In but one or two cases do these ledgers differ from ordinary subsidiary 
ledgers of private corporations. Sample forms for such ledgers, suitable to 
municipal accounting, are shown hereafter. 


PROPERTY LEDGER.—Property, other than cash and investments, 
owned by a city, falls under one of the following classes: 


Real Estate 

Building and Structure 
Non-structural Plant 
Plant Equipment 
Stores and Supplies 


SAS So 


’ 


All of the above classes, except ‘‘Stores and Supplies,’’ should be represented 
by detailed accounts brought together in the property ledger. Ruling of 
this ledger sheet should be special and so designed as to permit indicating 
graphically street location and dimensions of realty. It is also of advantage 
to provide on same sheet for carrying the depreciation reserve account for the 
particular piece of property the sheet represents in conjunction with the 
property account. 


APPROPRIATION LEDGER.—In the appropriation ledger is maintained 
a separate account for each budget and special appropriation either from 
general, capital, or special funds and with contracts payable from appropria- 
tion or fund resources. For examples of ruling for this ledger, see Form 11. 

Encumbrances (purchase orders or contracts) are charged in detail against 
appropriations supplying cash for expenditures and set up in total as a reserve 
for liabilities incurred through issue of the orders. Such reserves remain in 
force until invoices covering amount of original encumbrance are vouchered, 
when reserve is reversed in each case, and amount of invoice itself is charged 
against the appropriation in place of order amount. This procedure auto- 
matically adjusts all differences between estimated amount of expenditures, 
which is originally reserved, and actual expenditure covered by the voucher 
and warrant. : 

The register of accounts payable form is designed to gather such figures in 
total monthly for the control entries. (See Form 12.) 

Entry made to set up appropriation ledgér, when budget is passed by 
council, is: 


In the fund accounts: 


Charge: For amount of yearly budget in total 
Unappropriated Estimated Revenue (by funds) in the general ledger account— 
Credit: and in detail to each of the separate titles 
Appropriations of the appropriation ordinance, in appro- 


priation ledger. 
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: pee made in connection with ‘‘encumbrances.’ of appropriations are as 
ollows: 


In the fund accounts: 


Charge: ‘ In general ledger for monthly total of 
Appropriations “‘orders”’ entered as per ‘‘register of orders”’ 
Credit: and in detail daily as registered, in de- 
Reserve for Encumbrances of Appro- tailed accounts of appropriation ledger. 
priations 


In the proprietary accounts: ’ 
No entry. 
When vouchers are passed covering orders, entries are: 


In the fund accounts: 


Charge: Charge: 

Reserve for Encumbrances Appropriations 
Credit: Credit: 

Appropriations Unapplied Cash 

In general ledger monthly for total As above, for amount of invoices regis- 
amount of canceled original encum- tered. 


brances as per register of invoices pay- . . 

able and in detailed accounts of appro- 

priation ledger daily as registered. 

EXPENSE LEDGER—CENTRAL OFFICE.—Total expenses incurred by 
city, whether expenditure has actually been made or not, are recorded in this 
ledger immediately the expense is incurred. Mediums through which such 
charges are made are the registers of accounts payable, and journal vouchers. 

Such ledger contains two distinct groups of accounts, as follows: 


1. Those accounts presenting a detailed classification cf expenses of 
those city departinents whose expense accounting is maintained in 
central accounting office of city. 

2. Those ‘‘advance’”’ accounts which control expense accounting of 
departments which, because of their larger activities and larger 
clerical capacity, maintain their own expense accounting. 


Accounts of the second group are suspense accounts, to which are charged 
amounts of all value going into a department and to which are credited value 
of all completed construction work or periodical operating and maintenance 
costs of the department as reported by the department. Such accounts are 
controls of departmental expense accounting through which departments’ 
accounts are connected with those of central office. Central accounting 
office of a city and that of the city department stand in same relationship, so 
far as accounts go, as does the central office of a corporation to the offices 
of its factories or branches. 

With the city, pay-rolls are paid for departments, materials purchased for 
and delivered to them, expenses paid for them, that they may perform certain 
functions. They construct or repair streets, build sewers, maintain parks, 
police the city, clean the streets, furnish water, etc.—all which functions are 
measurable in some unit. Total costs of performing these various functions 
(to be obtained through suitable accounting), if divided by determined upon 
units of measure, give unit cost of construction or operation for each function, 
at which rates departments are to be credited according to number of units 
of completed work reported. 

Amounts to be credited to departmental control accounts in expense and 
advance ledger are amounts to be finally recorded as costs of various con- 
structive and operating functions performed by city. 
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Where special construction work is done, special cost accounting systems 
are maintained by departments performing the work which should be adequate 
to obtain true cost of the work. If cost of work is recoverable by assessments 
on abutting property, this is especially necessary, otherwise the city will 
lose money, as costs are generally above estimates. If work performed 
increases, value of city expense ledger accounts must be charged. 

In general, entries in connection with expense ledger are as follows: 


Central Office Books 


In the expense accounts: In the fund accounts: 

Charge: Charge: 
Expense and Advance Ledger Appropriation Ledger 

Credit: Credit: 
Vouchers Payable Unapplied Net Cash 
In total in general ledger controls In total to control accounts. 
In detail, by departments, or expense In detail to accounts of appropriation 

accounts, in expense ledger. ledger. 


Department’s Books 
In the proprietary accounts: 


Charge: 

Sundry Expense Accounts 
Credit: 

Central Office 

In total to credit of central office. 

In detail to debit of sundry expense 
accounts (control and subsidiary ac- 
counts in operating ledger if cost ac- 
counts are maintained). 


To clear accounts of the department, at end of a period, of costs of various 
construction and operating functions during the period, following entries 
are made: 

Department’s Books 
In the proprietary accounts: 


Charge: Charge: 

Completed Work Central Office 
Credit: Credit: 

Sundry Expense Accounts Completed Work 

Clearing sundry expense accounts of To clear department’s accounts of cost of 
amounts expended on work and to gather completed work. 


such expenditures for such work into 

one cost or expense account. 

DEPARTMENTAL OFFICE.—Ledgers necessary in those departments 
which maintain their own expense accounting may be as follows, as determined 
principally by nature of departmental organization and magnitude and 
character of operations: 


1. Operating (General) Ledger 
2. Expense (or Cost) Ledger 
3. Stores Ledger 


OPERATING LEDGER.—This ledger is to the department what the comp- 
troller’s general ledger is to him. Its accounts are the general ones of the 
department, also those necessary for purposes of control over detailed accounts 
of such other ledgers as department may be called upon to maintain. It may 
be the only ledger a department may find necessary to maintain, in which case 
it becomes simply an expense ledger. For sample see Form 13. 
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EXPENSE (OR COST) LEDGER.— Where the functions of the department 
are numerous and much special construction work is performed, as in a 
department of public works, the cost of the work of the department should 
be gathered on special accounts, each of which represents an order for a 
specific piece of work or a particular kind of a continuous and going expense. 
Such accounts constitute those of the cost ledger. The control of the cost 
ledger, or the controls of various classes of expenditure represented in the 
cost ledger accounts, constitutes in such case the greater portion of the accounts 
of the operating ledger. See Form 14. 


STORES LEDGER.—If materials are purchased and delivered to a depart- 
ment in large quantities, and considerably in advance of their consumption, 
the department should maintain a stores ledger, carrying an account with 
every kind of article taken into stock. There should be recorded therein all 
receipts, issues, and the balance on hand, both quantities and values being 
shown in every case. The control of the stores ledger will be the Stores 
account in the operating ledger of the department, if separate “‘stores’’ are 
maintained by the department. 


CENTRAL STORES.— While advantageous to a city to establish a central 
purchasing department, for no other reason than to accomplish large economies 
in purchasing, there are other advantages. 


NECESSITY OF STORES AND STORES LEDGERS.—Only approx- 
imately correct figures can be obtained in cost and expense accounting if 
provisions are not made for taking values of materials and supplies used on 
work into the expense accounts at time of consumption, rather than at time 
of purchase. Purchases should be charged to the property account, “Stores,” 
and credited to this account and charged into cost or expense accounts of 
departments using the supplies, only when used. By this method, value of 
materials remains on books as property until actually consumed. 

A central purchasing and supply department, independent of other city 
departments, but buying only upon authority of a requisition from them, 
should make all purchases and provide and maintain facilities for storage and 
delivery of all materials and supplies as needed. Stores depots may be 
established throughout a city in accordance with needs and convenience of 
the several departments, but such stores and the materials should be under 
control of the supply department—materials to be drawn for use only upon 
authority of written requisitions from departments. 


STORES WORKING FUND (APPROPRIATION).—The supply depart- 
ment is furnished by appropriation with a working fund, sufficiently large to 
make any purchase required, or to enable it to comply with terms of any 
purchasing contract or program city might wish to enter into. From this 
fund payments are made for all purchases of materials and supplies. City 
departments are also supplied with appropriations for materials in accordance 
with estimated needs. Procedure is as follows: 


1. A department requisitions purchasing department for any materials 
and such requisitions are recorded as an encumbrance of department’s 
appropriations. 

2. Purchasing agent makes the purchase, and on receipt of material 
has it delivered directly on work, if desired, or taken into stock, subject 
to future requisition. 

3. Payment to vendor is made for material from working fund of the 
supply department. 
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4. Department using material gives supply department stores requisi- 
tions for amount of materials delivered from stock for use. 

5. Supply department reports periodically value of all materials de- 
livered as per department’s stores requisitions. 

6. A periodical transfer between appropriations for amounts of reports 
rendered by supply department is made, charging departmental appro- 
priations for amount of materials used and thereby reimbursing supply 
department’s working fund appropriation by value of materials delivered 
from stock. The encumbrance, by requisition upon department's supply 
appropriations, is also canceled, since amount of actual transfer charged 
to the appropriation takes its place in reducing the unencumbered balance 
after appropriation. 

Result of such procedure is that departmental appropriations are charged 
correctly for value of materials consumed (not purchased), and also they are 
charged in the period during which it is used. The stores working fund appro- 
priation remains intact, viz., supplies on hand, plus unexpended balance, plus 
amounts owed by departments, equal total of working fund. 


Revenues 


CLASSES OF REVENUE.—Revenues of the general fund of a city consist 
ordinarily of two principal classes, viz., those derived from taxation and those 
accruing through levying of miscellaneous charges of all kinds, for privileges 
granted, for services performed, and from fines, penalties, forfeitures, interest, 
etc. The general designation Miscellaneous Revenues is given to this second 
class of receipts. The estimate of what miscellaneous revenues will total for 
ensuing year, taken in connection with the appropriation for expenditures, 
determines what amount must be provided by taxation. 

Under head of Taxes are included: 


1. Taxes on real property 3. Poll taxes 
2. Taxes on personal property 4. Taxes on business 
Miscellaneous Revenues includes receipts from following sources: 

Licenses Fines and penalties 
Permits Grants and donations 
Franchises Rents 
Privileges Interest 
Fees Ete. 


TAXES.—Procedure incident to a tax levy is a familiar one, viz., 
1. Fixing of assessed valuation of property, both real and personal, by 


_ tax assessors. 
2. Determination thereby, in conjunction with the budget, of the tax 


rate, and 
3. Preparation of tax levy, viz., tax-roll delivered to tax collector. 
Amount of tax levy having been determined by Department of Taxes, 
entries in the accounts are: 


In the proprietary accounts: In the fund accounts: 
Taxes Receivable Available Resources 
Sundry Accounts (Subledger) To Estimated Revenues 
To Revenues Accrued—Taxes To Sundry Accounts (Subledger) 


For total amounts of tax-rolls in general ledger controls, and in subsidiary ledger ac- 
counts, in detail by class of tax. 
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MISCELLANEOUS REVENUES—DOCUMENTS.— Most of this kind of 
revenue accrues with issue to individuals, firms, and corporations of permits, 
licenses, etc., to do certain things or conduct certain businesses for a definite 
period, subject to stated restrictions, in consideration of which grantee pays 
to city definite amounts as required by city ordinances governing the case. 
Evidence of having made such payments, and therefore that privilege: speci- 
fied has been conferred, is usually in some form of printed certificate, or receipt 
issued by the city official authorized to do so. Protection of the interest of 
both city and citizen requires that all blank forms which may be issued by 
city officials for cash can be accounted for, viz., controlled, and control of all 
revenue from such sources begins with such procedure. General procedure 
necessary to its control (described hereafter in more detail) is that which 
provides that each piece of financial stationery that may be issued for cash 
be separately accounted for from time printer delivers the blank form to the 
city auditor or comptroller, to time when amount for which the form is issued 
is received by the treasurer, or collector, of city revenues, or until proof of 
destruction of the unissued blank is furnished. 


STOCK—FINANCIAL STATIONERY.—The storekeeper’s record require- 
ments for control of such forms are as follows: 


1. That custodian of financial stationery stock (comptroller or auditor) 
keep a stores account for each form, showing quantities received, quanti- 
ties issued, and to whom issued. 

2. That the official needing financial stationery be required to make a 
stock requisition therefor and to receipt for amount delivered to him. 

3. That when forms are issued for cash, a report of their issue be made 
to the auditor or comptroller on forms provided (registers) accompanied 
by a counterfoil. 

4. Periodical inventories, by which stock records and quantities in 
hands of all officials are verified. 

5. Proof of receipt of cash by city treasurer through examination by 
the auditor of receipts and comparison of same with counterfoils of forms 
issued and reports received by treasurer. 


DESIGN—FINANCIAL STATIONERY.—Principal requirements of design 
necessary to accomplish this are, in general, as follows: 


1. Numbering in series and in sequence of each piece of financial 
stationery printed. 

2. That for each original there he a counterfoil, carbon or printed, 
to be separated from the original at time of issue, and also a carbon 
triplicate to remain in files of issuing official. 

3. A provision, if possible, for mechanical checks (as by marginal 
indenture) other than carbon copies, by which amount for which form is 
issued shall be indicated on both original and counterfoil. 


Adaptation of this procedure to needs of each special class may be accom- 
plished as described below. : 


CLASSES OF FINANCIAL STATIONERY.—The typical classes of finan- 
cial stationery are: 


Licenses” Bills (invoices receivable) 
Permits Tickets 
Certificates Tags or. plates 


Receipts 
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The two principal groups are those of licenses and permits. The principles 
stated below as regards methods of control of license and permit forms apply 
in general by adaptation to other financial stationery. Details of handling 
depend upon local regulations and conditions. 


LICENSES.—These are documents evidencing formal grants or permissions 
by persons in executive or administrative authority to persons or corporations 
to conduct classes of business, to pursue kinds of occupations, and to perform 
acts and enjoy rights, which persons or corporations, by reason of police 
regulations enacted or imposed, could not conduct, pursue, perform, or enjoy 
except for such authorization. 


They fall into main groups as follows: 


Those wherein price is based on but one factor and does not change. 

Those wherein price is based on two or more factors and varies. 

Those wherein, price being fixed, date of expiration varies. 

Those wherein price, based on two or more factors, varies and date 
of expiration also varies. 


base 


To whichever group the license belongs, the printed form on which it is 
issued should conform, for purpose of control, to following mechanical 
specifications: 


1. That it be so designed and printed that three copies, original and 
two carbons, may be produced at one writing. Stubs not provided in 
any case. 

2. That the three copies all bear one document number, which shall 
be in sequence in a series of numbers. 

3. If either amount for which issued or date of expiration can vary, 
original and duplicate (counterfoil) should be on one piece of paper, and 
provision for indicating such varying amount or date, or both, by a 
marginal indenture should be made. 

4. If amount or date of expiration, or both, are fixed, print the constant 
factors on the form. No indenture necessary for the constant factor. 

5. Each form should be so drawn that it may be used for as many 
different kinds of licenses in the same general class and issued by the same 
office, as possible, thereby avoiding multiplication of forms. 

6. Original and counterfoil should be printed on safety paper. 

7. Books (or pads) should be bound in sets, preferably in multiples of 
ven. 


The original is the document delivered to grantee. The duplicate (or 
counterfoil) should ultimately reach the central accounting office (either 
direct or through the treasurer) for audit purposes, while the triplicate (second 
carbon) remains in the files of the issuing office as its record of the transaction 


PERMITS.—These are the documents evidencing formal grants or per- 
missions by persons in executive or administrative authority for performance 
of special acts, the nature of which is specifically defined by terms of the 
instrument conveying such grants, and performance of which acts terminates 
the grants. 

They fall into main groups as follows: 

1. Those issued in consideration of payment of fixed amounts. 


2. Those issued in consideration of payment of amounts, which vary 
according to conditions. 
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The printed form on which the permit is issued should conform for purposes 
of control to the same mechanical specifications as stated for licenses. The 
original of the permit is the document to be delivered to the payee. The 
duplicate (or counterfoil) should ultimately reach the central accounting 
office (either direct or through the treasurer) for audit; while the triplicate 
(second carbon) remains in files of issuing office as its record of the transaction. 


CERTIFICATES.—Acknowledgment of receipt of money and compliance 
with requirements are issued by the city in form of certificates, generally to 
be posted by payee in some conspicuous place for public inspection. Reason 
for issue of a certificate is analogous to those attendant upon licenses and 
permits, and varying factors of amount and periods exist as with licenses and 
permits. Such being the case, the same principles of design of form and 
procedure in issuing the certificate hold as with licenses and permits—viz., 
the certificates should be issued in triplicate, bear document numbers in 
sequence, have indentured margins where necessary, and be printed on safety 
paper. 

RECEIPTS (OR TICKETS).—In general, receipts are issued by various 
officials, for amounts received for sundry services rendered by the city—as by 
the weighmaster for use of public scales, by marketkeeper for fees paid for 
stalls, ete.—heing usually for small amounts and for services or privileges 
which do not justify any great amount of formality but for which it is at 
the same time strictly desirable to provide a check upon the official receiving 
the money, whether in large or small amounts. 


Whenever such conditions exist, these methods should be followed: 


1. Print the receipts—wording being adapted to particular case in 
hand—on sheets of five or ten receipts each, and print on each receipt 
its own distinctive document number. 

2. Arrange sheets of receipts in sets of three sheets each, as “‘ Original,” 
“Duplicate,” and ‘Triplicate,’ all to be produced through use of 
carbon sheets at one writing, and each sheet bearing the same ten num- 
bers. 

3. Original sheet should be perforated so that each ticket may be 
separately detached. The duplicate sheet should be perforated only 
along binding edge and detached only as a whole. ‘Triplicate sheet is 
not perforated at all but remains bound in books and takes place of 
a stub. 


Original receipt or ticket is given to payer. Duplicate sheets accompany 
cash deposits with treasurer (in proof of correctness of deposits) and are de. 
livered by treasurer to comptroller for audit and entry in financial stationery 
accounts, Triplicate is the issuing office record in lieu of stubs. 

This form should be specially worded for the office using it, only where 
amount of receipts justifies so doing. There should also be a general form, 
so worded as to be generally usable wherever cash receipts do not justify a 
special form. It should be made obligatory that wherever cash is received, 
no matter how small amounts may be, this recéipt method of procedure be 
observed, if other special forms of financial stationery are not used to evidence 
such receipts. 

In offices issuing tags, or plates bearing numbers in sequence, to evidence 
compliance with city requirements and payment of money, as for licenses 
for vehicles, autos, dogs, etc., issuance of tag should be accompanied by 4 
receipt. wording of latter being adapted to the case in hand, numbers of 
documents issued being same as those of tags or plates issued. 
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Paper stock used for receipt forms should be of such weight as to permit 
two good carbons being easily produced. For original and duplicate, paper 
should be used of some particular brand or make watermarked for the city, 
and purchased under conditions such that only the city is able to obtain it. 
The triplicate may be on most ordinary paper. 


BILLS (INVOICES RECEIVABLE).—For other miscellaneous cases, 
which are pre-billed, where amount of charge made by city is accrued in 
advance of its receipts, an invoice should be rendered for amount due and 
a controlled form of financial stationery should be used in doing it. Use of 
such a form will be for special and varied services for which no other form 
has heen devised. The form should be that of an invoice, original and 
duplicate (counterfoil) printed on same piece of paper, with provisions for 
marginal indenture of amount of bill between counterfoil and invoice, just 
as with licenses and permits. Provision for a triplicate should also be made. 

The form in triplicate, viz., original, duplicate (counterfoil), and triplicate, 
each copy bearing same printed document number, should be bound in pads 
{or books, if more convenient, as it would be for use in making rounds for 
collecting rents). In use, the invoice in triplicate is prepared and accrual 
of indebtedness is registered in an accrual register. The duplicate (counter- 
foil) is then detached, amount of invoice being indicated, in doing so, through 
use of the indentured margin, and original is delivered to the grantee. 

The counterfoils are filed in office of the official who is to receive payment 
from payer. In many cases this is the office of the treasurer; but if some 
other official collects the cash and remits it to the treasurer, counterfoil 
remains with him until bill is paid, and is then sent to treasurer with the 
cash. Invoices being paid and receipted, counterfoil is also stamped paid 
and ultimately reaches the comptroller through the treasurer for audit. 
The triplicate copy always remains as the record of the issuing office. 

Wording of the invoice, as well as the size, should be adapted in all cases 
to needs of the office issuing it. The principles to be followed are to control 
use of the invoice form by departments and provide for return by the collect- 
ing official of an indentured counterfoil previously registered and charged 
in some revenue or accounts receivable account. 


CONTROL OF REVENUE.—Inasmuch as miscellaneous revenues of a 
city are received through many divisions of a city’s organization, the real 
control of a city’s accrued revenues of this class begins with control of issue 
of financial stationery and proceeds from that point, as shown below. 


REGISTER OF REVENUES RECEIVABLE.—tThe daily reports of city 
officials issuing any kind of financial stationery, for cash or for future pay- 
ments, are in form of a register sheet, similar in ruling to the schedule of 
revenues accrued and accounts receivable illustrated in Form 15, made in 
triplicate, and showing essential information as regards the form (document) 
issued ‘and amount collected or to be collected at some future time. One 
copy of the daily schedule, together with cash collected, is sent to the 
treasurer; the other to the central accounting office with the counterfoils of 
financial stationery issued; third copy remains in office of issue. 

Summary registers of revenues receivable committed, compiled from 
daily reports of officials and maintained in the central accounting office, 
gather classified monthly totals of such daily revenue commitments. These 
monthly totals of revenues receivable accrued are then taken up monthly in 
control accounts, and details posted daily (if desired) to subsidiary ledgers. 

Whenever revenues accrue from any source, in connection with the activ- 
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ities of any division of the city organization, but without immediate collec- 
tion of the cash, the same daily system of reporting accruals, immediately the 
accrual amount is known, whether collected or not, should be required, 
exactly as if cash were collected. 

Accounting for revenues should not be on the cash collected basis (as is 
generally the case), but on the basis of accruals, whether cash is collected 
or not coilected, at time of accural. 

Entries necessary to place accruals of miscellaneous revenues in the 
accounts are similar to those for taxes. Detail accounts of the subsidiary 
ledger—revenues and accounts receivable—should be in accordance with 
sources from which revenues are received. 

Cash receipts reported through daily commitment sheets from various 
city officials, alse summarized to obtain monthly classified totals, furnish ° 

monthly entries, as follows: 

In the proprietary accounts: In the fund accounts: 
Cash Unapplied Cash 
To Taxes Receivable To Available Resources 
Tc Sundry Accounts (Subledger) For total cash collections of the month. 
T'o Revenues Receivable Miscellaneous 
To Sundry Accounts (Subledger) 
‘To Accounts Receivable 
To Sundry Accounts (Subledger) 
For monthly totals in general ledger 

control accounts, and in detail in sub 

ledger accounts. 

REVENUES AND ACCOUNTS RECEIVABLE LEDGER.—This ledger 
contains detailed accounts to which all accruals of revenue are charged and 
all cash receipts and all abatements or adjustments are credited. A separate 
account should be maintained with each source of revenue. The controls of 
detailed accounts in this ledger are in these general ledger accounts: 


Revenues Receivable—Real Estate Taxes 


o us —Personal Taxes 

“ « —Miscellaneous Sources 
: é —Water 

C s —Ete. 


Accounts Receivable 
Entries involved in setting up the accounts of the ledger are as follows. 


In the proprietary accounts: In the fund accounts: 


Charge: Charge: 
Revenues Receivable—Real Estate Available Resources 
Taxes Credit: 
Revenues Receivable—Ete. Estimated Revenues 
Accounts Receivable Entered in total monthly, in genera) 
Credit: ledger accounts, for total of revenues 
Revenues Accrued—Taxes accrued; entered in total monthly, in 
Revenues Accrued—Water subsidiary accounts of estimated rev~ 
Revenues Accrued — Miscellaneous enues. 
Sources 


Recovered Expenditures 

Miscellaneous Sales 

Ete. 

Entered ir. tota!, monthly (from sun- 
dry registers) in the general ledger con- 
trol accounts; entered in detail as ac- 
erued, in subsidiary ledger accounts, 
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Expenditures 


PROCEDURE.—Authorization to spend city money carries with it re- 
strictions which city officials must constantly keep in mind. The restric- 
tions are appropriations, or resolutions authorizing bond issues, or agreements 
by which the city stands in the position of trustee or agent. Each trans- 
action of a municipality has relation to some legal reservation, viz., is related 
to some one of the appropriation or fund accounts. Each amount of cash 
disbursed, each payable account, each liability, belongs to or encumbers one 
or more appropriations or funds and must be stated in connection with some 
fund and appropriation, to protect the city from making unauthorized 
expenditures. 

' The procedure in connection with expenditures involves the following 
documents: 


Requisitions on Stores Pay-Rolls 
Requisitions on Purchasing Agent Vouchers Ba 

Purchase Orders and Contracts Warrants {°" Voucher Warrants 
Invoices of Claimants 


The principal points wherein the above-named documents differ in form 
or use from forms in use in private corporation practice, are the provisions, 
few or many, which must be made to comply with legal requirements peculiar 
to a municipality, as regards certificates, approvals, and procedure of officials 
through whose hands the documents must pass. These requirements vary 
greatly in different states and cities, and frequently put most efficient brakes 
upon speedy transaction of business, in addition to the complicated procedure 
they make necessary. 

Samples of the principal documents named are shown below, and pro- 
cedure developed for form illustrated is described where peculiarities are 
sufficient to warrant descriptions. 


REQUISITION ON STORES.—The only pecularity of this form is the 
certificate required. 


REQUISITION ON PURCHASING AGENT.—The. peculiarity in the use 
of this form is that in all cases it must bear an estimate of the probable 
expenditure or actual amount, and at least one certificate of a properly 
authorized official, that the expenditure is proper and necessary, etc. 


PURCHASE ORDER.—Before the purchase order can be placed, a pro- 
cedure including requests for bids, and consideration of quotations, etc., is 
usually required for expenditures involving appreciable amounts (over $25 
in many cases). 

Having reached a decision as to where to place the order, a purchase 
order in quintuplicate is prepared. The disposition of purchase order copies, 
as follows, is typical of the usual practice: 


Originalenis. clan wade OREN dor: ‘ 

First copy...............Retained by purchasing agent. 
HeeONGtEapy7u9.. aan eaen To central accounting office. 

Third copy..............To department that placed the requisition. 
Fourth copy.............Lo the inspection department. 


It is essential that the order indisate an amount to be expended—actua 
if known, estimated if nccessary—and that before it is issued to vendo 
it be submitted to the responsible accounting officer for certification tha 
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the unencumbered balance of the appropriation to be charged is sufficient 
to satisfy the claim when presented. 

The order should not be valid without such certificate. This step is 
necessary to prevent departmental officials from obligating the city for 
amounts beyond limits of authorized appropriations, viz., to control budget 
expenditures. 

Accounting Procedure.—The accounting officer, if he certifies to sufficient 
funds in the appropriation, retains his copy of the purchase order and returns 
the remaining copies to the office of issue for delivery of the validated order 
to vendor. If funds are not sufficient, he cancels the order. 

The amount by which the appropriation is encumbered by the order is 
charged, if approved, to the appropriation under the caption “Register for 
Encumbrance”’ (see appropriation ledger sheet, Form 11, page 1235), and 
the order is registered in the register of incumbrances (see Form 16), which 
provides the periodical total credited to the reserve account. The order is 
then filed to await claimant’s invoice when presented for audit. 


INVOICES.—The invoice is to be considered as a statement of the claim 
rendered by a claimant who has furnished supplies or materials, or who has 
rendered service to the city, said statement of account being the basis for 
settlement ot claims for goods delivered or services rendered. To secure 
uniformity, a standard form of invoice with as many copies as are necessary 
(at least in triplicate) is needed, and all claims against the city except those 
for salaries and wages for which pay-rolls are provided, should be stated 
on this form. As each purchase order is issued, a sufficient number of 
nvoices for purchases made are enclosed to claimant. 


INVOICE CERTIFICATIONS.—As an example of the number of certifi- 
cations which may be required where the idea of multiplying them has 
been well developed, the following list of certifications is presented. 


Oath of claimant: 


Tale OA jak coc mtn Merry he , City and County of..........++++:+- + 88: 

The undersigned, being first duly sworn, deposes and says, that he is authorized to make 
and file this affidavit; that the within account is true and just; that the amount is due from 
the City and County of ............ _.., and that this bill has not been previously 
presented or paid, either in whole or in part. 


Representing: ci. - vec <a g ime emealale ac swiss ielely cis 
Subscribed and sworn to before me this 


Attesting Officer 


Certificate of commissioner of supplies: 


I hereby certify that the prices on this invoice are reasonable and just and in accordance 
with the order, and that I have a properly approved requisition on file authorizing the 
expenditure. 


Commissioner of Finance, Ex-Officio 
Commissioner of Supplies. 
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Certificate of person receiving goods or responsible for performance of 
service rendered: 


I hereby certify that the claim specified herein is for articles received, services rendered, 
or amounts expended for the City and County of................ , and that the quality 


Certificate of head of bureau or division: 
ADPTOVE Dns trae Nee eae ees ae te LY 


Certificate of head of department: 


Upon information contained in the foregoing certificate, which I believe to be corrects 
I hereby approve this invoice for payment. 


Approval of council: 


At a meeting of the Council of the City and County of............._.. OD i)... eee 
this invoice was read and allowed. 


Approval of board: 


Oi col OMe Sat eT ay Ante ach ee: ow. , 19... Approved, and the Auditor 
is hereby authorized to issue a warrant in payment of the account. By order of the Board, 


Secretary 
Certificate of auditor: 
This claim having been properly audited and approved is now allowed and ordered paid 
TROT eile SS Oe ee ae ne oe tld ie pes Fund. 


Deputy Auditor 


The typical procedure followed with the invoice illustrated requires 
claimant to send two copies of his claim to the commissioner of supplies and 
third copy to the accounting department. Space is provided as shown for 
oath of claimant such as is required in many cities, and for various certifi- 
cates and approvals required of officials, bureaus, and boards before the 
expenditure claim can be paid. 


ACCOUNTING PROCEDURE—INVOICES.— When original invoices are 
forwarded by the departments to the accounting department, they are 
audited, registered in the register of accounts payable, and postings are 
made from the invoices directly to the accounts of both appropriation and 
proprietary circles. The encumbrance of appropriations by the amount of 
the corresponding purchasing orders is canceled. 


PAY-ROLLS.—Municipal pay-rolls differ little from those of private 
corporation pay-rolls except in the variety and number of certifications 
required. The possibilities in this line are shown in the following require- 
ments as to certificates: 
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CERTIFICATIONS FOR OFFICE PAY-ROLLS.— 
A. Certificate of municipal civil service commission : 


I hereby certify that this Pay-Roll Sheet has been examined and that the persons named 
hereon have been appointed or employed or promoted in pursuance of law and of the rules 
made in pursuance of law, with the exception of those marked thus X. 


B. Certificate of examiner, auditor’s office: 


I hereby certify that this Pay-Roll Sheet has been examined and that jt is correct as to 
calculations, extensions, and proper certifications. 


C. Certificate of timekeeper: 
I certify that the above Pay-Roll is correct and that the services were rendered as 


stated, exclusively for the City ands County Ome vet ere ee , with the exception of 
leave of absence granted by proper authority. 
Datel owe ea ie Gere ret Seg el? 


D. Certificate of official in charge: 


I certify that to the best of my knowledge and belief, the above Pay-Roll is correct and 
just, and I approve the payment thereof. 


E. Certificate of head of department: 
Approved and warrants ordered by the.....-----<2--- 22+ esserecerccsoe reeicigs 
ID Gioel 4 eee be rein tenn eet ann ca Of 


Secretary. 


F. Certificate of auditor: 
Audited and allowed. 


CERTIFICATION FOR LABOR PAY-ROLLS. 
A. Certificate of municipal civil service commission: 


I hereby certify that this Pay-Roll Sheet has been examined, and that the persons named 
hereon have been appointed or employed or promoted in pursuance of law and of the rules 
made in pursuance of law, with the exception of those marked X. 


Certificate of auditor’s examiner: 


I hereby certify that this Pay-Roll Sheet has been examined, and that it is correct as to 
calculations, extensions and proper certifications. 
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Certificate of timekeeper or person who makes up the pay-roll: 


correctly represents the time such person worked for the Cityand! Countyiof.... aan ; 
as shown by certified time records on file, and that the rates of pay and amounts due are 


Title 
Certificate of foreman or person in immediate charge of the labor: 
I certify that I have been in charge of the persons, whose names appear on the above rolls 


during the period indicated; that the labor has been performed, as stated, solely for the 
Cityeand’ County off nai (5 Re aati soctoter fi 


Certificate of head of department: 
I certify that to the best of my knowledge and belief, the above Pay-Roll is correct and 


just, and I approve the payment thereof. 
(In lieu of oath.) 


Certificate of auditor: 
Audited and allowed. 


Deputy Auditor 


ACCOUNTING PROCEDURE—PAY-ROLLS.— When properly certified 
pay-rolls are received in the accounting department, and invoices payable 
forms showing distribution of pay-roll are prepared and registered in the 
register of accounts payable. From such invoices the various appropriation 
and expense accounts are charged, procedure being same as for a vendor’s 
invoice (see procedure under ‘‘ Invoices’’). 


VOUCHER WARRANTS.—The voucher warrant of a municipality differs 
from the voucher check of private corporations only in that it usually requires 
more approvals (certifications) and is required to pass through a longer 
routing before payment. It is a statement of account with claimant with a 
warrant on the treasury attached, which warrant may become a check through 
entry by treasurer’s office of name of bank at which it is desired to make it 
payable, and attachment of the official signature of the treasurer. 

Warrants are usually prepared in the central accounting office, and after 
passing through the requisite number of offices as legally prescribed, reach 
the treasurer's office. In other cases, after proper approvals, they are deliy- 
ered directly to claimant and only reach the treasurer when presented by a 
bank which demands payment from the treasurer, who satisfies the claim 
by issuing his check. : 


‘ 


REGISTERS.—The usual registers of documents from which totals are 
taken into the accounts are: 


Register of Purchase Order and Contracts 
Register of Accounts Payable (Claims) 
Register of Audited Vouchers 

Register of Warrants 

Register of Warrants Paid 
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Where a department of purchase and supplies is maintained through 
“revolving funds.”’ which is replenished from the material and supply appro- 
priation of other departments, a register of requisitions on stores is also 
necessary, since such requisitions are encumbrances of departmental appro- 
priations exactly as are purchase orders, and should be recorded as encum- 
brances. 


REGISTER OF PURCHASE ORDERS.—This record is maintained by the 
central accounting office and the purchase orders certified (see under “ Pur- 
chase Orders”’) as regards appropriation available, are registered therein. See 
Form 16, page 1246. 


REGISTER OF ACCOUNTS PAYABLE.—The departmental offices regis- 
ter their approved invoices (claims) on this form (in duplicate) and forward 
one copy with invoices listed to the central accounting office. The form 
provides on its reverse for showing distribution of amounts of invoices listed 
to both appropriation and expense accounts. See Form 12, page 1236. 

The central office then audits the claims, and posts amounts directly to 
the appropriations and expense accounts charged, on reverse of the sheet. 
After posting the accounts, central office makes up vouchers (or voucher 
warrants) in satisfaction of claims, or files the invoice to await vouchering 
at some future date. 

Commitment totals are then registered, a separate register being maintained 
for each committing office to obtain totals for monthly entries in controlling 
accounts. The practical way of maintaining such summary registers is 
through the use of a standard form of analysis sheet, which may be headed 
for any analytical or summary use to which it is desired to put it. 


Closing the Books 


PROCEDURE.—Closing the books is the last step in accounting for the 
fiscal year, but as a matter of practice, in opening a set of accounts for the 
new year with a new budget, it is necessary to close the books and bring 
forward the balances before opening entries for new year can be made in 
the fund and appropriation accounts. 

The status of affairs at end of the year usually shows a balance of Cash, 
Uncollected Taxes, Accounts Receivable, and an unexpended Balance of 
Appropriations. Many‘ of the appropriations remaining may terminate 
with the end of the year and also many may continue into the next year or 
even longer, due to contracts or obligations assumed. 

When the correct status of affairs is determined, following entries should 
be made; assuming complete new ledger is opened up for both proprietary 
and fund accounts: 


In the proprietary accounts: In the fund accounts: 
Cash Unapplied Cash 
Revenues Receivable (by years) Available Resources 
Accounts Receivable To Appropriations (by years) 
Stores To Estimated Revenue 


To Warrants Payable 
To Accounts Payable 
To Reserves 

To Surplus 


The proprietary entry needs no explanation. Under the fund entry 
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“Unapplied Cash”’ is the difference between actual cash on hand and imme- 
diate demands for cash represented by the Warrants and Accounts Payable. 

Available Resources is the difference between Revenues Receivable, Ac- 
counts Receivable and Stores, and the Reserves. 

The credit to Estimated Revenues is the balance left after deducting appro- 
priations continued and brought forward, from sum of Unapplied Cash and 
Available Resources. 

Frequently there is a deficit, when the debit Available Cash becomes a 
minus quantity, and is shown on liability side of fund statement. 
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TYPES OF MACHINES AND ACCESSORIES.—It is not the province of 
this handbook to express preference for particular types of appliances, but 
rather to generalize by classes. The descriptions of the various devices listed 
were received from those who responded to invitations extended to practically 
all known manufacturers. 

The following classification, based on functions of machines, will be fol- 
lowed: 


1. Mechanical devices 6. Typewriters: 
Dictating machines Letter-writing 
Automatic cashiers Letter-writing multiple 
Cash registers Bookkeeping and calculating 
2. Calculating machines machines 
Adding Bookkeeping and calculating 
Non-listing machine accessories 
Listing 7. Protective and perforating ma- 
Multiplying and Dividing chines 
3. Time recorders 8. Addressing and mailing apparatus 
4. Dating and numbering machines 9. Miscellaneous 
5. Tabulating and sorting machines 


MECHANICAL DEVICES.— 

Dictating Machines—Dictaphone and Ediphone.—Both the Dictaphone 
and the Ediphone manufacturers present tables showing savings effected by 
dictating machines as compared with dictation to stenographers. In using 
dictating machines dictation is recorded on wax cylinders which take the place 
of stenographers’ shorthand notes. After dictation the cylinders are deliy- 
ered to the typist and transcribed by use of a reproducing or transcribing 
machine. Some of the more recent improvements in dictating machines are: 


Visible recording, a pointer showing exactly where the recorder or repro- 
ducer point is. 

Automatic switch—the motor is started by removing speaking tube from 
its hook and stopped when tube is replaced. 

Cylinder ejector—a lever which loosens cylinder and pushes it to 4 
position where it can be removed without touching the surface. 

Automatic back spacer, enabling dictator to ‘‘listen back’’ to the last 
few lines of dictation. 

Automatic forward spacer, returning carriage to the correct position for 
resuming dictation. 

Pneumatic foot control, controlling starting and stopping of cylinder in 
transcribing. 

Sound modifier, controlling volume of sound. 

Pitch, regulating speed for transcriber’s convenience. 
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The following table gives a comparison of dictaphone with stenographic 
work: 


Comparison of Dictaphone Work With Stenographic Work 


(Made by New York Centra] Railroad) 


Basis: Work done by stenographers during the month of November, 1920. 
Work done by Dictaphone Operators during the month beginning two weeks after Dic- 
taphones were installed. 


Dict. | Letters |Cost per | Monthly Yearly 


Dept. , - 
4 Ptence Oper. | One Mo.| Letter | Pay-Roll Saving 
PMUGILOD epesrcice wiececs aise cies Gwar |e mete: 5,010 | 14.33¢ |$ 718.20 
Passenger accounts.......[......-- 3 4,060 8.42¢ 342.00 
SAVINGHI I jotistverieel tow re Benes ciel bene tow skt 5.91¢.|$ 376.20] $ 4,514.40 
PAUGECOR. .r2i2)dclevs valet Erte cls SSE plo cadis 10,666 | 14.00¢ | 1,493.40 
Revenue accounts........]...:.... 7 | 10,386 7.68¢ 798.00 
SAW IN Glics-:acaye fav orehorey dao te < GPa oc acullascacaoe 6.32¢ |$ 695.40 8,344.80 
PAN Ci ONateye tty s. a0 aula eisenG.s6 1250. | eayenees 11,138 | 12.29¢ | 1,368.00 
ireight ACCOUDLS cisco «isha cy] (os cared = 7 | 11,933 6.68¢ 798.00 6,840.00 
See ee ya A aoe 50s akereree) exercise 5.61¢ |$ 570.00 | $ 19,699.20 
Annual space released 560 sq. ft. @ $3 per year for other purposes. .....-- 1,680.00 
TOTATMANNU AL SAVING ss oc cc csc sles see qa ti clt alele vlavevesseiolaicieiwe elsl= $ 21,379.20 
Pay-Roll and Space Saving over a 5-Year OTOL re race eae eae es $106 , 896 .00 
Cost or DicraPHONE EQUIPMENT: 
LOTT OUG ANS IO Ue Mena bide COGN tre ROL DATO T Ua Cement ae cot rn, $7 , 800.00 
117/ DRA @ nati te OK Da tae icaiecenoli op omoc edn Corcrinona sD 3,060.00 
DST Di SaOO pies arcs th arses cin aia, orejetetotere Sip ate cle is! vesetete 170.00 
$11,030.00 
Less 15% quantity discount. .........- sees eee ee rene eee 1,554.50 
$ 9,475.50 
Less Competitive machines in exchange...........- $ 165.00 
Less Equipment Released: 
TAT y pewribersitre cece e ors efeyeie scat eee) ole) olel~ lye $1,260.00 
PAMIGaS terns et Sa inalang alate cieiscareisis ia) salarnceysie 700.00 
PAT Chairs veam ek rcreie aean civeven vs lass sysiareier’ 252.00 
$2,377.00 
Neti Costiol Bquipmentin cas. crcl ©. a tdvielales « «ld leepererny nearel $7 ,098.50 
Cylinders, 2,000 per year @ 40¢, 5 years... .....seeeeee reer ees 4,000.00 
Tyee eA lito ne Ae bee Rola cin Gen ClO Cnaero Oo AC © aeons DiC ay CnO Oars 11,098.50 


Net Dictaphone Savings for 5 yearTS......ssseee tees reece ree er ances $95,797.50 
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Automatic Cashiers.—The Brandt Manufacturing Co., Watertown, Wis. 
furnish automatic cashiers of two types: 

The paying machine, which pays out sums of 1 cent to $5 (silver), inclu- 
sive, by pressure of one key for cents and one for dollars. Used by banks 
and in industrial concerns on pay-roll work. Models 60, 62, 64, 68. 

The change-making machine, which pays out correct change when amount 
of sale is recorded by pressure of one key for cents and one for dollars. Capac- 
ity, 1 cent to $5. Models 61, 63, 69. 

Use of automatic cashiers is advisable wherever currency transactions 
involving change are numerous. Such use tends to promote both accuracy 
and speed. 

The question of the advisability of handling silver dollars is one to be 
decided by individual preference, being governed more or less by geograph- 
ical location. Models 60 and 61 have capacity of from 1 to 99 cents. 

Cash Registers.— 


National Cash Register Co. 

Standard Register Co. autographic 

Shoupaligner Autographic register 

International Accounting Machine Co., automatic bookkeeping system 
McCaskey Register Co. 

Add Index Corp. 


The product of the National Cash Register Co. covers a wide field, from 
peanut stand to bank. As originally furnished, cash registers consisted of 
a combination of a cash drawer operated by keys, with a window through 
which amount of sale was visible when keys were operated and a strip in the 
machine which recorded all amounts registered. From 1885 to present 
time cash registers have developed until now when, with what is termed 
the accounting machine, as many as 30 classifications can be recorded. A 
description of all machines manufactured by the National Cash Register 
Co. would be impractical in the limited space available, but readers desiring 
further information can obtain it at any of the numerous branches and 
agencies of the company. 

Autographic registers, of which there are several types on the market, are 
used for recording either cash or credit sales, guaranteeing exact and com- 
plete records of every transaction without transcription. Some of the uses 
for autographic registers, as stated by the manufacturers, are: 


Cash, charge, and C. O. D. sales Gasoline and oil sales 
Accessory and tire sales Parts sales and repair orders 
Battery service and supplies Stockroom requisitions 


Brokerage customers’ orders 


By making several copies at one writing, this form of register facilitates 
obtaining of customers’ signatures to orders, etc. 

The autographic register, in many small businesses, supersedes the 
scratch-pad and assures the recording of transactions which otherwise might. 
be overlooked with resulting loss to the business. 

Two of the best-known autographic registers are: the Shoupaligner, 
manufactured by the Autographic Register Co., Hoboken, N. J., and the 
Standard, manufactured by the Standard Register Co., Dayton, Ohio. 

Devices which combine the functions of cash and charge registers are: 
the Automatic Bookkeeping Machine, manufactured by the International 
Accounting Machine Co., New York City. The McCaskey Register, man- 
ufactured by the McCaskey Register Co., Alliance, Ohio. The Add-Indey 
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Cash Register, manufactured by the Add Index Corp., 120 Broadway, New 
York City. 

The automatic bookkeeping machine combines the essential features of a 
cash register, credit register, and an adding machine in one unit, which, 
together with a special accounting book, make a completed simplified book- 
keeping system suitable for the general run of retail store trade. 


CALCULATING MACHINES.— 

Adding Machines—Non-Listing.—The oldest form of adding machine or 
device and one still in constant use in oriental countries is the abacus, the 
bead frame seen in use in Chinese stores. The form of this device used by 
the Japanese consists of a frame divided into two sections, the upper con- 
taining a line of single beads each representing 5, according to its column; 
in the lower section each column has five beads each representing 1 accord- 
ing to its column. The combination of the two sections makes each column 
represent 10. Many orientals are experts in using the abacus for all calcu- 
lations for which a non-listing adding machine is suitable. The two principal 
non-listing machines in general use are: the Comptometer, manufactured by 
Felt & Tarrant Co., Chicago; the Burroughs, manufactured by the Bur- 
roughs Adding Machine Co., Detroit, Mich. 


Comptometer—statement by the company: 


The Comptometer is a high-speed, direct-acting, easily portable desk machine for both 
adding and calculating. 

As an adding machine, it meets the most exacting requirements of speed, accuracy, 
and ease of operation on all additions and subtractions. 

As a calculating machine, it is equally practical and efficient on all other figuring—mul- 
tiplication and division. 

The comptometer is operated by keys, the values of which when struck are instantly 
recorded in the answer register. Thus, every operation is performed by simply striking 
the keys. 

For safeguard against human element of error in operation, two exclusive features are 
provided: First, the “controlled-key’’—a positive system of automatic control, which 
compels correct mechanical operation of the keys, thus avoiding a chance of error from 
incomplete key-strokes. Second, the ‘‘clear’’ register signal which does away with the 
danger of forgetting to “‘clear’”’ the register before starting a new problem. 

The comptometer is furnished in three sizes—8, 10, and 12-columns, and also with 
special columns for the addition of fractions, such as, quarters, eighths, twelfths, ete. 
However, all additions, multiplications, divisions, subtractions in whole numbers or frac- 
tions, decimally expressed, can be handled on the regular decimal comptometer, 


Burroughs—statement by the company: 


The Burroughs Calculator is a very light and compact key-driven machine. It differs 
somewhat from former machines of this type as it permits of much higher speed operation 
than any previous key-driven machine. 

The accuracy of all key-driven machines depends upon the ability of their accumulating 
section to function at all times under every conceivable kind of operation. 

The lever controls and spring actuated detents have been replaced in the new model 
Burroughs Calculator by a gear train, the members of which are always in mesh and con- 
sequently no speed is too great nor any interruption too serious or severe to affect the ac- 
curacy of its calculation. 

The actuator or operating section of the machine provides a novel and unique means 
of operation as it affords the greatest resistance at the top of the key stroke, providing 
an acceleration of action which makes for high speed and accurate operation. 

In the Burroughs system of operation many new features have been introduced, it 
being conceived by the Burroughs Co. that a greater simplification of operating methods 
would feature a broader distribution of the machine. Burroughs machines are used ex- 
tensively by public and private schools for the teaching of commercial arithmetic and for 
the instruction of students in vocational work. 


1260 OFFICE APPLIANCES [Sec. 26 


Burroughs Calculators have been sold covering a period of 12 years and although a 
large percentage of the first machines manufactured are still in daily operation, improve- 
ments in the design and refinements in manufacture warrant our believing that the new 
machines may be operated over a much longer period with a very nominal cost for upkeep. 

Burroughs Calculators are built to handle English currency, also other fractional amounts 
such as fourths, eighths, and twelfths, also hour and minute machines for use in pay-roll 
work. 

The Burroughs Calculator is particularly adapted to division and is used extensively 
for figuring percentage. 


Adding Machines—Listing.—There are many listing machines on the 
market, some of the principal being: 


The Burroughs The Victor 
The Add Index The Dalton (10-key) 
The Wales The Sundstrand (10-key) 


These machines are all key-operated, the lists being usually printed on a 
roll of paper passing over a platen. In some types provision is made for 
listing on sheets inserted, as in a typewriter. The usual type of listing ma- 
chine has 81 adding keys, with special keys for sub-totals, totals, repeat, 
non-add, non-print, and correction. The Burroughs machine is made in 
many different sizes for various purposes; their 15-bank machine has 135 
adding keys. The adding and printing mechanism in most listing machines 
is operated either by hand or electrically. 

The 10-key machines, Dalton and Sundstrand, have the advantage of 
operation by the touch method, which is practically impossible with full 
bank machines. In case of full bank machines all ciphers are printed auto- 
matically; with 10-key machines all figures, including ciphers, must be key- 
printed. 

Multiplying and ‘Dividing Machines.—Most of the adding machines can 
be used for multiplication and division, because multiplication is a short 
method of adding the same number many times and division is a series of 
subtractions. There are, however, certain machines which are better adapted 
to multiplication and division than to addition and subtraction, and vice 
versa. Some of these machines are: 

The Ensign, driven by hand or electrically, manufactured by the Ensign 
Co., Boston, Mass. This is a key-operated machine with a capacity of 
9x7 figures, giving the result in 16 places. 

The Madas is manufactured in Zurich, Switzerland. It is of two types, 
the slideboard and keyboard, with a capacity of 9x9 figures, giving the 
result in 16 places. It is furnished with either hand or electric drive. 

The Marchant, which is marketed by the Marchant Calculating Machine 
Co., Oakland, Calif., is furnished in 3 models, 6 x 6, with result in 12 places; 
8 x8, with result in 16 places; and 9x9, with result in 18 places. It is a 
key-operated hand-driven machine. A special feature with this machine is 
its expandability, as the smaller models can be changed to larger by the 
addition of certain sections. 

The Mercedes is made in 4 models. Model 1.is a crank-operated machine 
with slide-setting arrangement and has a capacity of 9 x 9, with provision 
for 16 digits in the result. Model 4 is practically the same as model 1, with 
the exception that keys take the place of slide operation. Model 5, the 
Mercedes ‘‘Triplex,’’ combines the features of model 1 with 2 additional 
dials for accumulating the group totals, etc. 

Model 7 combines the features of models 1 and 5, with electric operation. 
The makers claim the additional speed of operation will equal the work of 
from 2 to 5 hand-operated machines and with greater accuracy. Model 8 
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is an electrically operated model 4. The makers claim that this model is 
the fastest adding machine on the market, and that it also subtracts direct. 

The Millionaire, manufactured in Zurich, Switzerland, is furnished with 
the following capacities: 


6x 6x12 digits, slideboard or keyboard, hand-operated. 
8x 8x 16 digits, slideboard or keyboard, hand- or electric-operated. 
10 x 10 x 20 digits, slideboard or keyboard, hand- or electric-operated. 


A special feature of the Millionaire machine is a lever which is set for 
the number of revolutions required, thus necessitating only one turn of the 
erank for each figure in multiplier or divisor. 

The Monroe Calculating Machine is manufactured at Orange, N. J. The 
Monroe is furnished in three capacities, based on the number of digits in 
the results: 12-place=6x 6; 16-place=8x8; 20-place=10x10. For the 
average business the 16-place probably has sufficient capacity. The Monroe 
is a keyboard machine and it is claimed can be used to equal advantage for 
addition and subtraction, or for multiplication and division. 

There has recently been introduced the Automatic Monroe, electrically 
operated. It is claimed that the light motor does not seriously affect its 
portability as it can be used either on the desk or on a stand as desired. 
Increased ease and speed of operation are also ciaimed for the automatic. 
Automatics are furnished in two sizes, 20-place or 16-place, and for either 
direct or alternating current. Of the hand-operated machines referred to, all 
but the Marchant and Monroe are operated by a horizontal movement of 
the crank. ‘The hand-operated Marchant and Monroe are operated by a 
vertical movement of the crank. Other machines in the vertical operated 
class are: the Brunsviga, the Triumphator, and the Lehigh. 

In selecting a calculating machine due consideration should be given to 
quietness of operation. 


SLIDE RULES.—Many operators have become very expert in the use of 
various forms of slide rules, especially where ‘‘round figures” suffice. Probably 
one of the types of slide rules most suitable for office work is that known as 
Thacher’s Calculating Instrument. In considering the adoption of slide rules 
for continuous work the matter of eye strain should be given consideration. 


TIME RECORDERS.—The chief reason for including time recorders in 
this accountants’ manual is the use by the accounting department of the 
records produced. Time recorders are of several different types, the prin- 
cipal being card recorders and strip or sheet recorders. 

Card recorders are of two general types, those which record in-and-out 
time, usually located at the entrance to the factory or preferably at the 
entrance to each department, and what are known as job recorders, which 
are either located at convenient points in the departments for use by the 
workers, or at central points where the recording is done by clerks on receipt 
of advice from workers by signal. 

Strip or sheet recorders are so arranged that on the insertion of a key 
(original Bundy), by the pressure of a punch on an arm operating on a dial 
(International Dial Recorder), or the pressure of signal buttons (Simplex), 
the man’s number is printed on a strip or sheet opposite the time when the 
record was made. In case of some of the dial and cylinder recorders the 
record is made on sheets which when removed can be used to complete the 
pay-roll figuring without rewriting the time. 

Some of the principal manufacturers of time and cost recorders are: Inter- 
national Time Recording Co., Endicott, N. Y.; Simplex Time Recorder Co., 
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Gardner, Mass.; Stromberg Electric Co., Chicago, Ill.; W. H. Bundy Co., 
Syracuse, N. Y. 

Most time recording systems are so arranged that the time and cost 
recorders in the factory are electrically synchronized with a master clock 
located in main office. This is important, as considerable dissatisfaction 
may be caused to the workmen if they find that the recorder time is not 
correct. Frequently the master clock is also electrically synchronized with 
time stamps in the office, program instruments for announcing or signaling 
time, secondary clocks for observing time, etc. 


DATING AND NUMBERING MACHINES.—No office equipment is 
complete without dating and numbering machines or stamps which might 
probably be better classified as small tools than machines. 


TABULATING AND SORTING MACHINES.—The tabulator, sorter, 
punches, and cards comprise a system by which a mass of data calling for 
various classifications can be translated into intelligible reports with ac- 
curacy, rapidity, etc., at less expense than is possible by hand. ' In the use 
of these machines, the data appearing on orders, bills, time cards, or original 
entries of any kind are transferred by means of punching machines to cards, 
one card being used for each item of separate classification. The cards are 
next machine sorted into the desired classifications and are then passed 
through the tabulating machine which automatically adds the amounts 
or value of these classes upon one or more counters. 

Great care should be exercised in designing the card. A well-designed 
card facilitates punching, sorting, and tabulating. The fields should follow, 
so far as possible, the sequence of the items on the original record. (A field 
consists of one or more vertical columns of numerals, 0 to 9, arranged accord- 
ing to classifications desired for the particular business under consideration. 
The heading of the ‘‘field’’ denotes the information which it contains, as 
year, state, customer, department, value.) 

For some purposes, such as labor or material analysis, and wherever the 
original data can be recorded on the face of the card, the same card can be 
subsequently punched and used for sorting and tabulating. Such a card is 
zalled a dual card. Where practical to use the dual card some of its advan- 
tages are: immediate reference to original record; a possible increase in 
accuracy of punching; a saving in purchase of forms replaced. 

Apart from speed of sorting and tabulating, punched cards have a dis- 
tinct advantage in the way of group checking. When sorted and before 
tabulation, each group can be readily checked by holding the cards to the 
light and making sure that holes representing the group are identical. In 
large groups a sorting needle may be substituted for visual checking. This 
group checking preyents the possibility of a card of a different group being 
erroneously included. 

Some of the pzincipal uses of sorting and tabulating macnines are: 


Sales analysis Accident statistics 
Order analysis Board ofhealth, vital and other sta- 
Purchase analysis tistics 
Production analysis Postal money-order audit 
Railroad traffic statistics Insurance written 
Railroad freight statistics—local and Insurance cancellations 
interstate Insurance losses 
Labor and material analysis ‘ Insurance reinsurance 


Stock records Insurance mortality investigations 
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Two companies are prepared to supply sorting and tabulating equipment, 
viz.: the Powers Accounting Machine Corp., 115 Broadway, New York 
City; the Tabulating Machine Co., 50 Broad St., New York City. Both are 
operating under the same basic patents. 

The principal difference between the equipment furnished is the method 
of tabulation. In case of the Powers Company sorting and tabulating are 
mechanical, although it is electric-driven; in case of the Tabulating Company 
the machine is electric-driven and the tabulating is also accomplished elec- 
trically. Both types of equipment use the punched cards as the connecting 
link between the original entries and the finished records. There are minct 
differences in speed of punches, sorters, and tabulators which will be brought 
out in the investigations of intending users. In both cases the main equip- 
ment is rented, not sold. © 

Coding.—Most of the information must be coded before being punched 
on tabulating cards. The code should be written on the original entry before 
it is sent to the punch clerk. Composite codes are often easily memorized 
and translated, as for example, 1001, the first two figures indicating state, 
and the last two town, etc. It is of great advantage in accelerating the work 

. ° \ 5 A 
of coding to have codes in such form as to permit easy and rapid reference. 
Some form of visible index is probably best for filing codes. 

Accessories.—Some accessories necessary or convenient in connection 
with operation of tabulating equipment are: 

Punch verifying machines. 

Sorting trays, for keeping separate the accumulations of various groups 
~while operating sorting machine. 

Filing cabinets and boxes, for permanent filing of punched cards. In 
addition to regular tabulations, reports are frequently called for which require 
special sorting and tabulations, and it is therefore essential that the cards 
should be so filed as to be readily available. These files vary all the way from 
special steel or wood files which are furnished by all larger office furniture 
manufacturers, to original boxes in which cards are received from manufac- 
turers. It is essential that cards be filed in a dry place, tightly packed to 
prevent warping, and that the receptacles be properly labeled for quick 
reference. 

Key-punch tables—conveniently arranged at the right height for most 
efficient punching. 

TYPEWRITERS—LETTER-WRITING.—tThe principal makes of letter- 
writing typewriters are: 


Corona (portable) Royal 
Hammond : L. C. Smith 
Noiseless Smith Premier 
Remington Underwood 


The letter-writing typewriters are so well known and the various features 
have been so thoroughly advertised that it is unnecessary to occupy space 
by making comparisons in this manual. 


TYPEWRITERS—LETTER-WRITING MULTIPLE.—The Hoover Auto- 
matic Typewriter seems to be alone in this field. In the operation of the 
Hoover a stencil is first prepared which resembles the record of a player 
piano. In reproducing, the superscription is first written by hand operation 
after which each letter is individually written, the machine being operated 
by the stencil. A special feature of the machine is that if it is desired to 
write a name or other special matter in the body of the letter, the machine 
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can be automatically stopped at the desired point and the insertion type- 
written by hand after which the automatic operation will continue. The 
speed of the machine is about 100 words per minute. For most economical 
operation where there is enough work to warrant, arrangement should be 
made for one girl to operate three machines. Each letter being individually 
typewritten gives the effect of being specially dictated and hand-typewritten. 
LEDGER POSTING MACHINES.—In this classification are included 
those adding machines specially adapted to this class of work, irrespective 
of the fact that they are not properly termed typewriters. The principal 
makers of bookkeeping, billing, and calculating writing machines are: 


The Burroughs Adding Machine Co. The Remington Typewriter Co. 


The Dalton Adding Machine Co. The Underwood Typewriter Co. 
The Elliott Fisher Co. Type-Adder Corporation (adding 
The Ellis Adding Typewriter Co. attachment) 


The use of these machines applies principally to the posting and balancing 
of customers’ and vendors’ accounts rather than to what are usually termed 
general ledger accounts. 


COMPARISON OF MACHINE METHOD WITH PEN-WRITTEN 
METHOD.—The following advantages are claimed for these machines: 

1. Legibility. 

2. Relief from mental strain of operator. The right keys being used 
the machine will record, add, subtract correctly. Simultaneously the 
machine prints a daily proof. 

3. Time saving, posting and billing speeded up, elimination of night 
work. 

4. Accounts up to date, including all items. Invaluable for credit and 
collection purposes.! 


BURROUGHS.—There are two types of Burroughs machines which come 
under this classification. 

1. The Burroughs Moon Hopkins Billing Machine, which is a combined 
typewriter and calculating machine performing all of the work necessary in 
connection with billing, including writing names and addresses, terms, date, 
order number, and items, and making all extensions and additions neces- 
sary to complete the bill. Extensions include handling fractions and adding 
all items of 4 cent and over, and discarding items under 3 cent. The 
manufacturers claim superior work for billing, owing to the machine having 
been especially designed for that purpose and not being merely a typewriter 
with adding attachments 

2. The Burroughs Bookkeeping Machine, which is especially designed for 
ledger posting. It is a full bank adding and subtracting machine and is 
equipped with date keys, reference numbers, and nine keys deseribing in 
abbreviated form the nature of items posted. These keys are specially 
arranged for the user’s business. For all ledger accounts where names, et¢., 
can be written on an addressing machine or typewriter and where detailed 
itemizing is not required, this machine seems eminently suitable. Special 
arrangement of keyboard and mechanism is furnished for banks, for cost 
records, for tax collectors’ records, for public service bills, etc. 


1 All machines listed, and probably some that are omitted, have certain points of su- 
periority. It is not the province of this manual to express preferences, but it is recom- 
mended that an investigation be made to determine which machine will be best adaptec 
for the particular system desired, 


Sec. 26] OFFICE APPLIANCES 1265 


DALTON BOOKKEEPING AND STATEMENT MACHINE.—Is fur- 
nished in two types: 

1. Extended daily balance system on cross-tabulating machine. 

2. Accumulated proof system on shuttle carriage machine. 

Some of the special features claimed for the Dalton are: 

1. Simplicity, as only 10 operating keys make operating by touch 
method simple. 

2. Visible printing. 

3. Carriage conveniently located for operation. 

4. Paper carriage and normalizing lever. When set to do so, carriage 
moves automatically from column to column as required for 
posting. 

5. Automatic subtracting lever. 

6. Adjustable non-add cam. 

7. Normalizing lever changing from statement to normal use, 

8. Word printing device. 

9. Credit balance key. 

10. 10-inch shuttle carriage on shuttle carriage machine. 

11. Line finders. 

12. Variable line spacer. 

13. Special ledger posting stands. 

ELLIOTT FISHER CO.—WRITING AND ACCOUNTING MACHINES. 
-~—These machines have the following features: 
Writing—for cuts, forms, automatic feed machines for continuous 
length forms, book recording machines for writing in bound books. 
Accounting—universal and simplex. . Universal machines write, add, 
subtract, and compute vertical totals, and cross balances. Simplex 
machines write, add, subtract, and compute vertical totals. 
Special features: 
. The only flat writing surface machine. 
. Writes lines up to 24 inches. 
. Adds and subtracts in any number of columns up to 23. 
. Writes and automatically adds and computes with single key oper- 
ation. 
The Universal machine has 3 major features: accounting control; writing 
several records at one operation; writes. 
Control positively checks accuracy of various processes and controls the 
machine operator’s work. Operating errors are corrected in minimum time. 
Visual audit sheet is a continuous carbonized record of all entries made in 
sequence of entry. 
Flat surface facilitates making of many records at one operation. 
Statement of accounts receivable, in duplicate or triplicate if required, is 
written simultaneously with posting of ledger and is ready for mailing im- 
mediately after last posting. 
When used for accounts payable, voucher in duplicate or triplicate, and 
voucher register are written at one operation. 
Other uses—perpetual inventory, pay-rolls, cost records, etc. 


ELLIS ADDING TYPEWRITER CO.—Furnishes adding and wubbract= 
ing machines with and without the typewriting features for bank and com- 
mercial bookkeeping, also split platen full automatic duplex machine for 
statistical and auditing work. 

Visibility and simplicity are two main features claimed. 


RwWNHe 
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REMINGTON.—By use of twin cylinder, Remington statements may be 
itemized in duplicate, while only daily totals are posted to ledger. This 
accomplishes the dual purpose of furnishing retail store customers with 
detailed statement, of which a duplicate is available for office use, while 
the ledger furnishes the information that is most convenient for the credit 
department and others who are interested in totals. 

For wholesale business both ledger and statement are made at one oper- 
ation, the balances being shown only at the beginning and end of month. 

For billing and posting, daily bill is written and total posted to ledger at 
one operation. Bill is automatically added and grand total for the day se- 
cured, proving both billing and posting. 

Accounts payable ledger and departmental distribution are posted at 
one operation. For department stores the purchase record shows purchases 
at both cost and retail, also claims and returns, transportation and per- 
centage of mark-up by departments. 

Remittance voucher and ledger posting are made at one operation; voucher 
is added and extended and ledger balanced. 

Pay-rolls and pay checks are written at one operation, the pay-roll re- 
maining in machine while checks are inserted, written, and removed. De- 
ductions are made from earnings and the net amount extended; separate 
totals of each column automatically added. 

Bills as made can be copied on register sheet and distribution by depart- 
ments, etc., furnished. Machine furnishes total for each classification and 
grand total for day. 

Distribution capacity—this is controlled by the size of carriage, maximum 
length 32 inches, providing from 30 to 40 columns. Automatic column 
selector permits of direct posting to column desired. Cross total furnished, 
as well as column totals. 

Simplicity and ease of operation is claimed to accomplish maximum amount 
of work with minimum fatigue. 

Other features are correction key, automatic visible audit sheet, and auto- 
matic proof of work. 


UNDERWOOD BILLING MACHINE AND BOOKKEEPING MA- 
CHINE.— 


Billing Machine.—Two methods are commonly used: 
1. Unit billing—whereby any number of copies are made at one writ- 
ing. 
2. Condensed billing—carbon copies of bills appear on sales sheet in 


condensed chronological form, the sales sheet being adjusted to the 
writing on bills by use of ratchet. 


Bookkeeping Machine.—Work of posting is proved against pre-figured 
control by adding register. New balances, machine computed, are made 
at each posting. Posting to control sheet of previous trial balance, plus 
debits, minus credits, equals new trial balance, machine computed. 

Machine is mechanically locked in case of mistabulation. 

Elimination keys permit of correcting errors before operating adding 
mechanism. 

Aligning plate permits of easy alignment of forms to writing position. 

Procedure in Large Dry Goods House.—Charge sales tickets sorted by 
auditing department as éollected, according to ledger subdivisions. They 
are posted in totals the morning following verifications by control bookkeeper. 
Machine makes tally strip which is handed to control bookkeeper with tickets 
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when posted. Tickets are next handed to billing clerk in same units and 
posted in detail on bills. When billing is completed tickets are returned to 
control bookkeeper with billing tally slip, which should show the same total 
as posting tally slip. Comparison assures location of errors. Standards 
set are 1,000 ledger postings per day and 500 tickets billed per day. Experi- 
enced operators easily attain these standards and many exceed them. 


THE TYPE-ADDER CORPORATION.—Furnishes an attachment which 
it claims, when attached to any standard keyboard typewriter, makes that 
typewriter two separate and distinct machines, viz.: (1) a bookkeeping, 
billing, adding machine; (2) the same typewriter as before. 

Special features claimed are: 

1. Flexibility. 
2. Weight—only a trifle more than a pound. 
3. Independence of the typewriter. 
4. Mechanical simplicity. 
. Low retail selling price. 

ACCESSORIES.—To satisfactorily operate billing and bookkeeping 
machines, specially ruled sheets as well as binders, tables, and other acces- 
sories are necessary. Many concerns are furnishing these, some of whom are: 


oO 


Baker-Vawter Co. Library Bureau 
Globe-Wernicke Co. Tatum Company 
Irving Pitt Manufacturing Co. Yawman & Erbe Manufacturing Co. 


PROTECTIVE AND PERFORATING MACHINES.—Protective machines 
are principally used for protecting checks against raising the amount or 
changing the payer’s name. One manufacturer advertises the adoption of a 
check writing machine by the United States government to prevent forging 
of liquor permits. Broad claims ior safety to depositors and banks are made 
by the manufacturers of check writing and protecting machines. Some 
manufacturers support their claims for superiority by furnishing an indem- 
nity insurance policy with each machine sold. As the security of the bank 
account is of vital interest to all, careful investigation should be made before 
investing. Some of the principal manufacturers are: 

Defraine Check Writer Corp., Rochester, N. Y. 

Hedman Manufacturing Co., Chicago. 

Safe Guard Check Writer Co., New York City 

Todd Protectograph Co., New York City 

Weig Sales Corporation (F. & E. check writer), New York City 

In addition to the protective feature, claims of superiority are made by 
some manufacturers in the way of time saving in writing checks for pay- 
rolls, dividends, and commercial uses, also for electric and gas bill writing. 
One feature of protection not usually considered is the protection from pay- 
roll hold-ups when paying by check. Another feature emphasized is the 
protection of the payee’s name as well as the amount. 


PERFORATING MACHINES.—We are indebted to Cummins Perforator 
Co., of Chicago, for information regarding perforators. Perforating machines, 
which originally meant check protectors, now suggest multiple marking ma- 
chines which at each stroke mark 10 or 15 sheets of paper with perforations 
in the shape of letters or figures. 

They are used for dating, numbering and otherwise, marking orders, etc., 
when multiple copies are made. They are also used in connection with 
vouchering as a safeguard against duplicate payment of bills. Perforation 
of postage stamps to discourage pilfering has been adopted in England for 
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many years, and more recently in the United States. Perforators are largely 
used by banks and trust companies for cancellation of checks, stock cer- 
tificates, bonds, etc. 


ADDRESSING AND MAILING APPARATUS.—-There are two principal 
types of addressing machines, one using metal plates on which the facts to be 
printed are embossed, and the other using stencils cut in oiled paper. The 
first type is represented by the Addressograph Co., and the second by the 
Elliott and the Belknap. 

While, as their name implies, addressing machines were originally de- 
signed for handling mailing lists, addressing envelopes, cards, etc., their 
development in the last 25 years has been so rapid that they are now used 
for many other purposes. 


ADDRESSOGRAPH.—The plates are embossed on blanks supplied by 
the manufacturer by means of a graphotype, after which they are inserted 
in frames which also hold prints of the embossed plates. The frames are 
arranged in card index sequence according to the desired classification. 
Frames are equipped with tabs, plain or colored, either alphabetical, nu- 
merical, geographical, etc., and with a selector which permits of printing or 
slipping plates as desired without disturbing the original order. There are 
several types of the addressograph printing machine, from the hand-oper- 
ated envelope or card addressing machine to motor-driven machines which 
handle the more complicated work, such as: 


Filling in form letters for direct-by-mail advertising. 

Maintaining fixed mailing schedules for house-organs. 

Maintaining fixed mailing schedules for dealers and salesmen. 

Printing and distributing shop orders. 

Printing names and data concerning parts on inventory sheets. 

Other cost-keeping records. 

Printing shipping tags, labels, and waybills. 

Scheduling shipments. 

Filling in insurance notices and receipts. 

Heading up and dating customers’ statements. 

Listing and heading up ledger accounts. 

Listing vouchers and filling in checks. 

Printing numbers, names, and occupations on time clock cards. 

Listing employees on pay-roll sheets. 

Printing pay envelopes. 

Listing and filling in names and dates on dividend checks. 

Printing routes, including customers’ names and addresses, for bakeries, 
laundries, dairies, creameries, cleaners and dyers, newspapers, maga- 
zines, factories. 


Some of the special features claimed for the addressograph are: 


Comparatively low cost of maintenance and installation. 

Most flexible and adaptable addressing method. 

Prints through a ribbon, thereby matching with typewritten forms, 
ete. 

Reduces work of keeping lists up to date and accurate to a minimum. 
It is claimed that this represents 90% of the expense of maintain- 
ing a mailing list. 

5. Permanent, owing to plates, withstanding fires, floods and earth- 

quakes. 


pat SB aes 


Sec. 26] OFFICE APPLIANCES 1269 


ELLIOTT.—The stencils for use on the Elliott addressing machine may 
be written on any standard typewriter, the ribbon being removed and the 
type cutting a stencil instead of printing. For addressing that does not 
require typewriter type, the stencils furnished are on the Gothic type address 
card. The company will furnish these stencils ready-cut, or they can be 
cut by users on stencil cutters which the company furnishes, operating 
either by hand, foot, or electric power. 

Uses of the Elliott machines, as specified by the manufacturer, cover: 


Distribution of price lists. Preparation of shipping tags. 
Distribution of bulletins. Preparation of labels. 
Distribution of house-organs. Preparation of bills of lading. 
Distribution of financial statements. Preparation of packing lists. 
Distribution of dividends. Preparation of pay-rolls. 
Distribution of stockholders’ notices. Preparation of pay envelopes. 
Distribution of market reports. Preparation of time cards. 
Distribution of advertising matter. Preparation of work tickets. 


Special attachments are furnished as follows: 

Sheet listing attachment for pay-rolls and other lists. 

Multiplicator for printing names and addresses two or three times on dif- 
ferent forms. 

Repeating and skipping attachment, which repeats as often as required, 
or skips cards not wanted. 

Dick mailer strip lister for printing on continuous poster roll for use of 
publishers, - . 

Automatic selector, which selects only those stencils required. 

Line cover attachment, which enables any line on stencil to be temporarily 
eliminated when not required. 

Numbering and dating attachment, which consecutively numbers and 
dates slips, etc., at the same time as they are addressed. 


BELKNAP MACHINE.—The claims made for the Belknap machine are 
so similar to those made for the Elliott that the intending purchaser should 
make a personal examination of both machines before deciding. Claims are 
made on behalf of all three of the machines mentioned that they will handle 
practically the same work; the choice lies first between the metal plates and 
the stencils, and finally as to price, speed, durability, storage space, quality 
of work, elasticity, speed, ete. 


OTHER MAILING APPARATUS.— 


Envelope sealers 

Envelope sealers with United States government permit printer, with 
or without meters. 

Postage stamp affixers and recorders. 

Automatic parcel post computing machines 

Speed-o-feeders, facilitating rapid addressing of envelopes and state- 
ments by typewriter. 


Envelope Sealers.—Are of several different models, from the hand-oper- 
ated machine sealing 100 to 150 envelopes per minute, to the motor-driven 
postage meter which seals, stamps, cancels, and postmarks 250 envelopes 
per minute, at the same time counting on a meter attachment, which count 
is accepted by the Post-Office Department for the prepayment of postage. 
The stamping on this type of machine refers to permit printing. Some of 
she companies handling this class of apparatus are: 
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The Multipost Co., Rochester, N. Y., hand envelope sealers, permit 
printing envelope sealers, with and without meter attachment. 

International Postal Supply Co. The Hey-Dolphin postal permit machine, 
which feeds, counts, and stacks automatically any ‘standard envelope. 
Two models: M imprints 400 pieces per minute; F imprints 800 pieces per 
minute. Both are electrically operated. Model M is convertible to hand- 
power. 

Postage Meter Co., Stamford, Conn. The Pitney-Bowes postage meter, 
“A printing and recording mechanism which is licensed for use under special 
rules and regulations issued by the Post-Office Department for printing 
postage directly on mail matter.’ The mechanism is a combination of a 
mailing machine (with sealing attachment) and a meter which is detachable, 
enabling it to be taken to the post-office for resetting. It is claimed that, 
due to the operation of the meter, assuring the authorities that postage has 
been prepaid, considerable time is saved and delays avoided, as mail so 
stamped goes directly to the distributing cases on reaching the post-office. 

Standard Envelope Sealer Manufacturing Co., Everett, Mass. Standard 
envelope sealers, 4 models, from hand-operated machine, sealing 100-150 
letters per minute, to electrically operated machines handling from 150,000 
to 200,000 {etters per day; also Standard permit printer and sealer elec- 
trically operated, handling 12,000 envelopes per hour. 

Postage Stamp Affixers and Recorders.—Made by the Multipost Co., 
Rochester, N. Y. These work like self-inking rubber stamps. Stamps are 
placed in containers in rolls, and the Multipost dampens the stamp and 
affixes it in one operation. Extra containers for different denominations 
ot stamps can be procured to work interchangeably in the Multipost. Several 
models are offered, some equipped with counters to keep track of stamps 
used and also locked to prevent use by unauthorized persons; also parcel- 
post machine, including eight sections for different denominations of stamps. 

The Standard Stamp Affixer Co., New York City, furnishes the Standard 
affixer with or without register. In general appearance and method of 
operation the Standard is very similar to the Multipost. 

Parcel-Post Computing Machines.—The Postometer Co,, Poughkeepsie, 
N. Y., furnishes an automatic parcel-post computing machine which indi- 
cates the exact amount of postage required on pressure of the zone key. 

Computing scales with charts for figuring parcel postage are furnished 
by the Dayton Scale Co., Dayton, Ohio, and the Toledo Scale Co., Toledo, 
Ohio. 


Speed-o-Feeder.—Furnished by American Speed-o-Feeder Co., Cleveland, 
Ohio. This is a typewriter attachment facilitating rapid addressing of 
envelopes or statements on any standard typewriter. It is claimed that 
with this attachment typists can address twice as many envelopes as with- 
out it. 


MISCELLANEOUS.—Under this heading are included: 


1. Automatic paper fasteners 9. «Flexi file 

2. Cabinets 10. Line-a-Time copy-holder 
3. Card indexes 11. Photostats 

4. Desk organizers 12. Signagraph 

5. Display fixtures 13. Steel grips 

6. Duplicating machines 14. Telautograph 

7. Indorsing machines 15. Ticketograph 

8. Finding and filing machine 16. Visible records 
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AUTOMATIC PAPER FASTENERS.—The Hotchkiss Sales Co., Norwalk, 
Conn., has been furnishing automatic paper fasteners for over 30 years. 
The fasteners consist of strips of staples which are fed into the machines. 
The machine is operated by a blow on the plunger which drives the staples 
one at a time, through the papers which it is desired to attach, and clinches 
them on the back. This form of machine, with steel staples, has also been 
adapted as a tacking machine for use in shipping departments, etc. 

The Spool-o-Wire Stapling Machine, furnished hy the Hutchison Office 
Specialties Co., New York, and manufactured by the Remington Type- 
writer Co., is equipped with a spool of special grade stitching wire of more 
than 1,250 feet in length, furnishing over 15,000 staples before the spool is 
exhausted. It is claimed that up to 40 sheets can be bound together with- 
out any adjustment of the machine. 


CABINETS.—Cabinets specially designed for office use, for correspon- 
dence, card indexes, documents, ledger cards, etc., made in either wood or 
steel, are furnished by the Library Bureau, Globe Wernicke Co., Shaw- 
Walker Co., and many others. 


CARD INDEXES.—Some of the principal manufacturers of card index 
equipment are Amberg File & Index Co., Globe Wernicke Co., Library 
Bureau, Shaw-Walker Co. 


DESK ORGANIZERS.—Called also work organizers, are ‘‘multiple 
folders”? which lie flat on the desk or in desk drawers. Each fold is a sub- 
ject-labeled pocket to receive and classify desk work. Work organizers 
are furnished with capacities of from 6 to 15 pockets, either front or side 
opening, and in paper, fabrikoid, or leather. The same manufacturers also 
furnish a sorter, built on the same principle but with 43 pockets; also a 
desk tray for the middle shallow drawer with 9 compartments for clips, 
pins, rubber bands, pencils, etc. These organizers are furnished by Work 
Organizer Specialties Co., Detroit, Mich. 


DISPLAY FIXTURES.—These fixtures are constructed like a large loose- 
leaf book. The leaves are made in all sizes, from 814 inches wide X 11 = 
96 inches wide x 108 inches high. The leaves have fillers of thumb-tack 
board, solid wood, or wood stretcher covered with burlap, and also furnished 
so that samples may be displayed under glass. Many different. models of 
holders are furnished, either fastening on the wall or standing independently 
on the floor. They are largely used for the display of maps, charts, graphs, 
advertising matter, printed forms, for visualizing flat material, and for dis- 
play of samples. Such fixtures are furnished by the Multiplex Display 
Fixture Co., St. Louis, and the Universal Fixture Corp., New York City. 


DUPLICATING MACHINES.—There are three main types of dupli- 
cating machines: 
Those printing from stencils. 
Those printing from type. 
Those printing from originals written in special ink by hand or with 
special ribbons by typewriter and reproduced on a bed of gelatinous 
material, from which exact copies are made. 


The principal manufacturer of the stencil type of reproducer is the A. B. 
Dick Co., Chicago, manufacturer of the Mimeograph. 

The Multigraph, manufactured by the American Multigraph Co., Cleve- 
land, is probably the best-known reproducing machine of the typesetting 
variety. 
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The gelatine bath, or roll type, is represented by the Ditto, manufactured 
by Ditto Incorporated, Chicago, and the Speedograph, manufactured by 
the Beck Duplicator Co., New York City. 

The list of manufacturers, while representative, is not to be supposed as 
complete. 


INDORSING MACHINES.— Where large numbers of checks are handled, 
especially in the larger banks, the International Check Indorsing Machine 
can be used to advantage. It is claimed that this is the only automatic 
quantity feed indorser on the market and that it will indorse as many checks 
as could be indorsed in the same time by hand by a dozen clerks. This 
machine is motor driven and it is claimed can be operated by anyone without 
previous experience. It is manufactured by the International Postal Supply 
Co., New York City. 


MECHANICAL FINDING AND FILING MACHINE.—This is a new 
machine recently put on the market by the Add-Index Corp., New York 
City, whereby specially designed card indexes for ledgers or similar records 
are supplemented by a finding device which instantaneously locates the 
required card for posting or reference. The cards are filed numerically and 
so constructed that operation of keys on the finder raises the card desired. 
It is claimed that even a misplaced card can be located in a very short time 
by the aid of the finder. This machine seems to be particularly adaptable 
to savings banks. Users of it are enthusiastic and claim a large percentage 
of saving in personnel since the installation of the machine. These machines 
are hand-operated. 


FLEXI FILE.—The Flexi File is a mechanical device eliminating the 
follower block and holding the papers in a file drawer always in a vertical 
position. The equipment consists of a wire frame parallel with and above 
the drawer side. Metal riders running on these wires support cloth ham- 
mocks which divide the drawer into a series of flexible pockets. The Flexi 
File increases filing capacity and speed in finding and filing papers; it 
instantly makes available the unused space at the point needed. Thir 
device is furnished by the Library Bureau. 


LINE-A-TIME COPY-HOLDER.—The Line-a-Time is a copy-holder 
which greatly facilitates the work of typists in copying manuscripts, state- 
ments, ete. It stands on the desk at the most convenient point for the 
operator. This device is considered a necessity by most operators when 
copying tabulatéd statements. The Line-a-Time is manufactured by the 
Line-a-Time Manufacturing Co., Rochester, N. Y. 


PHOTOSTAT.—The Photostat is a photographic copying machine, 
including developing and fixing apparatus. Its operation is so simplified 
that it can be efficiently operated by office boy or girl. The great advan- 
tage of the photostat is the ability to reproduce in very short time and 
inexpensively, exact copies of any document, drawing, plan, diagram, ete. 
Such copies would be accepted as legal evidencé in court. The first print 
from the original is a negative, the colors being reversed. A positive or 
exact duplicate print of the original is simply made by rephotographing the 
negative. The photostat is manufactured by the Photostat Corporation of 
Rochester, N. Y. 


SIGNAGRAPH.—The Signagraph is an instrument by which from 5 to 
20 original signatures may be affixed simultaneously by one writing to 
checks, stock certificates, bonds, or other documents. There aro three 
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models, the Junior Signagraph, the Cheque Signagraph, and the Stock 
and Bond Signagraph. ; 

The Junior Signagraph is a portable instrument in mahogany case, 2044 x 
514 X llinches. This model signs simultaneously and continuously 5 checks 
in sheet form. It is adjustable to any size of check, not exceeding 334 inches 
in width. Two thousand signatures per hour is a fair performance. 

The Cheque Signagraph consists of a table bed with folding extension 
leaf; across both at front and back run endless chains actuated by sprockets 
and a crank handle. On rotating the handle two sheets of checks are carried 
under the writing frame upon which are two parallel rows of fountain pens, 
spaced to cover the signature space of the checks beneath. The pens are 
under the control of a monitor penholder, or handle which when handled 
as a pen causes all the pens to respond simultaneously. After signing 10 
checks the writer turns the crank handle, thereby transferring the signed 
checks to a receiving tray and simultaneously placing on the writing bed a 
new set of 10 checks for signature. The instrument is adjustable for any 
size of check sheet not exceeding 1834 x 9% inches. Average signatures 
on this model are about 5,000 per hour. The instrument is adjustable for 
either right- or left-hand signatures. 

The Stock and Bond Signagraph is an instrument by which from 14 to 
20 signatures may be affixed simultaneously to stock certificates, bonds, and 
other similar documents. Documents requiring two signatures may be 
signed consecutively by two officials working at the same time. The docu- 
ments are so arranged that the officials do nothing but sign, as the securities 
are kept in their numerical order and are ready for delivery immediately 
after the final signature is affixed. The speed of signing varies with the 
capability of writers from 6,000 to 10,000 per hour. 

The Junior Signagraph is sold. The Cheque Signagraph is rented. The 
Stock and Bond Signagraph is located in the office of the manufacturer and 
the charge is a unit price per signature per document. 

The Signagraph is furnished by The Signature Co., 15 Broad St., New 
York City. 

STEEL GRIP MASTER CLIP.—This is a spring steel clip 54 x % 
inches, with a bull dog grip. This clip is especially valuable for such pur- 
poses as holding down check stubs when working on a bound check book, 
separating papers in a brief case, holding correspondence awaiting signature, 
ete. It acts as a good substitute for paper weights. The Steel Grip is fur- 
nished by Lester Collier, Times Square, New York. 


TELAUTOGRAPH.—This transmits handwriting instantaneously by wire 
from sending to receiving station, whether in next room, an adjoining city, 
or a neighboring state. This instrument is familiar to people who are waiting 
for incoming trains, as it is largely used by railroads for information service. 
The transmitting station instruments both send and receive messages. 
The receiving station instruments only reccive. Where necessary, due to 
connection with distant station or stations, selecting switch keys are installed 
enabling sender to select the desired receiving station. 

Telautograph equipment is used largely by banks, stock-brokers, depart- 
ment stores, hotels, hospitals, railroads, and by many manufacturing, mer- 
cantile, and service companies. 

TICKETOGRAPH.— Where coupons are used in connection with manu- 
facturing, cost, and production records, the Ticketograph can he used to 
good advantage. This instrument prints at one operation on from 1 to 
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82 coupons on a coupon ticket form such information as price, code, lot 
number, style number, quantity, etc. Manufactured by The Tabulating 
Machine Co., 50 Broad St., New York City. 

VISIBLE CARD INDEXES.—For many purposes the visible index is a 
considerable improvement over the usual form of card index and loose- 
leaf record, and while occupying considerably more space per thousand 
cards and also costing more, the advantage of immediate availability is a 
consideration not to be lost sight of. 

Some of the uses for which visible records seem particularly adapted are’ 


Advertising records Quotation records 
Collection follow-ups Customers’ lists 
Credit records Mailing lists 
Employment records Membership lists 
Personnel records Production records 
Order register Signature records 
Stock records Real estate records 


Purchase records 
There are many manufacturers of visible indexes and equipment, some of 
the principal being: 
Aeme Card System Co., Chicago and New York City 
Accounting Devices Co., Chicago and New York City 
American Kardex Co., Tonawanda, N. Y. 
Index Visible, Inc., New York City 
Library Bureau, New York City 
Rand Co., New York City 
Visible Records Equipment Co., Chicago and New York City 
The Accounting Devices Co. and the Visible Records Equipment Co. 
are offering visible records in prong binders, which seem to meet the need 
of those companies which have decided that visible records with the special 
cabinets or fixtures usually specified are either too expensive or occupy too 
much space. 
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MANAGEMENT 


DEFINITION.—Management, as used in industry, has two meanings. 
It is applied broadly to the group which exercises control in a given plant, 
and when so used includes owners, managers, and executives. It is also 
applied more specifically to the economic functions of control, or to the activ- 
ities and work done by the control group. A definition of management as 
an economic function was adopted by the Management Division of the 
American Society of Mechanical Engineers in 1921: ‘‘Management is the 
art and science of organizing, preparing and directing human effort applied 
to control the forces and to utilize the materials of nature for the benefit 
of man.’ In this definition are three significant words: organizing, pre- 
paring, and directing. These indicate the three main subfunctions of man- 
agement. 

Organizing comprehends setting up of a manufacturing concern, choosing 
site for plant, selecting equipment, planning layout, arranging major depart- 
ments, securing and allotting operating capital, determining size and make- 
up of executive staff—or, broadly, setting up the business enterprise. Sim- 
ilarly, problems of sales, personnel, and all other major activities must be 
subjected to organizing processes before an enterprise is ready to operate. 
Thus the act of organizing delineates the form which the undertaking shall 
assume. 

Preparing comprehends those activities which must be brought into har- 
mony that a business may function as a unit. When put into effect it 
works out a procedure for relationships between activities and personnel, 
sets up labor, purchase, receiving, and storage records, and those records 
which control production and determine cost. 

Directing is the administrative function of management. It comprehends 
the execution or carrying out of the objects for which the enterprise is organ- 
ized and for which its various activities are co-ordinated. It initiates work 
in the factory, makes sure that the personnel is properly trained and cared 
for, that current day-to-day matters of all kinds are met; in short, that 
men, materials, and equipment are brought together so that production may 
be initiated and maintained. 


DEVELOPMENT OF MANAGEMENT.—Need for management has 
grown out of the development of modern industry. Invention and appli- 
cation of labor-saving machinery brought mass production which required 
mass financing and, finally, mass management. As a science management 
is little more than a generation old. Disclosures which brought it to the 
attention of industrial executives were a series of papers presented to the 
American Society of Mechanical Engineers between 1891 and 1908. These 
include the classic papers of Frederick W. Taylor, .F. A. Halsey, Henry 
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L. Gantt, and others dealing with shop management and wage-payment 
plans. 

In 1912 a special committee of the American Society of Mechanical Engi- 
neers prepared a paper on “Status of Industrial Management,” in which 
three regulative principles were quoted from Church and Alford, and indorsed 
as follows: 


1. Systematic use of experience. 
2. Economic control of effort. 
3. Promotion of personal effectiveness. 


In 1922 another paper entitled ‘‘Ten Years’ Progress in Management’’ 
was presented to the Mechanical Engineers, reviewing the developments of 
the period 1912-1922. Weight of fact and opinion in that report indicated 
that certain mechanisms of management had made decided headway during 
the period and were widely accepted both in principle and practice. Arranged 
according to the importance of application they yield two groups: 


1. Balance of stores 2. Cost control 
Incentive wage plan Idle time analysis 
Purchase control Planning 
Selection and placement of personnel Time study 


Table 1. Use of Management Mechanism in 51 Plants of Four Industries 


Men’s 
Janae Metal 
Boot & R. M. Printing, oe Totals, 
Phe, Clothin, 6 plants be 51 plants 
8 plants ey P 28 plants* weit 
9 plants 
Mechanism of 
Management 5 i A es a 
+ my ~ ~ » 
3 3 a a a 
3 S ros 3 3 
le eve (eS coi lbecay Jal), Sse Me 
© o 2a 
col lp rat ach wats) Fae! ae) se} 
5 Sao O 1S 5 | 96 s 8 8 a 3 Sums) s 
a dal tamlliz4 Sh tilivae PEERS an rae) Z wm O 
J. Selection and placement.|0 6 2/0 4 51] 0 Se elOo Ose LOs (Ow Bay 215 
2. Incentive wage plan....10 0 8|4 2 = Vea al Um 2: 63 88 S$ 122 ou 
3. Planning centralized....|4 0 4 42 3 a Pk 31 82 59 15 14 22 
4. (a) Routing, order of 
TOU aera este ate eres fy il Biel Zh Be Sh iis Oe 52 62 Ds 20 11 20 
5. (b) Scheduling, machine 
assignments...... 3 FaleS areal Oeste ok AT OSe nas 14 15 22 
Ame IMe SUG Vins nyse se olsen iy OR TRY SBE pe oes 62 2: 8 | 21 8 22 
Oost GOntrGlanrs ei ice ily GP zie || he Mee rs en 4, 86 94 12 19 20 
6. Idle-time analysis: 
eyeivlent eer aee scale Onl 3°015 0 1) 1383 Oo da 39 4:23 
(b) Machines.......- Pa een eS eles Onl oamiOnece 9. lo -66 | 38 38 Id 
7. Purehase control......., 1 4 3] 3 th Ga BY eee at 31 41 QO | 11 12 28 
8. Balance of stores......- TE id sae he LLP ase poe Oe ea 21 41 1010 | 11 8 32 
| 


* The two figures shown separately in the ek oe columns represent totals for the 
16 plants (upper figure) covered by the regular questionnaire, and the 12 plants (lower 
figure) which filled out only a condensed questionnaire. 
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Summary figures for 51 plants in 4 industries developed from information 
secured in connection with the ‘‘ Wastes in Industry” investigation are 
presented in the preceding table. They show the frequency of cost control 
compared with other management methods and routines. Management and 
cost accounting records touch at many points, particularly in developing 
control of a business or industrial enterprise. 


Types of Organization 


SCIENCE AND ART IN ORGANIZATION.—Two points of view may be 
taken in connection with any given organization of a business or industrial 
concern: (1) impersonal or solely as to scope, limits, and relations of func- 
tions; (2) personal as to entrusting different kinds of mental and manual 
activity to the right persons and supervising their co-ordination. The first 
has a scientific basis; the second is an art. Only the first has a bearing on 
accounting practice. 

Various arrangements and interrelations of functions involved have led 
to recognized types of organization. These may be found in any of the 
principal activities, as, purchasing, sales, engineering, production, or others. 
Which type is selected under a given set of conditions depends largely upom 
the size and degree of complexity of the work to be performed. 


TYPES OF ORGANIZATION.—Three common types are: 


1. Military or line organization 
2. Functional organization 
3. Line and staff organization 
To these a fourth is sometimes added: 
4. Committee organization 


Military or Line Organization.—The oldest and most natural form. It is 
based on essential need of discipline where work of large numbers of persons 
must be directed toward a common objective. Its prototype is the military 
organization of the past. 

Lines of authority and instruction are all vertical from superior to subor- 
dinate, extending from general manager to workmen as shown in Form 1, 
which is for a manufacturing organization. Duties and responsibilities may 
be deputized from general manager to superintendent, and from superin- 
tendent to foremen. No foreman exercises authority over, or gives instruc- 
tion to, any otber foreman; no workman owes duty to, or is held responsible 
by, any foreman except the one immediately over him. Subdivisions of 
functions are such that the mental and manual labor required of men on the 
same organizational level is approximately the same. Mental work ot 
administration is reserved to those in higher authority; simple duties are 
delegated to those under them. 

Advantages of this type of organization are: simplicity: clear definition of 
duties and responsibilities; and ease of securing discipline. 

Disadvantages are: difficulty of operation in, large or complex undertak- 
ings; overloading a few men with duties and responsibilities; tendency to 
perpetuate inefficient methods; undue reliance upon skill and personal 
knowledge of workmen; and danger of disaster if a strong executive is lost. 

A pure example of the military or line is seldom found, and it is restricted 
to smaiu establishments or where the work done consists of very simple 
operations or’ processes. ; 

Functional Organization.—This form has been developed to make the 
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greatest use of expert knowledge and advice. Mental and manual work is 
subdivided and deputized as shown in Form 2, which is for a producing 
organization needing both chemical and engineering counsel. Therefore a 
chemist gives advice to all the foremen on chemical matters, an engineer 
on engineering matters, and the superintendent in regard to actual produc- 
tion. 

Lines of authority and instruction pass from each adviser to every func- 
tional foreman, and from each functional foreman to every workman. Duties 
of the foremen may be quite different, for each may have charge of but a 
certain aspect of the work. Different instructions will be received by the 
workmen from each foreman. 


Workmen Workmen Workmen Workmen 


Form 1. Authority and Responsibility Relationships under Military or Line 
Organization 
(From article by Dexter S. Kimball, Management and Administration, December, 1923) 


Advantages of this type of organization are: separation of mental and 
manual labor according to functions to be performed; maximum of expert 
advice and direction; minimum of functions assigned to any one person, 
tendency toward high individual efficiency. Disadvantages are: weak 
discipline; difficulty of co-ordinating many separated functions; tendency to 
produce narrow specialists among the executives and automatons among 
the workers. 

A pure example of the functional organization is hard to find. 

Line and Staff Organization.—This combines features of both the military 
and functional types. Form 3 shows the general plan which is used in most 
industrial plants of any size. The primary functional divisions are into 
sales, engineering, manufacturing, and finance. The heads of these four 
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divisions are equal in authority. Each has certain line duties and respon- 
sibilities. On the other hand, each has certain advisory or staff functions. 
For illustration, the treasurer and chief engineer give advice and instructions 
to the factory superintendent. Under the superintendent are functionalized 
several departments, while the tool designer, order clerk, and chief inspector 
give advice to the shop foremen. 

Lines of authority and responsibility are vertical for the line executives 
having the least complex duties, and spread from staff advisor to line execu- 
tive wherever expert knowledge and counsel are needed. 

In general the advantages of this type of organization are the sum of those 
noted for the two preceding types, while the disadvantages of these types 
are minimized. 


SUPT. OF 


Functional 
Foreman 


Functional 
Foreman 


Functional 
Foreman 


Work men 


Form 2. Authority and Responsibility Relationships under Functional 
Organization 
(From article by Dexter 8. Kimball, Management and Administration, December, 1923) 


Committee Organization.—This is a modification of the line and staff type 
where the advisory functions are exercised y committees. Sometimes 
such committees are combined, with individual staff advisors as shown in 
Form 3. 


Material Control 


PURPOSE OF MATERIAL CONTROL.—Importance of material con- 
trol in an industrial plant cannot be overemphasized. Upen it depends 
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production and orderly handling of the entire factory operation. Main 
purposes of such control are: 
1. To keep right quantity and quality of materials on hand at all times. 
2. To care for and conserve all materials awaiting use. 
3. To determine requirements for materials by correlating production 
and sales programs. 
4. To secure cost figures on all materials and supplies used in produc- 
tion and factory operation. 
5. To furnish at any and all times records as to quantities of materials 
on hand, on order, assigned, utilized, needed, and so on. 
6. To determine value of the material inventories. 
To satisfy these controls, four general groups of records are needed: 
1. Receiving records 
2. Stores records 
3. Work in process records 
4. Inspection (or quality control) records 
RECEIVING RECORDS.—Serve two main purposes: To see that goods 
ordered are received in time or followed up; to be sure that goods are 


SHIPMENTS RECEIVED VIA BETWEEN 


CONTENTS OF SHIPMENT 


i ! 


Form 4. Form for Record of Purchase Material Received (in duplicate) 
(From Madison Cartmell’s ‘‘Stores and Materials Control”’) 


received so that invoices can be paid. Nature of receiving records depends 
somewhat upon size of plant and length of time required to complete the 
receiving routine. Receiving departments of large plants list all parcels or 
goods as received, making use of a duplicate form such as Form 4. This 
form serves as a means of notification to purchasing department of what is 
received and for inspection of material. It shows*carrier, consignor, with the 
address of each, number of pieces in each shipment, number of purchase 
orders against which the shipment applies, and contents of the parcel, if 
such is known. Copy 1 is forwarded to purchasing department follow-up 
clerk. Copy 2 is held pending the inspector’s report as to quality and quan- 
tity. In small plants where receiving routine is simple and volume of 
materials handled small, a record of this kind is not required. 

A more elaborate form for reporting received material is shown in Forms 
5a, 5b. On these forms spaces are provided for vendor’s name, order number. 
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copy! 


PURCHASED MATERIALS RECEIVED REPORT ORDER 'NO.. 


RECEIVED FROM A DATE RECEIVED |] CATE WRITTEN 


MATERIAL SYMBOL 
Loca 


THON 


INSPECTION DEPT. 


Form 5a. Purchased Materials Received Report (copy 1) 
(From Madison Cartmell’s ‘‘Stores and Materials Control’’) 


THE ABOVE MATERIAL IS IN ADOEO TO STORES ORCER 
Ee On eROors READY STOCK RECORO CHAROED CREDITED 


cory 3 


PURCHASED MATERIALS RECEIVED REPORT ORDER NO. 


DATE RECEIVED | DATE WRITTEN 


LOCATION DESCRIPTION 


LOCATION DESCRIPTION 


RECEIVED THE ABOVE ACCEPTED MATERIAL FROM THE RECEIVING DEPARTMENT 


RECEIVING OIVIGION, STORAGE OEPT. 


Form 5b. Purchased Materials Received Report (copies 2, 3) 


1284 MANAGEMENT [Sec. 27 


quantity received, and quantity rejected, if any. Copies are signed by the 
inspection clerk and distributed, one to purchasing department for checking 
quantities of invoices, another to stores records after material has been 
sent to storekeeper, while third copy is signed by stores clerk and finally 
by receiving clerk for his own protection. Inspection of quality of purchased 
goods is technical, and if a lot has been found unsatisfactory and is rejected, 
its amount is noted not only on materials received report (Form 2), but 
also on a rejection report (Form 6). General information on rejection 
report is similar to that on materials received report, except that former 
describes tests made and why material failed to satisfy specifications and 


DEFECTIVE MATERIAL REJECTION REPORT 
“TO PURCHASING DEPARTMENT oe 
THE MATERIAL NOTED ON THE FACE OF THIS REPORT HAS FAILED TOPASS INSPECTION FOR THE FOLLOWING 


REASONS: 


WE RECOMMEND 


PLEASE ADVISE AS TO WHAT DISPOSITION SHOULD BE MADE OF THIS MATERIAL 


RECEIVING DEPARGTHENT 


INSTRUCTIONS FOR DISPOSITION OF ABOVE MATERIAL: 


SURCHAGING CEPARTMENT 


Form 6. Back of Defective Material Rejection Report Form 
Face is used as copy 4 of Form 5 
(From Madison Cartmell’s ‘Stores and Materials Control’’) 


to meet requirements. Information on Form 3 enables purchasing depart- 
ment to prepare its claim against vendor. 

STORES RECORDS.—Prime functions of a storekeeping system as laid 
down by Gantt are: 


1. To have on hand, when wanted, all material needed. 

2. To see that all material not needed is disposed of. 

3. To safeguard all material not issued to some special order. 

4. To keep in the manufacturing office an exact balance of material 
on hand and on order. 


Stores records have been developed in great variety to meet many different 
conditions. In general, such a record should comprise: 
1. Description of material. 
2. Factory requirements for each kind of material. 
3. Quantities on hand, on order, and allotted or assigned to production. 
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4. Quantity to be ordered when time comes to procure more, either 
by purchase or manufacture. 

5. Unit price at which particular item is to be priced on requisitions. 

6. Quantity consumed during given periods. 

7. Value of quantity on hand. 


Two general methods are used for keeping such records: loose-leaf books, 
and loose-card files. First is generally preferred because it gives a sheet 
of a size large enough to carry all essential data. Ruling of sheet or card 
depends upon amount of information to be recorded and system of control 
in use. A simple form giving a perpetual inventory with prices and value 
spaces is shown in Form 7. Such a card is made out for each item of stores, 
describing in its heading the item, its location in the stores room, unit of 
issue, and unit price. Unit of issue is stated in number, pounds, feet, cubic 


MATERIAL 


LOCATION UNIT VALUE 


Quantity Quantity | On baVARE 
Received | Delivered | Hand | On Hand 


Form 7. Simple Form for Perpetual Inventory 


volume, or number of packages or containers. Below heading of card are 
entered date of each issue, quantities received and delivered, balance on 
hand, and its value. 

A simple stores record form with ‘‘on order’’ columns is shown in Form 8. 
Three columns at left provide for recording date, order number, and quan- 
tities on order. 

A more elaborate balance of stores record is shown in Form 9. This 
provides heading for necessary information to identify item and record 
requisitions and order numbers together with quantities and dates. Below, 
columns are provided for a record of receipts, issues, and balances. 

An important part of the routine of handling stores is physically to show 
the order point. This provides for some form of physical separation of the 
minimum or order point quantity from rest of stock. When balance on 
hand is reduced to this amount, balance clerk reports this fact to the store- 
keeper, using form of Form 10. This method works out as follows: A 
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factory manager may determine that 2 months are required from time of 
placing request for a new supply of parts until lot is received in store- 


MATERIAL 


LOCATION UNIT VALUE 


7 
On Order Date Quantity | Quantity 
N Rec’d |Delivered| Hand 


= 


Form 8. Simple Form for Stores Record, with “On Order’? Column 


room. Storekeeper from his records ascertains that 24,000 of these parts 
were used in preceding year. Therefore, time of order point is 2 months 


LOCATION | SYMBOL 


Order No. Sa Date Ord. | Date Due |Time Needed] Ord. Point/Am't to Ord] Cost Per 


RECEIPTS ISSUES ISSUES ISSUES 
|e 


— — 
Date | Rec'd | Total Issued|Charge|Balancel|Date Issued Charge cole! Date soued Charge Balance 
i 


— =. 


Form 9. Form for Balance of Stores Card 
(From article by Clark and Davies, in Management Engineering, July, 1921) 


and quantity 4,000 pieces. Storekeeper then counts out 4,000 parts and 
places them in one or more bins, separating them physically from rest of 
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stock by means of boards painted red or by some other sign. These parts 
cannot then be taken without showing the fact that order point has been 
reached. 

Taylor Balance of Stores Forms for classified stores and for work materials 
are still more elaborate. They show for each article in the storeroom: 


1. In Ist column quantity of articles ordered but not received in 
storeroom. 

9. In 2nd column quantities on hand in storeroom. 

3. In 3rd column quantities apportioned, received for shipping orders 
or manufacturing orders, but which have not been issued. 

4. In 4th column quantities available (in excess of quantities appor- 
tioned to shipping orders and manufacturing orders) for future require- 
ments. Quantity available must equal quantity on order (column 1) 
plus quantity in storeroom (column 2) minus quantity apportioned 
but not yet issued (column 3). Materials on order but not yet avail- 
able, as soon as ordered, are entered in the available column (column 4). 


ORDER NO. AMOUNT ORDERED DATE DUE LOCATION 


SYMBOL 


DESCRIPTION 


NEW REQUISITION 


ORDER TAG 


Form 10. Form for Order Tag 
(From article by Clark and Davies, Management Engineering, July, 1921) 


WORK IN PROCESS RECORDS.—Records of work in process are 
far more numerous and complex than those for stores, depending upon nature 
of product, manufacturing processes involved, volume handled, and par- 
ticular system of control adopted. It is, therefore, possible to touch upon 
but two or three of the important elements in such a system of control 
records. Charts of the Gantt system are therefore presented, including 
layout chart, load chart, and progress chart. 

Layout chart is used in planning production. A specimen as used in a 
machine shop is shown in Form 11. It is ruled to represent working hours of 
the plant and may extend over several weeks, or wide columns may repre- 
sent days and narrower columns even hours. All machines and work 
benches in a department or a shop are listed at left. When an order is re- 
ceived a list of operations through which the material must pass is secured. 
On the layout chart opposite machine to be used first operation is laid out. 
An angle open to right indicates when job is to be started. An angle to 
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LEGEND 
c Date job is scheduled to start. 
“| Date job is scheduled to be completed. 
{—___1 Total time scheduled for order. 
ome Work done. 
(= Time required to make up for past delays. 
Figures above lines indicate order numbers. 

N7, Indicates that chart was reproduced Wednesday 

night and shows how the work stood at that time. 

Reasons For Stoppinc Work 


B—Break-up. 
H—Lack of heip. 
M—Lack ‘of material. 
P—Lack of power. 
R—Repairs. 

T—Lack of tools. 


left indicates when job is to be completed. A light line connecting two 
such angles indicates total time scheduled for the order. 

In a similar way the machine upon which second operation is to be done 
is looked up to see when it will be ready for additional work. An order is 
then assigned to this machine and angles and light line are drawn. This 
procedure is continued until all orders are laid out. 

As daily reports are received showing amount of work done, a heavy 
line is drawn under the light one. If work is exactly on schedule, end of 
heavy line will be directly under proper date and hour. If work is behind 
schedule, end of heavy line will be behind, or if work is ahead, end of heavy 
line will be ahead of assigned date. 


The load chart keeps executives of any producing plant advised as to 
load of work ahead. This information is of value to all executives for it 
gives an accurate picture of what work is to be done. 

The load chart, while similar to the layout chart, is more compact and 
does not show details. A specimen for a foundry is shown in Form 12. 

On this chart divisions of the work shown are iron, steel, and brass foundry 
work and core-making. Secondary subdivisions are indicated in each case. 

The progress chart shows what progress is being made in the execution 
of a plan or program. A specimen in Form 13 is for office work. Four 
departments are indicated and for each is recorded amount of work received 
each day, amount done, and amount left over at end of day. In this par- 
ticular case each day’s job consisted of work received up to 3 o’clock of that 
day. Figures at left of each space represent number of orders received 
day by day. The lines represent amount of work done, light ones showing 
daily production and heavy ones amount done since beginning of week. 
For instance, orders for A on Monday were 420 received, 252 passed through. 
Inasmuch as 252 is 60% of 420, a light line is drawn through 60% of the 
Monday space. A heavy line drawn under the light line indicates cumu- 
lative work done. 


INSPECTION RECORDS.—Quality control is quite as important as 
quantity control. A successful product must be useful and marketable, 
j. e., it must possess characteristics different from those associated with 
mere number of volume. In practice, standards of quality are set up and 
then maintained by some form of examination or inspection. 

In Form 6 (p. 1284) is illustrated a form of inspector’s report for defective 
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purchased material. A form having similar use, that is, to indicate disposal 
of defective work and furnish instruction for reclaiming or repair, is given 
in Forms 14a, 14b. This is from the practice of the Packard Motor Car Co. 


face re ¥. 
MON Tues. | weED. | THURS.| FRI. 

see oer CT 

ORDERS FOR “‘A” #20] | | jee t | [sed 1 || 40] |_| 


41/0 [38 ep 
aa 9 Br 


4 9 Sew 


SHIPMENTS cuEckd 


TRAFFIC DEPT. 
SHIPMENTS ROUTED) 
FRT BILLS CHECKED 


BILLING DEPT. 
SHIPMENTS BILLED, 


PURCHASING DEPT. 
ORDERS PLAGED 
” FILLED | 


Form 13. Gantt-Type Progress Chart 
(From Wallace Clark, “The Gantt Chart”) 


DEFECTIVE STOCK TAG 1 
CATE OLPT FOUND IN] aero 
On 
OA GOSS) \eeacorean |e oes [ee 


| ° onceR 


teeee 


PIECE WO 


108 SEI'R CHED. 


OCPT GHOO 


HO. 


APPLY ON TAQ NO JOPTA OFF [FATT OF 
OE HO. 


QUANTITY DEFECTIVE 


NAME 


RETURN 
REPAIR 


RETURN 
nePcace 


OrecTs 


ow- 
asscHoe 


FOR REPAIR INSTRUCTIONS SEE DACK OF NO. 8 COPY ente? 


REPAIR ROUTING 


SUPPLIER 


Pe eerrocceeserseeessesesesesereserees 


Form 14a. Inspector’s Tag Form for Disposing of Work (face) 
(From G. 8S. Radford, ‘‘The Control of Quality ”’) 


Often no special tag is used for the material which is satisfactory, an 
entry being made on the work tag as to the number of pieces or amount 
which has passed inspection. The principal use for this tag is to supply 
information to stores department as to amount of material which has been 
apportioned and sent along for storage. 
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Equipment Control 


DETERMINATION OF MACHINE RATES.—The method of using 
machine rates or machine hours as the basis for applying cost burden has 
grown in favor and is extensively used. This method is based on the theory 
that a portion of manufacturing burden should be applied to work performed 
on the basis of the production time required at machines on which work is 
done. Either three or four items are usually involved in a machine rate. 
These are: 


1. Power cost 
2. Depreciation 
3. Maintenance (space) 


In some cases another item is considered necessary to establish unit of 
interest on investment in the machine. This gives: 


4. Investment (value) 


INSTRUCTIONS FOR REPAIR 
DEPT OPERATION 


TE 
Form G 20 150M 4204 4 86 co reor 


Form 14b. Inspector’s Tag Form for Disposing of Work (reverse) 


Procedure for setting a machine rate is simple. It involves determining 
at the outset the charges for proper power, depreciation, maintenance, and 
investment (if used), and then dividing -these by a factor representing the 
reasonable number of hours which machines are expected to be in operation. 
This factor is often 80% or 85% of total possible hours. By this procedure 
a predetermined rate is established. Thereafter, for each month, actual 
power, depreciation, and maintenance charges will be known. Their total, 
with addition of the investment charge (if used), should be divided by the 
hours which the machines actually run to arrive at a monthly figure as to 
cost per hour for operation. Form 15 shows a form for determining the 
machine rate for a machine-shop department, developed by Myron A. Lee, 
and presented to the American Society of Mechanical Engineers, May, 1923. 

DETERMINATION OF IDLE EQUIPMENT TIME.—Idle time of 
machines and equipment is recorded in various ways, one method in wide- 
spread use being the Gantt Machine Record Chart. Its purpose is to show 
whether or not machines and equipment are being used, and, if not, the 
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reasons for idleness. Causes of idleness, which may vary on different kinds 
of work, are usually as follows: 


- Waiting for set-up Lack of power 
Lack of operative Lack of tools 
Lack of material Repairs to machines 
Lack of orders Holiday 


Form 16 shows such an idle machine record presented®by Owen Earhart. 
At the left of this record are listed machines, benches, or work spaces, 
designated by number. Opposite each the foreman indicates whether or 
not the machine has been running, by drawing a line across the space to 
indicate hours during which machine was in operation. A blank space 
indicates that the machine did not run and a letter or symbol gives the 
reason. Jf desired, a heavy line can be drawn to indicate cumulative run- 
ning time of the machine for a whole week. Length of this heavy line is 
always equal to sum of lines for the various hours or days. A record of this 
kind is intended to bring action to correct lacks and failures which cause 
equipment idleness. 


EQUIPMENT MAINTENANCE RECORDS. —Idleness of machinery 
and equipment because of repairs can be greatly lessened by systematic 
overhauling and maintenance. Responsibility for initiating such main- 
tenance is one of the important functions of the planning department. 
For proper execution three things must be established: 


1. Standards for maintenance. 
2. Instruction cards for inspection, reports, and overhauling. 
3. A tickler as a mechanical aid to show when the work must be done. 


Setting up of standards is the responsibility of the engineering department. 
Instruction cards are prepared from these standards and are same in kind 
as used for regular production jobs. Best type of tickler is one which has 
a portfolio for each day in the year, large enough to insert all reminders, 
instruction cards, and reports. Notices to initiate maintenance work 
should be placed in the tickler in advance, to come out at proper intervals 
throughout the year for inspection of each part of equipment, and for exam- 
ination and repairs at stated intervals of parts of machines, motors, boilers, 
engines, and belts likely to wear out or give trouble. One tickler for an 
entire plant is preferable to one for each department. 

Forms for recording standards, for instruction cards, notices, and reports 
are simple in design and in general are well known. 


Labor Control 


TIMEKEEPING.—A threefold purpose is served by timekeeping: 


1. To provide information for the pay-roll department as to time 
worked, or amount of work done. 

2. To advise the cost department as to«the amount of direct labor to 
be charged to any specific work. * 

3. To advise the cost department as to the amount of overhead to be 
charged by means of a machine rate or labor rate to any specific 
work. 

Prime functions of a timekeeping system according tp Gantt are: 


1. To know who worked. 
2. To know when he worked. 
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3. To know what he did. 
4. To know what he was paid for it. 


IDLE MACHINE.RECORD © 


Date DEGAMVEF..6.sIIZZa.ncsen 
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CAUSE OF IDLENESS 


Form 16. Gantt-Type Idle Machine Record 
(From article by Owen Earhart, Management Engineering, April, 1923) 


TIMEKEEPING METHODS.—The following timekeeping methods have 
proved inadequate: 


1. To have workmen write down their time in pencil at end of day or 
week, or upon completion of a job, operation, etc. 
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2. To have foremen write down such reports for workmen. 
3. To employ timekeepers to visit workmen and secure records of 
operations from them. 
Therefore, in-and-out time records and job time records have grown in favor 
and use. 

The in-and-out time record is made by ringing or punching a clock which 
records on a tape or card the time of entering and leaving work in morning, at 
noon, after lunch, at night, and for overtime and on holidays. This record gives 
a check on attendance. Its various forms are well known. 

The job time record is rapidly gaining acceptance according to Charles 
W. Lytle, from whose investigation and study! the following sun»smary 
has been condensed. 


Hrs. 


CLOCK NO. 
Rate per hr. 


NAME 


Pieces O. K. Rejected | Operation No- 


Form 17. Time and Job Card for Federal Time Recorder 
(From article by C. W. Lytle, Management Engineering, June, 1923) 


Vital feature is to record starting and finishing times of each job without 
allowing, juggling, or miscalculating. This requirement is satisfied if worker 
turns in a card when he finishes each job and receives another card for his 
next job. To prevent human error, a mechanical time stamp is advisable, 
and various kinds are available. 

In some Gantt and Taylor management installations the job time record 
is made to serve as an in-and-out time record also, by having each workman 
use his rack in-ticket in the morning for his ‘first job ticket, and his last job 
ticket at night for a rack out-ticket. ‘‘Lates’’ must go to office for first job 
tickets and are checked. 

Punching time stamps are probably the simplest form. A figure is punched 
out of the time or job card representing starting time, and another finishing 
time. Form 17 shows a job card used with Federal Time Recorder, and Form 


1 Management Engineering, June, 1923, p. 429. 
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UPPER FIGURES ARE HOURS ELAPSED 67 CENTS PER HOUR LOWER FIGURES ARE DOLLARS AND CENTS 


eo: D5 ee Sia 15) malceeh25h V5yeNi75 421601225 1:25) 
17 3451 678401, 1.17, «1.34151 1.68 


aS de A TIONS) Hig? 225° 257 275 3° 325° 3573 ES 8S 85S 
A734 516784 OL s«1.17-1.34 151 168 184 201 218 235 251 268 285 3.02 3.18 335 
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184 2.01 218 235 251 268 285 3.02 3.18 3.35 352 369 385 402 4.19 436 452 469 486 503 5.19 


55° 5:75 6 625 65 675 7 725 75 7.75 8 825 85 875 9 925 95 975 10 1025 
369 385 402 419 436 452 469 486 5.03 .519 5.36 553 5.70 586 603 6.20 637 653 670 687 


Form 18. Master Card to be Used with Job Card of Form 17 
(From article by C. W. Lytle, in Management Engineering, June, 1923) 


Hours ‘Rate 60 NIGHT|OUT 


- 
1> 
A t —_ ———_——| 
Amount PS, > Rae 


Form K 14 -952 Fac. 


ORDER No. WHAT ARE YOU DOING? 


Stop 
Start 


Stop 


Start 


Form 19. Job and Time Card, with “Start” and “Stop” Times 
(From article by C. W. Lytle, Management Engineering, June, 1923) 
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18 a master wage card. Elapsed time is read instantly in upper figures when 
time card is placed on master card. 

there is a master card for each hourly wage-rate, carrying a set of figures 
for elapsed time and accompanying wage value at successive 15-minute 
periods throughout day. Cost clerk places first punched hole in the job 
card over the zero location on the master card, and reads both elapsed time 
and labor cost through second punched hole. These intervals can be made 
less than 15 minutes and a time clerk can do the punching. 

Printing time stamps are available in wide variety. One, that of Cincin- 
nati Time Recorder Co., uses a card similar to the common workman’s 
time card, but prints ‘‘start”’ and ‘‘stop”’ times. See Form 19, a form used 


Date | a Coss x Job-No. 
$ 1> Wa 
i a Js0 ies Zale +o 
Zt| Quantity Received Quantity Delivered No. Defective 


woo 


Operation 


19Gb va 


~ | No. Drawing or Part 


Material 


Expense 


Form L$71—Job Card 


Pat. April 28, 1914. Simplex Time Reeorder Co., Gardner, Masa. Total 


Form 20. Card for Stamping both “Start” and ‘‘ Finished” Times 
(From article by C. W. Lytle, Management Engineering, June, 1923) 


for daily in-and-out pay-roll records; totals should check. Form 20 shows 
another form of combined job and time ticket as used by Simpiex Time Re- 
corder Co. 

Printing and elapsed time stamps were the next logical step in attempting 
to develop error-proof timekeeping. Method involves automatic figuring 
and stamping of elapsed time as well as clock times. There are many of 
these recorders, and they approach the problem in several distinctly different 
ways. The New International Cost Recorder with two-color ribbon can be 
made to print records in periods, hours, and minutes, or tenths and hundredths 
of hours. The latter units greatly facilitate adding. See Form 21. 

The Bishop Calculating Recorder Co. makes a recorder which gives the 
elapsed time without giving finishing time as such. Two time scales are 
printed along the left margin of the job card. Qne of these scales is in clock 
figures and indicates the starting time when punched. Workman merely has 
to place card against a stationary abutment and the instrument automatically 
locates any starting time. At end of the job the workman again places 
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card, but with reverse side up, and it automatically locates the correct 
elapsed time on the other time scale, which is in terms of hours and minutes 
regardless of clock time. In cost department each job ticket is used with a 
master rate sheet to locate the labor cost for given elapsed time. With 
any of these instruments there is supposed to be a separate job ticket for all 
idle intervals. 

Synchronized clock systems do away with discrepancies in running of 
different clocks. Such systems are often elaborate and one (Num System 
of Stromberg Electric Co.) computes elapsed time as follows: Each clock 
register contains a set of numbered printing wheels for stamping date and 


AM 9 17 PM 3 42 Hula eO 


MAN NUMBER AMOUNT 


[ou aot Paieol a TC 


$.0. NO. HEAD NO. 
ORDER NO. OPERATION 

@ 
PART WT.OR PCS. STARTED RATE P.W. 
SIZE WT.OR PCS, FINISHED RATE D.W. 


Form 21. Form of Elapsed-Time Time Card 
(From article by C. W. Lytle, Management Engineering, June, 1923) 


i 


time period on job ticket. At end of each period central clock advances 
period wheel one unit by means of an electric impulse. Because 6 minutes 
is an even tenth of an hour, it is a natural period to use in stamping. Minute 
hand of each clock moves forward at end of each minute. Recorders auto- 
matically start and stop in conformity with any given schedule of hours so 
that any noon hour is eliminated as well as A.M. and p.m. After an entire 
working day is passed, including overtime and night work, if any, printing 
mechanisms are automatically set at zero, at which point they remain until 
they automatically begin operations again from that point, at exact time 
working hours begin the following morning. See card of Form 22. 

To illustrate, assume that a manufacturing plant begins regular operations 
at 7 a.m., the lunch period is from 12 noon to 12:30 p.M., and if there is 
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night work or overtime the supper time is from 5 P.M. until 6 P.M. Basis 
of time used is the hour and tenths of an hour, and calculations are made 
thus: 


If an operation is started at 7:02 a.m. imprint will show........---- 0.0 
If stopped at 3 P.M. imprint will BHO Wot cried Pade a. tontesitens Bisco teeceeaeketes Tao 
Actual working time is the difference.......-++-+-+-+-rseccctsr sts 7.8 


Or 73 hr., from which lunch period of 4 hr. does not have to be de- 
ducted. 


If an operation is started at 8:07 A.M. imprint will show.......-.--- 1 ies | 
If stopped at 9:12 p.m. imprint will POA: coe A teks Semeice packseat meenoccree 12 ea 
Actual working time is the difference........-..++++e+se sce tet ete 11.6 


Or 11 6/10 hr., from which 3 hr. for lunch and 1 hr. for supper do not have 


to be deducted. 
Job No. 


NAME | 


REGISTER RATE | COST 


velo [ae 
| START { i j 


| COST CLERK 0.K. zm | FOREMAN OK. 22:3 


Form 22. A ‘‘Num-Hour” Card 
(From article by .C. W. Lytle, Management Engineering, June, 1923) 


Periodograph System of Gisholt Machine Co. is based on entire pay period, 
figured and stamped in tenths of hours, or 6-minute intervals. A separate 
time card is used for each job. At start and end of any idle-time periods a 
blue card is punched. <A separate absence card is punched by time clerk 
at beginning and end of each absence period. Periodograph is also applied 
to systems where Hollerith machines are used for tabulations. A regular 
card is shown in Form 23. 

Clock face time stamps are used in several recorders to print clock dials 
with indicating symbols. 

The Calculagraph prints an arrow to indicate starting time. At finish, 
elapsed time is printed on the familiar meter principle, one dial giving hours 
and a secondary dial giving tenths of an hour. See Form 24. 
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fo) 5/0 | NAME 


ORDER NO. 


21d, 
Pc. NO P44 | 
NAME M4 Z ae 


440 


PCS STARTED 


ss say 7 DTT "ak OAS 8 8 
“O° yg | WN 5-387 | 70038 
O DUNGBo wa oF 3:8 Del weaher 
G JUN 4 2701 fhZ 
O JUN 3 x 300) |e 
O JUN 3 x 270] 390 

O JONG 70 are 
O | JUN 4 2609420 


Baie POTS LIC 


TAL TIME 


patel agar 
GO 


Form 23. <A Periodograph Time Card 
(From article by C. W. Lytle, Management Engineering, June, 1923) 
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ANY 
4 
° 


8 
Z 
\1 
‘9 
X, 
a 


° * if . Vey eto 
Tp WPCA aye ORY Mix ® 
e 
Oe iN JAN 31 19- 
ELAPSED TIME STARTED 
NAME NO. DF 
PIECE SYMBOL LOT NO. OPERATION 
No. 
, MACHINE !MAN’S| MAN’S| 
MACHINE NO. LOCATION TIME TIME | RATE 


—————— 


IF NOT FINISHED cross =~ | F 
IF FINISHED Cross ¢@~ | NF 
I BELIEVE THESE ENTRIES TO BE CORRECT EARNINGS | | 


—_—_—————————————— 
ROUTE | PAY | MAN’S| MACH. 
SHEET | ROLL | COST | COST 


PCS. PCS. 
STARTED | FINISHED 


Form 24. A Calculagraph Time Card 
(From article by C. W. Lytle, Management Engineering, June, 1923) 


A A 
& 4 
rece oy) els See 
vy. &O0- 02 Ae 
icy BC HINN eV cre 
Vv~ OS Lp a Se ake 
co ys ~O <V ES OSE ep) 
dz os Hundredths tec paateds a oO <4 & 
45 “Sof hom = Up < <sSr2 ars 
ee Se si er COsseee Ss So 
etch OK: yo a S - = 
re Ayes S fe << 


oe “4 
Vv 
Form 25. A Tempograph Time Card 
(rom article by C. W. Lytle. Manaaement Enqineering, June, 1923) 
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The Tempograph prints the portion of a clock dial indicating starting time, 
and then a smaller dial at finish on whioh an arrowhead has advanced from 
-ero to number of elapsed hours and hundredths. This instrument can be 
arranged to compute money value of time at any hourly rates for any amount 
up to $24. It always prints the date on each card. See Form 25. 

The Arrowgraph divides a clock dial into various job times of a single 
workman. When noon hour is 12:00 to 12:30, the period figure at 12:00 
is repeated at 12:30, so that elapsed time can be secured with only one sub- 
traction. 

Tape recorders are available in several kinds adapted to special needs, 
as separating employees entitled to attendance bonus from others, recording 
idle time, and»making up pay-roll. 


DETERMINATION OF IDLE TIME.—Idleness of employees is usually 
and best recorded graphically. A widely used form is the Gantt Man Record 
Chart which shows whether a man does a day’s work and, if not, the reason 
for failure. 

Reasons for falling behind are: 


Absent Repairs needed 

Green operator Tool troubles 

Lack of instructions Holiday 

Slow operator Smaller lot than estimate is 
Material troubles based on. 


A typical chart is shown in Form 26, from the practice of Wallace Clark. 
This chart is similar to that used for recording idle machine time. At left 
are names of the men. At top is a space for a heavy line for operation of the 
department as a whole; opposite name of each man is drawn a line through 
daily work space, indicating what was done compared with length of space, 
which represents amount of work man should have done. If an operator 
produces 200 units in a day where he should have produced 300, length of 
line is 2 length of space. The } of space through which no line is drawn indi- 
cates idleness. 


Clark describes other features of the chart: 


Expressing this in a different way, the space represents the time actually taken to do 
a certain amount of work, while the light line shows how much time it could reasonably be 
expected to take. For instance, a workman has taken 8 hours to do work which the fore- 
man had expected him to do in 4 hours. The width of the column for the day represents 
8 hours. He therefore draws a light line through an amount of space equal to 4 hours. 
Another workman has done in 8 hours what the foreman expected would require 12 hours 
of a good man’s time. He therefore draws a light line through an amount of space equal 
to 12 hours, i.e., one line all the way across and another halfway across. Light lines drawn 
through a second day’s space are offset from those of the first day so that they will not 
appear to be continuations. If the foreman has not estimated the time the work should 
take, he draws a broken line through an amount of space representing the time actually 
spent on that work. The portion of the daily space through which no line is drawn shows 
how much the operator has fallen behind in the work expected of him, and the letter at 
the beginning of the space indicates the reason. At the end of the week a heavy cumulative 
line is drawn to show the weekly total of each operator, the heavy line always being equal 
in length to the sum of the light lines. To get the totals of the various groups and of the 
whole department, the hours represented by the cumulative lines of the individual workmen 
are added and divided by the number of men. A line about 4 inch wide is used for a group 
total and 2 inch wide for a department total. 
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Lecexd Reasons ror Faruinc Beninp 
t | Width of daily space represents amount of A—Absent. , Ranerals needed. 
t Fi , G—Green operator. —Tool troubles. 
work that should have been done in a day. 12 Lack of instructions. V_Holiday, 
——_ Amount of work actually done in a day. Slow operator. Y—Smaller lot than estimate 
—Material troubles. is based on. 


Time taken on work on which no estimate is 
available. 

Weekly total of operator Solid line for esti- 
mated work; broken line for time spent on 
work not estimated. 

qmmmeces Weekly total for group of operators. 


Weekly total for department, 


The portion of the daily space through which no line 
is drawn shows how much the man has fallen behind 
what was expected of him. 


When there is more than one reason for failure to do 
the work in estimated time, the reason entered on chart- 
is determined by asking questions in the following order: 
R—Was the machine in good condition? 


- T—Were the tools and fixtures in good cendition? 


J—Was the operator given proper instructions and sufficient 
information? 

M—Was trouble experienced with material? 

G—Was the operator too green to do the job? 

L—Was the operator too slow? 

Y—Was the lot smaller than estimate is based on? 


A change in circumstances may alter the sequence 
of these questions. 


OPERATION ANALYSIS.—Analyses of shop or office operations are made 
for several purposes, the most important being to secure information, 


To set rates. 

To improve processes or operations of a job. 

To improve quality of product. 

To check production in case a standard time or rate is not equaled. 
To determine personnel factors necessary to do a job. 


CU Crake 


Three general methods of analysis are used: 


1. Time study 
2. Motion study 
3. Job analysis 


Time studies are used to secure information to establish standard time set 
rates, improve product, improve operation and check production. Motion 
studies provide information to record methods and establish standard times. 
Job analysis provides information as to the human content of the job, in setting 
occupational rates. 


TIME STUDY.—Time study is a method of measuring, dealing primarily 
with time. Its principal objects are: 


1. Determination of possible improvements in equipment and condi- 
tions for producing a given piece of work or for performing a speci- 
fied task. 

2. Determination of possible improvements in processes or method of 
performing work. 

3. Determination of amount of time in which work or task should be 
performed, conditions being satisfactory and equipment effective. 


Analysis of the job into its elementary divisions is first step in taking a 
time study. Observer or time study taker lists these divisions in the order 
of their occurrence, splitting the job into a greater or less number, depend- 
ing upon work and conditions. Merrick? explains the elementary divisions 
as: 

In studying the operations in a lathe, a cutting tool would be inserted in and removed 
from the tool post several times during the course of the work. If a study is being made 


to determine the length of time required for certain cutting operations, that is, if we are 
studying the work itself and not the machine in which the work is being done, it probably 


2 Time Studies for Rate Setting, pp. 7, 8. 
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would be sufficient to enter the time required for inserting the tool in the tool post as a 
single item, viz: 
Put Cool in postiiisect. lc <-aeypouati hese tun ve oa a. RAL ed ee laa rae iar 0.30 min: 


On the other hand, if we are studying the lathe with a view to determining 
the best method of handling it and the tools pertaining to it, it would be de- 
sirable to analyze this operation of putting the tool in the tool post still further, 
as follows: 


Get -tooliirom' toolistandy®, © Samee So) en dass te ee ie dee 0.03 min 
Measuretheight of tool sx: scis, wee maith: HOR cs. wcoeceisia acheter aN 0.:06=0 
Pub packing in, £00] Poste ..cfopee sinker arstoehe ase ae ctevovarevohe hes, ste RIN A. ame ale U O07 mast 
Buttool int post 50.18.et wreath nite vee Me a Mien de a8 gs id a 2p) Ge Be ae Ra lee Gen, 
Set tool an positionsgates ees stuns ta, Et wee tr sho LEE ae Che OA Te 20347 ** 
Tighten: tool-post:setscrewiewis..stasct S. « «Syed week eed Gk, Mellen sed ne 0.08 ‘“f 
SIGE) See: are ie ee ne ee, oe Se oo NS RT ST oS le 8 aS 0.30 min. 


Time study observations are made with the aid of a stop-watch whose 
dial is divided into 10th’s and 100th’s of a minute, hands so arranged that 
they can be stopped and restarted from any point without being set back 
to zero. Recording is done on an observation sheet usually carried on a 
board which has an opening or pocket to hold watch. A scale or rule for 
measuring and a speed indicator may be added to this equipment. —As 
readings of stop-watch supply time measure of the operation and are infor- 
mation on which time standards are based, the method of handling the watch 
is important. Lichtner described five methods: continuous, over-all, repeti- 
tive, accumulative, cycle. 


1, Continuous method gives most satisfactory results in majority 
of cases and on most operations. Elements are recorded in sequence 
without stopping watch. 

2. Over-all method is frequently attempted by novices, for it reduces 
figuring to a minimum but is of little value except for checking or pro- 
viding supplementary information. It consists of taking total time for 
a combination of several elements or even for an entire operation, start- 
ing watch at beginning of group or operation and making no record 
until it is finished. 

3. Repetitive method is also used by novices. Observer starts watch 
at beginning of an element, stops watch when element is completed, 
and records duration. Watch is then thrown. back to zero. When 
element appears again in cycle observer starts watch, which is at zero, 
stops it when element is completed, and once more records time taken. 
This method is easy for the observer as it does not require much figuring. 

4. Accumulative method is adapted to special cases, particularly for 
recording of elements which are very fast, ranging from 0.003 to 0.02 
minute. Observer uses two or more stop-watches; number depending 
upon his ability and duration of elements. Each watch is used for a 
separate element. As one element is completed, the watch recording 
its time is stopped and another watch started for following element, 
and so on. 

5. Cycle method is also used for very fast elements. It consists of 
taking the unit times for the sum of a part of the elements, varying 
those selected until a group of simultaneous equations has been written. 
Solving these equations gives the unit time for each element.’ 


3 Lichtner, Time Study and Job Analysis, pp. 165-172. 
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Operation: Washing outside of factory windows. 
Crew: Two men. 

Size of Window: 30 panes—10 x 16 in. 

Process: Clean with hose and wash with brush. One man washes from ladder, both win- 
dows, top and bottom, with hose, then he cleans top windows with brush from 


ladder, meanwhile the other man cleans 
brush, then ladder man rinses down. 
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bottom windows from ground with 


Preparation Elementary 
Element Time Time 
Minutes Minutes 
ie @hanve card anyinuie Nye bid ae ee 2.10 
2. Walk to tool shed (1.75), get hose, ete. 
(AAO O) EE aa hee Hales... grees 275 
3. Walk to job (1.40), unroll hose and con- 
MECty (2. O) cise ee ech ee 3.80 
4. Set ladder against building............. 1.00 
5. Shift ladder (0.75) to next window and 
lama a(O230)) een tesc ee eee che sere 1.05 
6. Close window (0.18) and pass up hose 
(ORS) a3 eas eh det a eek REAR RGR TOR Se 0.57 
7. Wash upper window with hose......... 0.64 
SieStepidowmypaltgwayenei- sie sicl-) iene 0.12 
9. Wash bottom window with hose........ 0.64 
10. Drop hose, get brush (0.09), climb ladder 
(0.30), other man washing 30 panes in 
OLErAwinGO Wiesner a ets. aia tee a 0.39 
11. Wash 30 panes with brush—0.066 per 
PACS OMe See ae Aire fochieyal oasis ahs eve 1.98 
12. Climb down (0.30), get hoze (0.09), and 
climbragain (OrsO) Rae. are d-bh selene sera as 0.69 
13. Rinse top window with hose........... 0.81 
TAs Steps OW altav. aNiwe ae cae seect 4 acjcks ereies 0.12 
15. Rinse bottom window with hose........ 0.81 
Gen C LIM Own EMG ste cleanse sched 0.18 
17. Move to next window and rinse brushes. 0.30 
18. Change hose connection for each fifth 
VU UAUGKOR ASME Ea ER trilc.. Chita ee MRS ene 0.81 
19 = Remove: ladder Gowen aistercysnererie)- .90 9-11 
DOM Disconnect MOSh: opi sis aahtast aetouty ots nal 2.40 ALLOWANCE 2.89 
21. Get (1.0) and take tools to tool shed : —— 
(1.75) and waik to window (1.75)..... 4.50 Time per window 12.00 
and Time per pane 
22. ee zs (2 men) 0.2 
Per pane (1 man) 0.4 
23. WATT ONVPATN OC Hl hystioaseastnwee coe tomsnenaucosyser's One 
PRpPparsmlONem eerie ie aoe meet» 22.80 


24. 


Form 27. Time Study of Washing Factory Windows 
(From Management Engineering, July, 1922) 
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A skilled employee should be selected for time study for these reasons, 
according to Lichtner: 


His motions are more uniform. 

He works more steadily. 

He uses best methods and adapts himself more easily to new ones. 
Influence of personal equation is less pronounced. 

Results manifest his fluctuations and are more dependable. 


SA tr ah ee 


In working up observations for each element, abnormal items are fre- 
quently discovered. These are known as variations and are usually elim- 
inated before averaging a group of individual times to determine the time 
for the element. Various mathematical principles are followed to deter- 
mine which items to eliminate. Merrick advises eliminating those 25% less 
or 30% greater, respectively, than an adjacent item. 

Preparation time and operating time, whether machine or hand, are usu- 
ally totaled separately, thus giving a unit time for a sequence of elementary 
operations made up of two factors. To this time are added several allowances 
to give the standard time. Two specimen time studies are given in Forms 
27 and 28. First is by Merrick, second by Lichtner. 


Machine Operation—Hook Vent, Striped Tweed, Unserged Seams. 


5 Sewing Handling Delays 
& Elements Time Time Min. - 
4a Min. Min. é 
a ATTAN Pesta DaCks (oes, wantaiecrn oe coer me oes ott. 0.19 
b Sew and cut tape on Ist } back..... Sere Onis ee 
c Arrange 2ndback.= cs. 0.5.5, eae sig A 0.08 
d Sew and cut tape on 2nd 3 back............. 0.14 fine 
e Pain ist: ands2nd half:,: 14s enmeete ak ethat) sts ees 0.18 
f Joinibacks4sup.t ove rip sree eae ee 0.20 
g Tape and join balance of backs.............. 0.29 ORE 
h Gitiventiss vm Mec mt + acc eke meets meee ere Op) 
i Place:stay, under ventions. sige. nee ee 0.52 
ii Sewautider vent. e.- onc. chee eee 0.11 
k Tnspeetay ceo. ts wee es ae 0.23 
1 Cut seam and lay aside......,-s2h 0) One 0.09 
sLotalisewine: timex. sey eee en eee 0.87 
sotal handling: time. j.ey. denen 1.50 
photal timestor/cycle-mma eae en ee eee 37 
Necessary Delays 
(Citi A Roki petal appear ce kee hace rt tale eta: Nye Ba 
ERIGMID I dees s <.ice.ntee etahe eee ee Le 
RCS REA ee en. OTA 4, Lb ak on BN ag DE 
Cie 0.52 
Call 25% 


2.37 plus 25 per cent = 2.97 min. per coat. 20.2 coats per 1 hr. 191.8 coats per 9 hr. 
Torm 28. Time Study on an Operator in Making a Man’s Sack Coat 
(From article by W. O. Lichtner, Management Engineering, May, 1922) 


PRODUCTION STUDY.—After a standard time or rate has been set 
from a time study, it sometimes happens that operator is unable to equal 
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set time or rate. Failure may be due to one or more of several causes as: 
improper material, improper equipment, machine trouble, tool trouble, 
unnecessary delays, waste of time, lack of skill, or incorrect standard. A 
study made to determine cause of such failure is known as a production 
study. It consists in observing job for a comparatively long period, as a 
day or possibly several days, to determine time being taken for various ele- 
ments or cycles of elements, and for all interruptions and delays of what- 
ever kind. It is, therefore, a special form of time study conducted and 
worked up as previously outlined. : 


; JOB ANALYSIS.—Job analysis is applied to several forms of study but 
is used here for that form intended to bring out the employee qualifications 
desirable and the nature and conditions of work for a particular job or task. 
This method has been developed to a high degree by the International Har- 
vester Co., as reported by Arthur H. Young.‘ A specimen job specification 
card for an operator on a sensitive drill press is shown in Form 29. The 
method used in making some 900 such job analyses was to establish a general 
occupational rating committee and a plant committee at each factory. 
These groups made the preliminary job analysis and therefrom the job 
specifications. 


MOTION STUDY.—A special form of operation analysis using a motion 
picture camera and aimed principally to record ‘‘the one best way,’ is 
generally known as motion study. The devices and methods have been 
originated by The Gilbreths and have been used to a limited extent except 
in their own practice. Method records surrounding conditions of work, 
machine, and operator simultaneously with time. Micromotion records, 
as used to improve methods or set rates, are interpreted by a special form of 
graph known as a simultaneous motion cycle chart. 

STANDARD TIMES.—Standard times as used in rate-setting are the 
sum of the selected unit times from time study observations and certain 
allowances. Merrick allows for fatigue and variation, for unavoidable 
delays, for machine delays, and, if necessary, for personal delays. Lichtner 
adds to the sum of the standard time of each element an allowance for nec- 
essary delays, for necessities of life, and for fatigue. 

Merrick, whose work has been done largely in the metal trades, has de- 
veloped factors for these allowances which are applicable in connection 
with any good time-study work. Fatigue and variation allowances have 
been plotted into curves and a general formula derived by Carl G. Barth, 
which is: 

49.5 — 0.325C 
4/0.376 — 0.0000216C? + T 
Here P is percentage allowance, C percentage of handling time, and 7 mini- 
mum selected time for cycle. 

Large chart (Form 30) gives ten of these curves for handling times, varying 
from 10% to 100% of time for cycle on which allowance is to be made. Ab- 
scissas of large curves cover time in minutes from zero to 20 minutes. Smaller 
curve, which is useful for short-time cycles, has abscissas up to 2 minutes. 

Outstanding feature of these curves is that the larger the cycle time, the 
smaller the corresponding percentage of allowance. Under no condition is 
allowance time less than 20%, as shown by the general formula. Percent- 
age allowance is made upon total of handling time. That is, fora job compris- 


P=20 + 


a 
4 Management Engineering, May, 1923, p. 301.7 
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ing 3 minutes machine time and 2 minutes handling time, the 40% curve is 
used and intersection of 2 minutes ordinate with curve determines allow- 
ance percentage to be added to handling time in making up task time. Where 
there is no machine time the curve representing 100% handling time is used. 


UNAVOIDABLE DELAYS.—There are certain delays due to necessary 
motions which occur irregularly during the performing of a job in one or 
more cycles in which work is analyzed. Such motions do not ordinarily 
manifest themselves in time study. To arrive at standards, therefore, time 
studies would have to be taken extending over long periods so that the 
observer may be sure that observations have been made of every class of 
interruption likely to take place. Examples of such unavoidable delays are: 
changing from one job to another, receiving instructions, adjusting condi- 
tions around the working place, inspecting completed parts, and the like. 
They are of a nature to interfere more Or less with operator’s attention to 
his work. 

Unavoidable delays are usually cared for by adding an arbitrary allowance. 
Merrick uses factor of 25% of the preparation time. These allowances are 
often a very small proportion of time for the whole job and may be of little 
practical value other than their effect upon mental attitude of operator. 
On automatic work they are often of importance. 

Personal Delays.—Allowance must be made for personal needs, rest 
periods, wash-up periods, and the like. On some kinds of production and 
automatic work of an intensive nature, such an allowance is of importance. 
It must be derived from time studies extending over relatively long periods. 

Machine Delays.—The allowance for machine delays classifies under three 
heads: 

1. Power-driven operations, power-fed. 

29. Power-driven operations, hand-fed, where operator feeds by means 
of a hand-operated power device. 

3. Power-driven operations, sensitive hand-fed, where pressure for 
feeding operates directly against operator. 

For operations on simple machines such as printing presses, cartridge 
drawing machines, machine tools, and the like, Merrick uses the following 
allowances as a percentage of time of operation: 


Power-driven, power-fed.........--++seeer rece ae ee 5% 
Powerediiv cnmDAG Ht eden mete ers teri iat srebrns us raiale 20% 
Power-driven, sensitive hand-fed......-..+ +++ sees 0 0) 25% 


These allowances during long practice have proved ample in shops where 
the machinery is properly cared for and maintained to run as closely as 
possible at standardized speeds.* 

Instruction card, Form 31, shows how these allowances are applied in 
determining a standard time. 

Instruction card, Form 28, shows how Lichtner allowances are applied. 


INSTRUCTION CARDS.—Instruction cards for employees record stand- 
ard method of performance after this is adopted. They give all information 
which bears on the operation with reference to tools, machines, equipment, 
and material. Instructions describe quality standard and standards for 
each condition if there is more than one. Frequently a sketch of piece to 
be produced or of special tools is part of the instruction card. These cards 
are widely used in industry and are the accepted means for making permanent 


& Management Engineering, February, 1922, pp. 131-132. 
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results of time studies. Form 28 shows a specimen instruction card for a 
small wooden object, a plug bait body. Form 28 shows another instruction 
eard for a machine operation in making a man’s sack coat. 


Name of Part: Plug bait body. Material: Red cedar—Benchwork. 
Operation: Sandpaper, Operation No. 10. 


Prepara- 
Item Detailed Instructions the Unit 
Time, Time 
Min. 
1 | Get box of work and place on bench, 0.50 x 1/500. . -001 
2 | Pick up and hold piece in hand, apply AN ie eee) See .031 
3 | Shape front end with No, 1 DADEIE Leia diane Ye eit eR See eee .185 
4 | Turn piece end for end and apply block...............|~ 10. 020 
5 | Shape rear end with No. 1 paper.......... SNS Syoe Soe eR | A aS Re 109 
Birr Remove! pisterto! boxlia lx! oat ale gaan). giaikecenoale svete ars .010 
7 | Count pieces 2.5 x L500 eictseactee:< Mea pst Sta ee 005 
8 | Change for a new piece of sandpaper .08 x 1/10....... 008 
9 | Cut up pieces of sandpaper 5.0 x 1/100 x 1/10 005 
Total preparation time......, 0.019 
Total’ selectedtimie A 220), cents ten tae RO ets || Ore nia 0.355 
0.355 handling time—100 per cent curve at 44 per cent.|.......... -156 
Working, cydler 0, 5 cabal ann acl ean eh og 0.591 
0.019 preparation time plus 25 DELiCONUan eres Merten ete ee ee 024 
0.615 
Allowance for washing, 1 2/3 DOENCENE Rsk HAM beer en Re ene .005 
Time for.one plece:3.4h wees th ainaeealtar ais Ine ae 0.620 
Hourly production—97 pieces 
Base rate—$0.33 rate per hundred, $0.455 


= 


Form 31. Specimen Instruction Card 
(Taken from Management Engineering, February, 1922.) 


Description Accompanying Instruction Card 
1 


Name of Part.—Plug bait body. A small oval shape piece about 2 in. by 2 in. by }in. 
thick. 

Material.—Red cedar. 

Operation.—Sandpaper (smooth preparatory for a preservative preparation). 

Remarks.—This is a quantity production job of a simple kind, done by more or less 
unskilled labor, nevertheless the workers become very proficient, and therefore the rates 
should be based on accurately determined elementary operations and carefully constructed 
task times. ane 

Allowances.—For this job there are three kinds of allowances to be considered: 


1. Allowances for the selected cycle time, namely, the working cycle, consisting of 
items 2 to 6, inclusive, totaling 0.355 min, Allowances for such work are described 
under ‘“‘Fatigue and Variation” allowance; and as it is all handling time, it is read 
from the 100% curve. By reading up, opposite 0.355 min. to the 100% handling-time 
curve and then over to the left, the percentage is found to be 44 he 

2. Unavoidable delays. Preparation time, items 1, 7, 8, and 9, total 0.019 min. 
These kinds of elementary operations are classified under “Unavoidable Delays,” 
and therefore 25% of this total amount is added as an allowance, 
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3. The allowance for washing, 12%, is classed as ‘‘Personal Delays.”’ In the plant 
in which this instruction card is used, the workers are allowed a certain amount of 
time just before the noon and the quitting-time day whistle, to wash up and get ready 
to leave when the whistle blows. This 13% is the percentage that these wash-up 
period times are of the total day’s work period. In taking account of it, this per- 
centage of 13% of the task time 0.615 is added to it, bringing it up to 0.62 min. 


RATE-SETTING.—Rates broadly cover unit for wage payment, that is, 
rate per hour, per day, or per piece, and wage payment plan used in paying 
wage earnings. As wage payment plan is usually fixed for a long period of 
time, the term rate on the operation is applied narrowly to the wage rate 
for a particular worker, or to the piece rate for a particular part. 

Time study results are used in determining unit or standard time for an 
operation or job. Instruction cards, Forms 28, 31, show at bottom time per 
piece, number of pieces per hour, number per 9 hours, base rate, and rate 
per 100 pieces. 

Many rates are set from old time study data, which have been worked up 
to give unit times. ‘his situation is particularly true with machine-shop 
work. Merrick has developed a standard division of machining operations 
which is particularly useful in arranging time study data for general use. 


Wage-Payment Plans 


HISTORICAL.—Development of wage-payment plans in industry began 
about 1890, being forced upon industrial managers by labor unrest and 
controversy. Up to that time day-work, piece-work, and contract-work 
were practically the only forms in use in American factories. 

Threefold aim in developing and installing other and newer devices of 
wage-payment methods is: to increase production; to increase compensa- 
tion of workers; to decrease unit costs. Increase in production strengthens 
manufacturing firm; increase in compensation aids in securing superior 
workers: basis of decreased costs is that as worker earns more per hour, 
wage cost of employer is lessened. 

Period 1880 to 1890 brought many strikes and labor disputes. In 1891, 
just at close of this period, F. A. Halsey presented his premium plan of 
wage payment in a paper read before the American Society of Mechanical 
Engineers. In 1895, Frederick W. Taylor,’ before the same audience, pre- 
sented his differential wage-payment plan. These two pioneer plans have 
been developed and modified and another type has been added, known as 
the bonus plan. 


TWELVE PLANS DESCRIBED.—C. W. Lytle* has compiled a compara- 
tive table and plotted a comparative diagram of twelve plans, including 
day-work and piece-work. For each plan, Table 2 gives name of plan, 
principle involved, its method of application, some of its results, and a 
statement as to its advantages and disadvantages. 

Some of these plans are modifications of others, but the difference is worth 
noticing. Other variations and modifications are easily possible, thus ren- 
dering this particular group of plans sufficiently flexible to meet practically 
any condition. They include time-payment or day-wage, picce-work, dif- 
ferential piece-work, and multiple piece-rate plans, five bonus plans, and 
three premium plans. Long-term profit-sharing and contract plans are 


8 Transactions of A. S. M. E., 1891. 
7 Transactions of A. 8S. M. E., 1895. 
8 Management Engineering, May, 1922, p. 324. 
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omitted, for they lack definite connection with the daily task. The daily 
wage rate plan is included to assist in making comparisons. 


200 


Daily Wage in Per Cent of Base 


OOOO 0NA0 SOP COME 0 MCU MSON NODS 110s s120e 1040 50 
Daily Production in Per Centof Standard, 


Form 32. Graphic Comparison of Twelve Wage-Payment Plans 
(From article by C. W. Lytle, Management Engineering, May, 1922) 


Mathematical expressions for all these plans as given in Table 2 have been 
plotted on chart of Form 32, and show similarities and divergencies. For 
these curves the Halsey and Rowan production standards were taken at 
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623% of the other standard, because these plans are designed to operate 
on existing conditions, that is, without being preceded by a determination 
of standards through time or motion studies. At 125% standard production, 
five of the curves coincide at a point midway between the Taylor and Emer- 
son curves. In fact, every curve except Barth’s may be said to have more 
than on point in common with at least one other. It should be noted 
further that the consensus of opinion, as indicated by these curves, gives 
workers 150% of base wage for production of 125% of standard. 

If an average of all these plans is desired, it is well approximated by taking 
the Barth plan to standard and the Diemer plan beyond. But slope of the 
Diemer plan does not correspond with what may be considered the consensus 
of opinion as given by the five curves which have a common point. 

Reason for diversity of plans may be found in the fact that they were 
evolved by practical experimenting. Theoretical acceptability of the dif- 
ferential piece-rate idea is that it comes nearest to following probable posi- 
tion of the fatigue curve. An even curve with an increasing slope may be 
out of the question mathematically, but a series of a few differential steps, 
such as Merrick established, provides a practical method. Advantage of 
such a method is not only for the employee but is consistent with employer’s 
needs and circumstances. This is so because individual increases in produc- 
tion usually come without much increase in the average overhead burden. 
When latter is divided by a greater number of units produced, a lower cost 
per unit results. The Ficker plan, based on piece-rate, is an attempt in this 
direction. It practically does not accomplish the aim so well as the Merrick 
plan. 


Key to the symbols is as follows: 


Np—Number of pieces produced. Hd—Hours per full day. 

Rp —Rate per piece in dollars. Ha—Hours actual. 

Rh —Rate per hour in dollars. Hs—Hours standard for Np. 
Rm—Machine-rate dollars. B —Bonus in per cent. 


SIX EXTENSIVELY USED PLANS.—Form 33 presents a graphic com- 
parison of six of the more extensively used wage-payment plans, including day- 
rate, piece-rate, Halsey premium, Rowan premium, Merrick bonus, and Gantt 
task-and-bonus. This plotting was presented by Harrington Emerson,? who 
comments briefly on each plan of piece-rate: 

- The experience of centuries shows that when there is neither measure nor incentive, 
production per hour drops at least 3... - The Halsey plan does not usually rest on ac- 
curate determination of the standard. It takes the worker as he is, and pays a reward for 
improvement irrespective of starting point. If times are accurately determined under 
the Halsey plan, as they could be, then the objection is that Halsey takes so much of the 
gain for the employer, two-thirds, that it proves neither fair nor attractive for the worker. 

The Gantt plan is exceedingly good. It sets up a target, and unless the bull’s-eye is 
hit there is no count. The objection to the Gantt plan is the difficulty of bringing the 
worker up to standard. At 99% efficiency he is still on hourly rate. If he reaches 100% 
he suddenly receives a bonus of 20%. Above 100%, the Gantt plan becomes a piece-rate 
plan, It is difficult to combine day rates and bonused rates in accounting. 

The Rowan plan is British, it is based on the fear that the good worker might earn too 
much. The exceptionally good worker would earn far less than by any other plan except 
hourly rate. An employer using the Rowan plan would lose all his best workers if any 
other modern plan were used in competitive shops. 

The Emerson plan, giving the same standard costs for standard performance as the 
other plans, has certain practical advantages, 


§ Management Engineering, June, 1922, p. 370. 
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1. It is easy and attractive for the beginner. 
2. The bonus to beginners is so slight as not to be a burden, 


good faith. 

3. It is easily combined with part hourly times. 

4. A man is measured and rewarded not by the separate job, but by all his work 
over a period. His efficiency is determined by dividing the sum of the standard times 
by the sum of the actual times. 

5. It can be applied to a group 0 


times. 
6. Above standard it pays a man his full regular hourly rate for all time saved, 


and pays in addition 20% bonus above wages for time worked. 


6.00 
NOTE: The-Earnings shown sles alka 


under the Various Plars are Usual Cost under 
for a Constant Output Hourly the Day Rate Plam: 
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Form 33. Graphic Comparison of Six Wage-Paym 
1922 


(From article by Harrington Emerson, Management Engineering, June, 

A variation of the Emerson bonus plan has been developed by W. K. Wen- 
nerlund. He begins at 66.7% efficiency, and pays 20% at 100% efficiency 
After that he pays, as Gantt does, the piece-rate price. 
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HISTORY OF ACCOUNTING.—Records show that the partnership 
existed in Babylonia as early as 2285 to 2242 B.C. The relationship of 
principal and agent was known, drafts and checks were used, and legal 
decisions were recorded covering contracts, conveyances by deed, bonds, 
receipts, inventories, sales, and accounts of all sorts. The records of bank- 
ing and money-lending firms of Babylon and Nippur have been preserved. 
These were kept on sun-baked tablets or slabs, }x $ inches in size, written 
on front, back, and sometimes on the edges. Some of the records were 
much larger, however. Records of ownership of property were carefully 
prepared by the state for tax purposes. These were kept by a class of 
persons known as scribes. 

In Egypt accounts were kept on papyrus. The state kept carefully made 
records of revenues and disbursements. Taxes were usually payable in 
kind. For the storing of such receipts treasure houses were kept. Upon 
entering, the taxpayer stopped to give record of his payment, also where he 
made formal delivery. This afforded duplicate records valuable for audit 
purposes. 

In Greece public officials were required to give strict accounting for all 
transactions. Upon giving up his office each officer was required to render 
an accounting of the funds entrusted to him. To secure publicity the 
accounting was engraved on stone and exposed to public view. The Greeks 
developed a primitive clearing house system. 

In early Rome the father kept the family accounts in a blotter or memo- 
randum record. Each month he transferred these to a register. If entry 
was made therein with consent of the debtor it served as sufficient basis for 
legal suit or civil obligation. Bankers used a similar record and also a book 
in which customers’ accounts were set up. Customers were debited on one 
page and credited on the other. Balances were figured periodically. The 
balance might be demanded by the customer or be continued. Cash pay- 
ments were customary, but checks were used by the wealthy. 

In governmental accounting the management and disbursement of funds 
were entrusted to different officers. The official in charge of disbursements 
issued orders on the treasurer, thus providing him with a voucher for dis- 
bursements made. 

In early Roman times provincial and district treasuries were established 
which were required to account strictly to the central treasury. <A budget 
was employed as a basis for tax levies. It showed the requirements of the 
army, imperial household, etc. Under the later empire this system of levv- 
ing and collecting taxes became highly organized. 

In England the earliest system of accounts was that of the exchequer 
established about the year 1100. It was based on the Domesday Book. 
This was a record of all taxable estates in the country. From ii the treasurer’s 
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great roll, or pipe roll, was compiled. Each sheriff was entrusted with the 
collection of his portion, and rendered account twice yearly. At the first 
accounting he received the half of a tally stick having notches showing 
amounts. The treasurer retained the other half. At the second accounting 
the sheriff turned in his tally stick to evidence payments made. It was 
then compared with the half retained by the treasurer to see that no alter- 
ations had been made. 

Double-entry accounting was first employed in Italy. Some rather 
elaborate systems of bookkeeping had been established as early as 1350. 
In 1340 a double-entry ledger was in use in Genoa. In these early systems 
Roman numerals were quite generally used because the courts accepted 
as evidence only books in which this system of notation was used. As a 
rule, books were balanced infrequently. In 1494 Luca Paciolo, monk and 
mathematician, published a book entitled ‘‘ Everything about Arithmetic, 
Geometry and Proportion’? which has been translated into English by 
J. B. Geijsbeek under the title ‘‘Ancient Double-Entry Bookkeeping.” 
In Paciolo’s book appears a treatise on bookkeeping, this division being 
entitled ‘‘Reckonings and Writings.’’ Paciolo says the object of bookkeep- 
jing is to furnish information regarding assets and liabilities, and bases his 
opening entries on a statement of assets and liabilities. His system neces- 
sitates the use of three books—a memorial, a journal, and a quaderno. 

The memorial is a daybook. Moneys received and paid out were entered 
here, and later, because of the chaotic condition of currencies, were reduced 
to a common denominator of value and transferred to the journal, in which 
formal debit and credit entries were made. From the journal, footings 
were made to the ledger. In the ledger the folio index always referred to 
the contra ledger account, never to the journal. Since merchandise trans- 
actions were usually of the single venture type, each transaction was charged 
with its expenses and credited with its income. The balance was transferred 
to Profit and Loss. 

A textbook was published by Taglienti in 1525. In 1543 an English 
translation of Paciolo was brought out. In 1635 Dafforne, an accountant, 
published the ‘‘ Merchant’s Mirrour,”’ a treatise on accounting which passed 
through several editions. In 1777 Hamilton published a book presenting 
systems for shopkeepers, tradesmen, land stewards, and farmers. In it he 
classified accounts as personal, real and fictitious. His books are a waste 
book, journal, and ledger. He closes the ledger by a journal entry. In 
the balance sheet he places assets on the left and liabilities on the right. 
His ledger contains an inner column for foreign moneys. He gives forms 
for various books such as suspense book for bad debts, cash book, mer- 
chandise charges, petty cash, postage ledger, bill books, and balance ledger 
for customers. 

The ledger account was at first narrative in form, consisting of a running 
statement of charges and credits, one underneath the other on the same 
page. Classification as now understood was known but little or not at all. 
In some Egyptian accounts receipts were grouped together followed by 
disbursements, the daily balance being carried forward. A separate money 
column Gaeveloped slowly. An English heusehold account shows a narrative 
of receipts and disbursements and a money total column to the right free 
from narrative. This form was usual up to the seventeenth century, the 
first entry being the opening balance, followed by receipts, and these in 
turn by disbursements. 

During the latter part of the fifteenth century the charge-discharge form 
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was employed by the Lord High Treasurer of Scotland. It opened with, 
“TI charge myself with,’’ which was followed by the itemized estate entrusted 
to him and by all revenues. It closed with, ‘‘I discharge myself with,” 
which was followed by a statement of moneys lawfully expended and, at 
the end, uncollected revenue. Several pages were footed but not carried 
forward page by page. A recapitulation was made at the close arriving at 
net moneys to be accounted for. It is thought the double account form 
as now known came into use in Italy about the thirteenth century, and 
reached England by way of Holland. 


ACCOUNTANTS’ ORGANIZATIONS.— Organizations of accountants 
date back only about 50 years, although individuals have been devoting 
their entire time to accounting practice for a much longer time. The first 
accountant’s report of which record exists was made in 1721, by an account- 
ant who investigated the South Sea Company with reference to its exploita- 
tion. In 1799 the names of eleven firms of accountants were listed in a 
London directory. Rapid expansion of manufacture and transportation in 
the nineteenth century has caused scientifically trained men to enter the 
accounting profession. In 1854, in Edinburgh, the Society of Accountants 
was incorporated. In 1870 the Institute of Accountants was founded in 
London, but was not chartered until 1880, when it was given exclusive right 
to use of the letters F. C. A. and A. C. A., signifying respectively, Fellow 
and Associate of the Institute of Chartered Accountants. A students’ 
association was organized in connection with the Institute. Members of 
this association are admitted to the Institute after passing prescribed exam- 
inations. The passage of legislation relative to companies has tended to 
create a large following of the profession in England. 

In 1887 the American Association of Public Accountants was organized 
in the United States. It was modeled in part after the English societies. 
In 1896 the New York legislature passed an act authorizing the regents of 
the state university to grant, upon examination, the privilege of using the 
letters C. P. A. Many other states followed suit. In 1905 the American 
Association of Public Accountants took over a federation of the various 
states. In 1916 the American Association of Public Accountants amalga- 
mated with the Institute of Accountants in the United States, organized 
under federal charter, and now constituting the national organization. In 
1917 the name was changed to American Institute of Accountants. The 
Institute’s membership consists of members and associates. Admission 
is based on examination. Concerning growth of the profession in the 
United States, Kester says: 


Contrary to the history of accountancy in England, there has been little legislation here 
to foster the growth of the profession until somewhat recently. The corporation and in- 
come tax laws have increased the claims upon the accountant’s professional services, and 
some state laws have tended in the same direction. The growing appreciation by the 
banks of the value of the certificate of the public accoyntant when attached to a borrower’s 
statement of financial condition; the demand for skilled accountants in public util.ties 
work; the value of the training to a public office-holder; the favorable attitude of the 
membership of the Federal Reserve Board and Federal Trade Commission in the value of 
correct accounting methods; and more and more the increasing opportunities for the exer- 
cise of abilities of the highest order in the private field—all these things roaake the profes- 
sion one of the most attractive to the young man of today. 


THE AMERICAN INSTITUTE OF ACCOUNTANTS.—The organiza- 
tion of the Institute is explained in the constitution and by-laws printed 
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later in this section. As set forth in Article I of the constitution, the purpose 
of the Institute is to further the interests of the profession by maintaining 
certain educational and ethical standards and encouraging cordial inter- 
course among accountants. Article II sets forth the qualifications of mem- 
bers and associates. Voting power in the institute is vested exclusively 
in the members, although associates may attend meetings. Article III 
explains the organization of the council, or governing body. It consists of 
35 members in practice, also a president, two vice-presidents, and a treasurer. 
The council elects a secretary who acts as executive officer under direction 
of the council. Article IV names the 12 committees of the Institute. 
Article V sets forth regulations for holding examinations. The board of 
examiners consists of 9 members elected for terms of 3 years. Examinations 
are held semiannually. Article VI sets forth the manner of amending the 
constitution. 

The Journal.of Accountancy is the official organ of the American Institute 
of Accountants. 

The headquarters of the Institute are at 135 Cedar Street, New York 
City. In 1917 the president of the Institute reported the offer on the part 
of certain individuals to start an endowment fund to provide permanent 
headquarters. A campaign was started to raise $150,000. The project has 
resulted in the establishment, at the above address, of a library and reading 
room with facilities for efficient work, also a bureau of information. Mem- 
bers take advantage of the opportunity to secure advice on practical 
questions. An advisory committee assists in making replies to queries sent 
in. A statistical department is also operated. 

The Institute has published several scientific works, among them being 
the Accountant’s Index. 

In 1919 a small catalog of important books and pamphlets was published 
by the library. 

The Committee on Professional Ethics has adopted certain rules of 
vrofessional conduct printed elsewhere in this section. In addition to its 
work of formulating rules of correct ethical conduct, this committee hears 
complaints. It reports violations of by-laws and rules, as well as any form 
of professional misconduct, to the executive committee. One instance of 
such misconduct is the certifying to misstatements of fact in an audit report. 
Circularizing and other forms of advertising by professional accountants 
have come prominently before the committee. The committee has attempted 
to differentiate between good and bad circularizing, but, in general, dis- 
courages the practice. In one report the committee says: ‘‘The difference 
is one of good taste and decency and is intuitively recognized by one who 
has good taste and a decent regard for his profession.’’ See ‘Rules of 
Professional Conduct”? printed elsewhere in this section. For additional 
information on professional ethics consult the various year books of the 
Institute, and, in particular, pp. 70-76 of the 1921 year book. 

The Committee on Education works for standardization and betterment 
of educational courses and professional examinations. The adoption of a 
uniform examination has met with considerable approval, as is shown by the 
willingness of many state boards to co-operate by using the Institute’s 
questions and accepting their grading of papers. The committee takes an 
interest in business schools throughout the country and attempts to have 
them establish courses which will meet the standard set by the Institute 
examinations. An extensive report on ‘‘Departments of Commerce and 
Accounts in American Universities and Colleges,’’ giving the status of each 
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regarding establishment, location, endowment, preliminary educational 
requirements, length of course, degree conferred, required and elective 
courses for day and night students, C. P. A. preparation, tuition, enrollment, 
number of teachers, etc., is printed in the 1917 year book of the Institute, 
pp. 204-216. 

The Committee on Federal Legislation has occupied itself with taxation 
legislation and other matters coming under notice of the federal authorities. 
An important contribution has been the promulgation of a program of 
audit procedure, prepared at the request and with the approval of the 
Federal Trade Commission, and published by the Federal Reserve Board. 
It was published in the Federal Reserve Bulletin of April, 1917, and reprinted 
in pamphlet form. It is also found in Appendix A of Montgomery’s ’‘ Audit- 
ing, Theory and Practice,” Vol. I. 

The Committee on State Legislation is concerned chiefly with the enact- 
ment of state C. P. A. laws. Some laws are disapproved by this committee 
on the ground that they are not designed to promote the best interests of 
the profession. The committee makes its recommendations to the council. 
The committee has recommended recognition on the part of the Institute of 
certificates issued under state laws where satisfactory arrangements regard- 
ing examination requirements have been made. 


CONSTITUTION OF AMERICAN INSTITUTE OF ACCOUNTANTS 
[As amended to September, 1922] 


Article I 


Section 1. The name of this organization shall be the American Institute of Accoun- 
tants. Its objects shall be to unite the accountancy profession of the United States; to 
promote and maintain high professional and moral standards; to safeguard the interests of 
public accountants; to advance the science of accountancy; to develop and improve accoun- 
tancy education; to provide for the examination of candidates for membership, and to 
encourage cordial intercourse among accountants practising in the United States of America. 


Article II 


Section 1. The institute shall consist of members and associates, who shall be further 
classified as members in practice and associates in practice, members not in practice and 
associates not in practice. ~ 

All questions arising in regard to classification of members shall be determined by the 
council. 

Src. 2. Members shall consist of the following: 

(a) Fellows of the American Association of Public Accountants who shall be such at 
September 19, 1916. 

(b) Associates who shall have been in practice on their own account or in the employ 
of a practising public accountant for five years next preceding the date of their application 
and shall be recommended by the board of examiners after examination and elected by the 
council. The determination of who shall be considered as practising public accountants 
shall be made in all cases by the board of examiners. 

(c) Accountants who shall present evidence of preliminary education satisfactory to 
the board of examiners, who shall have been in practice on their own account or in the 
employ of a practising public accountant for not less than five years immediately preceding 
the date of their application, who shall be recommended by the board of examiners after 
examination and elected by the council. 

(d) Accountants in practice who shall present evidence of preliminary education satis- 
factery to the board of examiners, who shall have been in practice on their own account or 
in the employ of a practising accountant for not less than ten years, one year of which shall 
have immediately preceded date of application, who shall be recommended by the board 
of examiners after examination and elected by the council. 

Sec. 3. Associates shall consist of the following: 
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(a) Associate members of the American Association of Public Accountants at September 
19, 1916; or 

(b) Persons who shall be not less than twenty-one (21) years of age and present evidence 
of preliminary education satisfactory to the board of examiners; and 

(c) Shall have satisfactory training and experience in public accounting. 

The last-named qualification may consist of: 

(1) Possession of a certificate of graduation from an accounting school recognized by 
the examining board and a certified public accountant certificate of a standard recognized 
by the examining board or instead of a certified public accountant certificate employment 
for not Jess than two years upon the accounting staff of a public accountant (students not 
completing the full course at an accounting school shall be given credit by computing the 
number of years of study satisfactorily completed as being equal to one-half the same number 
of years employed in the office of a public accountant) ; or 

(2) Employment for not less than two years upon the accounting staff of a public accoun- 
tant and possession of a certified public accountant certificate of a standard recognized by 
the examining board; or 

(3) Not less than four years’ experience in public accounting work either upon his own 
account or in the office of a public accountant by a person not holding a certified public 
accountant certificate of a standard recognized by the examining board; or 

. (4) Possession of an accountant’s certificate issued under the law of a foreign government 
of a grade accepted by unanimous action of the board of examiners and one year’s satis- 
factory experience in practice in the United States of America; or 

(5) In the discretion of the board of examiners exercised in each case, not less than three 
years’ experience in teaching accountancy subjects in a school of accountancy recognized 
by the board of examiners. 

(6) In addition to the foregoing qualifications, candidates for associate membership 
shull submit to examination by the board of examiners and, upon recommendation of that 
board, may be elected by the council. 

Src, 4. Voting power in the institute shall be vested exclusively in the members. 
Associates shall not have a vote but may attend all meetings of the institute and have the 
privilege of the floor in the discretion of the chair or of the meeting then in session. 

Suc. 5. After October 31, 1916, no applicant shall be admitted as a member or an 
associate and no associate shalljbe advanced to membership without examination by the 
board of examiners and election by the council. 


Article II 


Suction 1. The governing body of the institute shall be a council consisting of thirty- 
five members in practice (not more than six of whom shall be residents of the same state) 
and the following officers: 

A president (the same person shall not be elected for more than two years in succession). 

Two vice-presidents (both of whom shall not be residents of the same state). 

A treasurer. 

The foregoing officers and members of the council shall be members in practice and shall 
be elected at the annual meeting and shall hold office until their successors shall have been 
elected and installed. 

Suc. 2. The term of office of the officers shall be one year and the term of office of the 
other thirty-five members of the council shall be five years, except that of the members 
first elected seven shall be elected for a teri of one year, seven for a term of two years, 
seven for a term of three years, seven for a term of four years and seven for a term of five 
years, and annually thereafter seven members shall be elected for terms of five years, except 
in the case of vacancies in the council, which shall be filled by election by the institute for 
the unexpired terms. 

Spc. 3. The council shall elect a secretary of the institute who shall also act as an 
executive officer under the direction of the council. The secretary may be chosen from with- 
out the membership of the institute but he shall have the privilege of the floor at meetings 
of the institute, the council and the executive committee. 

Src. 4. The council shall also be empowered to elect or appoint such other agents or 
employees as may be necessary for the proper conduct of the affairs of the institute. 

Src. 5. In the event of a vacancy or vacancies occurring in the membership of council 
between meetings of the institute the council shall be empowered to elect a member or 
members of the institute to fill, until the next annual meeting, the vacancy or vacancies so 
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occurring. Such election may take place at any regular or special meeting of the council, 
or in lieu of a meeting nominations may be called for by the president and the names of 
the nominees may be submitted to the membership of council for election by mail ballot. 
A majority vote of the council shall elect. 


Article IV—-Committees 


Section 1. There shall be twelve regular standing committees, namely: 

Executive—Elected by the council and consisting of five members of the council with 
the president and treasurer of the institute ex-officio. 

PROFESSIONAL Eruics—EHlected by the council and consisting of five members of the 
council not members of the executive committee. 

ARBITRATION. 

BupGer anp FINANCE. 

ConstTITuTION AND By-Laws. 

Fpucarion. 

Eraicay, Pusricrry. 

FEDERAL LEGISLATION. 

MEETINGS. 

NoMiInaTIons. 

PUBLICATION. 

Stare LeaisuaTIon. 

The committee on nominations shall consist of seven members in practice. At the 
meeting of the council held on the Monday preceding the annual meeting of the institute 
or any adjournment thereof the council shall elect from among its number, other than officers 
or those whose terms expire within one year, two members of the council to serve on the 
committee on nominations. At the annual meeting of the institute the members present 
shall elect from among the members in practice five members of the committee on nomina- 
tions, other than officers or members of the council. This committee shall make nomina- 
tions for officers and members of the council. Such committee shall serve for a period of 
one year and until its successors are elected and qualify and shall make such nominations 
as shall be required at least sixty days prior to the annual meeting for the following year. 
Such nominations shall be sent to the members at least thirty days prior to the annual 
meeting. 

Any ten members of the institite may submit independent nominations provided that 
such nominations be filed with the secretary at least twenty days prior to the annual meet- 
ing, such independent nominations to be sent to the membership at least ten days prior 
to the annual meeting. Nominations for officers and members of the council may be 
made from the floor at the time of the annual meeting only by the consent of the majority 
of the members present in person. 

Sec. 2. All committees except as provided above shall be appointed by the president 
and shall consist of a chairman and two other members who shall be members of the insti- 
tute. 

Sec, 3. A majority of each committee shall constitute a quorum for the transaction of 
business. In lieu of a meeting of a committee the chairman may submit any question te 
its own members for vote by correspondence, and any action approved in writing by not 
less than two-thirds of the whole committee shall be declared an act of the committee. 

Src. 4. The president shall be ex-officio a member of all committees. 


Article V—Chapters 


Upon application to the council of the institute and subject to its approval there may be 
organized in any state, by members resident or having a place of business therein, a sub- 
sidiary body to be known as a chapter of the American Institute of Accountants under 
such rules and regulations as the council of the institute may prescribe. 


Article VI—Examinations 


Secrion 1. The council at the first meeting thereof after the annual meeting of the 
institute shall elect from among the members of the institute in practice a board of exam- 


examiners first elected three shall be elected for a term of one year, three for a term of two 


years, and three for a term of three years, and annually thereafter three examiners shall 
be elected for terms of three years. 
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Sec. 2. The board of exarniners shall hold examinations annually or, if deemed expedient, 
semi-annually for candidates. Such examinations shall be oral or written or partly oral 
and partly written, and by this or such other methods as may be adopted the board of 
examiners shall determine the technical qualifications and the preliminary education and 
training of all applicants for membership before applications are submitted to the council. 
The examinations shall be held simultaneously in different parts of the country at such 
places as may be determined by the board of examiners where applicants for admittance 
may conveniently attend. 

Src. 3. The board of examiners shall organize by the election of a chairman and shall 
formuate all necessary rules and regulations for the conduct of its work and shail be em- 
powered to appoint duly qualified examiners to prepare examination questions and to mark 
the grades of papers of applicants and shall charge each applicant an examination fee, 
which shall be applied to the payment of the expenses incident to examinations. All rules 
and regulations made by the board of examiners may, however, be amended, suspended 
or revoked by the council. 


Article VII—Amendments 


Amendments to the constitution or by-laws of the institute shall be made only at the 
annual meeting thereof and by a two-thirds vote of the members present, but before 
becoming effective shall be submitted for a mail vote to the entire membership of the 
institute, and when approved in writing by a majority thereof shall be declared by the 
president to be effective. All propositions to amend prepared by the committee on con- 
stitution and by-laws shall be embodied in the call for the meeting at which such amend- 
ments are to be submitted. It shall be compulsory for the secretary to embody in the call 
for the annual meeting any other propositions to amend of which he shall have had notice 
endorsed in writing by thirty or more members in good standing at least sixty days prior 
to the annual meeting. 


BY-LAWS OF AMERICAN INSTITUTE OF ACCOUNTANTS 
Article I 
Duties of Officers 


Srecrion 1. It shall be the duty of the president or, in his absence, one of the vice- 
presidents or other members of the council designated by the council to preside at all meet- 
ings of the council and institute. He shall call meetings of the institute or the council 
when he deems it necessary or when requested so to do by the executive committee or upon 
the written request of at least five members of the council for a meeting of the council or 
one hundred members of the institute for a meeting of the institute. The duties of the 
vice-presidents and treasurer shall be those usually appertaining to such officers. The 
secretary, in addition to performing the usual duties of that office, shall discharge such other 
duties as may be imposed upon him by the council or the executive committee. 


Audit 


Src. 2. The accounts of the institute shall be audited by two auditors elected at the 
annual meeting, who shall report at the next annual meeting. The books and accounts 
shall be submitted by the treasurer for audit at least one week preceding the date of the 
annual meeting. 


Council and Committees 


Src. 3. It shall be the duty of the council to take control and management of all the 
property belonging to the institute, to keep a record of its proceedings and report to the 
institute at each annual meeting. The council shall exercise all powers requisite for the 
purposes of the institute. 

Src. 4. The council may, in its discretion, delegate to the executive committee all 
functions of the council except election of officers and members, the right to review the 
rules and regulations of the board of examiners, discipline of members, filling a vacancy in 
the executive committee and the adoption or alteration of a budget. 

Spc. 5. The executive committee shall keep minutes of its proceedings and report fully 
to the council at each meeting thereof. It shall be the duty of the executive committee 
to administer the affairs of the institute, supervise the finances and exercise such other 
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powers as may be designated by the council. No payments except for duly authorized 
salaries shall be made by the treasurer without the approval of the executive committee. 

Sec. 6. The office of a member of the council shall be rendered vacant by his absence 
from four consecutive meetings of the council. 

Sec. 7. The council shall adopt an annual budget showing the money appropriated 
for the purposes of the institute and estimating the revenue for the ensuing year. No 
debts shall be contracted nor money expended otherwise than as provided in the budget 
without the approval of a majority of the council. 

Src. 8. The duties of each committee shall be those indicated by its title. 

Sec. 9. The committee on publication shall supervise The Journal of Accountancy. 

Sec. 10. The committee on arbitration shall sit as a committee in equity to investigate 
and decide disputes between members or associates of the institute or others which shall, 
by agreement of the parties, be submitted to the committee in due form. If the decision 
of the committee on arbitration, in any dispute between members or associates of the 
institute, be rejected by either party to the dispute, the matter shall be reported to the 
council, which may prefer charges against either party if it shall consider, by a two-thirds 
vote of members present, that the recommendation of the committee on arbitration should 
have been accepted. : 

Sec. 11. The committeé on professional ethics shall have power to hear and consider 
any complaint preferred against a member or an associate of the institute and it may advise 
any one applying to it as to whether or not a submitted action or state of facts warrants 
a complaint; provided, however, that if the committee finds itself unable to express an 
opinion it is not to be taken as an endorsement of the action or state of facts. If, upon 
consideration of a complaint, a prima facie case is established showing a violation of any 
by-law or rule of conduct of the institute or conduct discreditable to a public accountant, 
the committee on professional ethics shall report the matter to the executive committee, 
which shall arrange a formal complaint and summon the member or associate involved 
thereby to appear in answer at the next regular or special meeting of the council. 


Meetings of the Institute 


Src. 12. There shall be a regular annual meeting of the institute on the third Tuesday 
of September of each year. The annual meetings of 1917 and 1918 shall be held in the 
District of Columbia; the annual meeting of 1919 in some place in the United States of 
America selected by the institute at the preceding annual meeting. Thereafter all annual 
meetings shall be held in the District of Columbia with the exception of every third year, 
when meetings may be held elsewhere as determined by the institute at the meeting of the 
preceding year. The fiscal year of the institute shall end with the 31st day of August 
each year. 

Sec. 13. Notice of each meeting of the institute shall be sent to each member and asso- 
ciate at his last known address thirty days before such meeting. 

Sec. 14. Special meetings of the institute may be called as provided in article I, section 1, 
of these by-laws. At special meetings no other business than that for which they were 
called shall be transacted. The place of such meetings shall be determined by the executive 
committee. Notice of special meetings shall in all ways conform to the requirements of 
notices for regular meetings. 

Sec. 15. In lieu of a special meeting of the institute, the members in meeting assembled 
may direct and the council by a majority vote may also direct the president to submit to the 
entire membership any question for a vote by correspondence and any action approved 
in writing by not less than a majority of the members of the institute shall be declared by 
the president an act of the institute and shall be so recorded in its minutes. Mail ballots 
shall be valid and counted only if received within sixty days after date of mailing ballot 
forms from the office of the institute. 


Meetings of the Council 


Sec. 16. Regular meetings of the council shall be held on the Thursday next after the 
third Tuesday in September, the second Monday in Apri] and the Monday next preceding 
the third Tuesday in September in each year. 

Spc 17. Notice of each meeting of the council except the meeting on the Thursday 
after the third Tuesday in September shall be sent to each member at his last known 
address twenty-one days before such meeting. Such notice as far as practicable shall 
contain a statement of the business to be transacted. 
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Src. 18. A transcript of the minutes of each meeting shall be forwarded to each member 
of the council within thirty days after each meeting. 

Src. 19. Special meetings of the council may be called as provided in article I, section 1, 
of these by-laws. 

Sec. 20. In lieu of aspecial meeting of the council the president may submit any question 
to the council for vote by correspondence and any action approved in writing by not less 
than two-thirds of the whole membership of the council shall be declared by the president 
an act of the council and shall be recorded in the minutes of the council. 


Committee Meetings 
Sec. 21. All committees shall be subject to the call of their respective chairmen. 


Quorum 


Src. 22. Fifty members of the institute shall constitute a quorum for the transaction 
of any business duly presented at any meeting of the institute. 
Src. 23. Twenty members of the council shall constitute a quorum of the council. 


Article II 


Srecrion 1. Every member of the institute shall be entitled to attend all meetings of 
the institute and to cast a vote upon all matters brought before such meetings. 

Src. 2. Any member of the institute may be represented at regular and special meetings 
of the institute by another member acting as his proxy, provided, however: 

(a) That no person shall act as a proxy for more than five members; 

(b) That no proxy given shall confer power of substitution and that all proxies shall 
become null and void with the final adjournment of the meetings for which they were given. 


Article III—Election of Officers 


Section 1. Election shall be by ballot. A chairman and two tellers shall be appointed 
to receive the ballots for each officer, member of council and auditor. They shall count 
the ballots cast and announce the result to the presiding officer. A majority of votes shall 
elect. 

In case of no majority on the first ballot for any one or more officers or members of 
council or auditors, a new ballot shall be taken at once for the particular case or cases in 
which there shall have been no election until an election be effected. 


Article IV—Initiation Fees and Dues 
Srcrion 1. The following shall be initiation fees: 


By a member on admission........ 0.0.50 ese eer eeeeeee $50.00 
By an associate on becoming a member.........---+-++++ 25.00 
By an associate on admission..........-.++0 +--+ seeeeee 25.00 


Src. 2. No initiation or admission fees shall be exacted from members and associates 
elected as provided in the constitution, article I, sections 2 (a) and 3 (a). 

Suc. 3. The dues for each fiscal year shall include subscription to The Journal of Ac- 
countancy and to the year-book of the institute and shall be as follows: 


IBY AERA eNS MO, Go Gow een Oooo 6 UO ey CCE $25.00 
By each associate, 0.) cine nese theese eee cease 10.00 


Sno. 4. The initiation fee shall be paid when application is made. If application is 
rejected such fee shall be promptly returned to the applicant. All dues must be paid in 
advance or at the date of a member’s election to membership. All dues shall be apportioned 
in the first instance to the end of the fiscal year. No dues shall be paid by members and 
associates of the institute while they are engaged in military or naval service of the United 
States or its allies during time of war. 

Src. 5. No member shall be entitled to vote at any meeting when his dues shall be sixty 
days in arrears. 

Src. 6. Upon election as member or associate each such member or associate shall be 
entitled to a certificate setting forth that he is a member or an associate of the institute, 
but no certificate shall be issued until receipt of initiation fees and dues for the current year. 
Certificates of membership shall be returned to the council upon termination of membership 


for any cause except death. 
Src. 7. Members of the institute shall be entitled to describe themselves as Members 
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of the American Institute of Accountants and associates as Associates of the American 
Institute of Accountants. 


Article V 


Section 1. A member or an associate failing to pay his annual dues or any subscription, 
assessment or other sum owing by him to the institute within five months after such debt 
has become due shall automatically cease to be a member or an associate of the institute. 

Sec. 1 (a) No person whose membership shall have been forfeited for non-payment of 
dues or other sum due by him to the institute may be reinstated, but a member or an asso- 
ciate who shail resign while in good standing may be reinstated by a three-fourths vote of 
the members of the council present and voting at any regular or special meeting of the 
council, provided the person applying shall submit with his application for reinstatement 
the amount of dues and assessments, subscriptions, etc., not in any case to exceed $25.00, 
which would have been payable by him if he had continued in membership from the time 
of resignation to the date of application for reinstatement. No person shall be considered 
to have resigned while in good standing if at the time of his resignation he was in debt to 
the institute for dues or other obligation. 

Sec. 2. A member or an associate renders himself liable to expulsion or suspension by 
the council sitting as a trial board if (a) he refuses or neglects to give effect to any decision 
of the institute or of the council, (b) infringes any part of the rules of the institute, (c) is 
convicted of a felony or misdemeanor, (d) is declared by a court of competent jurisdiction 
to have committed any fraud, (e) is held by the council to have been guilty of an act dis- 
creditable to the profession, or (f) is declared by any competent court to be insane or other- 
wise incompetent. 


Article VI 


Section 1. For the purpose of adjudicating charges against members or associates of 
the institute as provided in the foregoing articles the council shall convene as a trial board. 

Src. 2. The executive committee shall instruct the secretary to send due notice to the 
parties concerned at least thirty days prior to the proposed session. After hearing the 
evidence presented by the committee on professional ethics or other complainant and by 
the defense, the council may by a two-thirds vote of the members present admonish or 
suspend for a period of not more than two years the member or associate against whom 
complaint is made, or by a three-fourths vote of the members present the council may expel 
the member or associate against whom complaint is made. A statement of the case and 
the decision of the council thereon, either with or without the name of the person involved, 
shall be prepared by the executive committee and published in The Journal of Accountancy. 

Sec. 3. The council sitting as a trial board may recall, rescind or modify any resolution 
for expulsion or suspension at a meeting similarly called and convened by a three-fourths 
vote of those present at such subsequent meeting within two years after date of the expulsion 
or suspension under consideration. 


Article VII 


Section 1. The rules of parliamentary procedure contained in Roberts’ RuLes oF 
ORDER shall govern all meetings of the council and institute. 


RULES OF PROFESSIONAL CONDUCT 


Including amendments and additions prepared by the committee on pro- 
fessional ethics and approved by the council September 18, 1922 


(1) A firm or partnership, all the individual members of which are members of the insti- 
tute (or in part members and in part associates, provided all the members of the firm are 
either members or associates), may describe itself as ‘‘ Members of the American Institute 
of Accountants,’’ but a firm or partnership, all the individual members of which are not 
members of the institute (or in part members and in part associates), or an individual 
practising under a style denoting a partnership when in fact there be no partner or partners 
or a corporation or an individual or individuals practising under a style denoting a cor- 
porate organization shall not use the designation ‘‘ Members (or Associates) of the American 
Institute of Accountants.” 

(2) The preparation and certification of exhibits, statements, schedules or other forms 
of accountancy work, containing an essential misstatement of fact or omission therefrom of 
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such a fact as would amount to an essential misstatement or a failure to put prospective 
investors on notice in respect of an essential or material fact not specifically shown in the 

_ balance-sheet itself shall be, ipso facto, cause for expulsion or for such other discipline as the 
council may impose upon proper presentation of proof that such misstatement was either 
wilful or the result of such gross negligence as to be inexcusable. 

(3) No member shall allow any person to practise in his name as a public accountant 
who is not a member of the institute or in partnership with him or in his employ on a salary. 

(4) No member shall directly or indirectly allow or agree to allow a commission, brokerage 
or other participation by the laity in the fees or profits of his professiona] work; nor shall 
he accept directly or indirectly from the laity any commussion, brokerage or other partici- 
pation for professional or commercial business turned over to others as an incident of his 
services to clients. 

(5) No member shall engage in any business or occupation conjointly with that of a 
public accountant, which in the opinion of the executive committee or of the council is 
incompatible or inconsistent therewith. 

(6) No member shall certify to any accounts, exhibits, statements, schedules or other 
forms of accountancy work which have not been verified entirely under the supervision 
of himself, a member of his firm, one of his staff, a member of this institute or a member 
of a similar association of good standing in foreign countries which has been approved by 
the council. 

(7) No member shall take part in any effort to secure the enactment or amendment of 
any state or federal law or of any regulation of any governmental or civic body, affecting 
the practice of the profession, without giving immediate notice thereof to the secretary of 
the institute, who in turn shall at once advise the executive committee or the council. 

(8) No member shall directly or indirectly soiicit the clients or encroach upon the 
business of another member, but it is the right of any member to give proper service and 
advice to those asking such service or advice. 

(9) For a period not exceeding two years after notice by the committee on ethical pub- 
licity no member or associate shall be permitted to distribute circulars or other instruments 
of publicity without the consent and approval of said committee. 

(10) No member shall directly or indirectly offer employment to an employe of a fellow 
member without first informing said fellow member of his intent. This rule shail not be 
construed so as to inhibit negotiations with any one who of his own initiative or in response 
to public advertisement shall apply to a member for employment. 

(11) No member shall render professional service, the anticipated fee for which shall be 
contingent upon his findings and results thereof. 

(12) No member or associate of the institute shall advertise his or her professional attain- 
ments or service through the mails, in the public prints or by other written word; but any 
member or associate may cause to be published in the public prints or otherwise what is 
technically known as a card. A card is hereby defined as an advertisement of the name, 
title (member of American Institute of Accountants, C. P. A., or other professional affliation 
or designation) and address of the advertiser without further qualifying words or letters, 
or in the case of announcement of change of address or personnel of firm the plain state- 
ment of the fact for the publication of which the announcement purports to be made. 
Cards permitted by this rule when appearing in newspapers shall not exceed two columns 
in width and three inches in depth; when appearing in magazines, directories and similar 
publications cards shall not exceed one quarter page insize. This rule shall not be construed 
to inhibit the proper and professional dissemination of impersonal information among a 
member’s own clients or personal associates or the properly restricted circulation of firm 
bulletins containing staff personnel and professional information. 


REGULATIONS FOR INSTITUTE EXAMINATIONS 


[Reproduced from a pamphlet issued by the American Institute of Account- 
ants relative to examinations.] 


I. Who may become Members 


Men and women who have been five years continuously engaged in public practice 
immediately preceding date of application, or ten years in practice not continuously, one 
year of which immediately precedes date of application, who are recommended by the 
board of examiners and elected by the council. 
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II. Who may become Associates 


Men and women who have been four years engaged in public accounting, not necessarily 
continuously nor immediately preceding date of application, who are recommended by 
the board of examiners and elected by the council. In lieu of two of the four years the 
applicant may present a C. P. A. certificate of recognized standing or a certificate of gradu- 
ation from an accounting school acceptable to the board of examiners, but no applicant 
will be admitted to examination unless he shall have had at least two years of public 
accounting experience. 

III. Applications 


(a) Application for permission to take the examinations of the Institute should be filed 
sixty days prior to the date of examination on forms supplied by the Institute. 

(b) No departure from the constitutional requirements can be made. Applicants seek- 
ing special consideration will receive no more attention than is accorded to those applying 
in the proper way. 

(c) Applications must contain full details of schools, colleges and universities attended 
and of all employment from time of leaving school. Name and address of each school 
and employer and dates of attendance or employment must be given. Failure to comply 
literally with this rule always leads to delay. The board will not consider any application 
lacking complete detail. 

(d) If applicants are unable to appear when directed to do so, the board of examiners 
will give consideration to the cause of such failure to appear, and, if the excuse be con- 
sidered sufficient, appearance may be postponed until a later examination. Notice of 
inability to attend must be sent to the board of examiners prior to examination. 

(e) The Institute does not supply application blanks for state boards. All applications 
to state boards must be made direct. 

(f) An applicant applying to both Institute and a state board must file a separate appli- 
cation with each body. 


IV. Candidates for Certified Public Accountant Certificates in Certain 
States 


(a) Many state boards of accountancy have entered into a plan of co-operation with 
the board of examiners of the American Institute of Accountants whereby the Institute 
supplies questions to the state boards and also’ agrees to grade the papers if the state boards 
so desire. The Institute keeps a record of all papers graded by its board of examiners. 

(b) The Institute will not consent to the examination of an applicant for any state 
certificate outside the state to which he is applying except in the case of a bona fide resident 
of such state. 

(c) Candidates for certified public accountant certificates in states co-operating with 
the Institute may simultaneously or subsequently apply for admission as associates of 
the American Institute of Accountants without further technical examination, provided 
separate applications are made to the state boards and to the Institute, and provided also 
that the answers submitted at examinations are forwarded to the board of examiners of 
the Institute for grading. 

(d) State boards have been invited to appoint representatives to participate in oral 
examination of persons applying simultaneously for admission to the Institute and for 
certificates as certified public accountants in states wherein the laws permit the issuance 
of certificates following oral examination. 

(e) The Institute does not issue certified public accountant certificates, All informa- 
tion in regard to state examinations and certification must be obtained from the proper 
authorities in the states concerned. : 


V. Procedure for Applicants to Institute 


(a) In presenting a syllabus and bibliography the board of examiners of the American 
Institute of Accountants desires to impress upon prospective applicants that the exami- 
nations of the Institute are intended to demonstrate the applicant’s ability to practise as 
a professional public accountant. The board feels that without actual accounting exper- 
ience no one can logically be expected to have a sufficient practical knowledge of accounting 
to justify him in holding himself out to the public as a professional accountant. Accord- 
ingly, examinations are designed to demonstrate the applicant’s knowledge founded not 
only upon text-books and instruction but also upon years of experience, 
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(b). The bibliography attached hereto is solely for the convenience of prospective appli- 
eants. The board of examiners does not recommend any one book especially, but those 
Ae in the list are regarded as representative of the authoritative literature on each 
subject. 

(ec) The prospective applicant is warned against the error of assuming that any one 
text-book is in the mind of the examiners in the preparation of questions. The board 
presents questions which are founded upon experience as well as upon pure theory. The 
syllabus is prepared in the hope of indicating broadly the general scope of examinations 
in each of the three subjects. 

(d) The constitutional provisions concerning qualifications of applicants are as fcilows: 


CONSTITUTION 
Article II 


Sec. 2. Members shall consist of the following: 

(b) Associates who shall have been in practice on their own account or in the employ of a 
practising public accountant for five years next preceding the date of their application and 
shall be recommended by the board of examiners after examination and elected by the council. 
The determination of who shall be considered as practising public accountants shall be made 
in all cases by the board of examiners. 

(ce) Accountants who shall present evidence of preliminary education satisfactory to the board 
of examiners, who shall have been in practice on their own accownt or in the employ of a prac- 
tising public accountant for not less than five years immediately preceding the date of their 
application, who shall be recommended by the board of examiners after examination and elected 
by the council. 

(d) Accountants in practice who shall present evidence of preliminary education satisfactory 
to the board of examiners, who shall have been in practice on their own account or in the employ 
of a practising accountant for not less than ten years, one year of which shall have immediately 
preceded date of application, who shall be recommended by the board of examiners after exami- 
nation and elected by the council. 

Sec. 3. Associates shall consist of the following: 

(b) Persons who shall be not less than twenty-one (21) years of age and present evidence 
of preliminary education satisfactory to the board of examiners; and 

(c) Shall have satisfactory training and experience in public accounting. The last-named 
qualification may consist of: 

(1) Possession of a certificate of graduation from an accounting school recognized by the 
examining board and a certified public accountant certificate of a standard recognized by the 
examining board or instead of a certified public accountant certificate employment for not less 
than two years upon the accounting staff of a public accountant (students not completing the 
full course at an accounting school shall be given credit by computing the number of years of 
study satisfactorily completed as being equal to one-half the same number of years employed in 
the office of a public accountant); or 

(2) Employment for not less than two years wpon the accounting staff of a public accountant 
and possession of a certified public accountant certificate of a standard recognized by the examin- 
ing board; or 

(3) Not less than four years’ experience in Public accounting work either wpon his own 
account or in the office of a public accountant by a person not holding a certi,ied public account- 
ant certificate of a standard recognized by the examining board; or 

(4) Possession of an accountant’s certificate issued under the law of a foreign government 
of a grade accepted by unanimous action of the board of examiners and one year’s satisfactory 
experience in practice in the United States of America; or 

(5) In the discretion of the board of examiners exercised in each case, not less than three 
years’ experience in teaching accountancy subjects in a school of accountancy recognized by 
the board of examiners. 

(6) In addition to the foregoing qualifications, candidates for associate membership shall 
submit to examination by the board of examiners and, wpon recommendation of that board, 
may be elected by the council. 

VI. Examinations \ 

(a) Examinations are conducted about the middle of May and November each year. 
Special sessions for the conduct of oral examination may be held by the board of examiners 
if desirable. 
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ORAL 


(b) Under provisions of the constitution the board of examiners is permitted to require 
candidates to pass written or oral or partly written and partly oral examinations. 

(c) The rules of the board of examiners provide that persons who are over 30 years of 
age or are certified public accountants or possessors of equivalent foreign degrees approved 
by the board of examiners may be subjected to oral instead of written examination, pro- 
vided such applicants present evidence of having been in public practice for seven years 
or in practice on their own account for five years. 

(d) Oral examinations are technical in character and are designed to demonstate the 
applicant’s practical knowledge of accounting. The questions are based upon the questions 
of the written examinations, but an effort is made to permit practitioners who have been 
in practice for many years to explain their treatment of principles and cases involved in a 
somewhat more informal way than would be possible in a written examination. 

(e) Each candidate is examined separately, and the transcript of all questions and an- 
swers is presented to the entire board for consideration. 

(f) Oral examinations under the rules of the board of examiners must be conducted by 
members of the board of examiners. Such examinations are usually held in the principal 
centers of accounting activity, such as Boston, New York, Chicago and San Francisco, 
but special sessions may be held elsewhere in the discretion of the board of examiners. 


WrittmEN EXAMINATIONS FOR ADMISSION AS ASSOCIATE 


(g) Written examinations can usually be arranged to suit the convenience of applicants 
without involving a long journey to the place of examination. 

(h) Applicants whose applications have been favorably considered by the board of exam- 
iners will be notified when and where to appear for examination. They may bring 
fountain pens, but no further supplies are required. 

(i) The following is a brief syllabus of the written examination: 


First Day—First Session—Auditing, 3% hours. 

First Day—Second Session—Accounting, 5 hours. 

Second Day—First Session—Commercial Law, 3% hours. 
Second Day—Second Session—Accounting, 5 hours. 


AUDITING 


(i) Scope: Practice and procedure in the audit of books and accounts of industrial, com- 
mercial and financial concerns, municipalities, estates, ete. 


COMMERCIAL LAW 


(k) Examination covers only fundamental principles of common and statute law appli- 
cable throughout the United States. 
Subjects: 


(a) Negotiable instruments. 

(b) Contracts. 

(ce) Corporations. 

(d) Bankruptcy. ® 
(e) Partnership. 

(f) Federal income tax. 


ACCOUNTING 


() Examination in accounting is not divided into theory and practice. The entire 
subject is considered as one, and problems in practical] accounting and questions in theo- 
retical accounting are contained in the papers of both sessions. 

Scope: Preparation of trial balance, balance-sheet, profit and loss account; cost, manu- 
facturing, trading, consolidated, executorship, estate, railroad, public utility, shipping and 
municipal accounts; foreign exchange, investigations prior to public issuance of securities, 
stock-exchange practice and banking, interstate commerce commission returns, federal 
tax returns, preparation of statements for credit purposes, systematizing. 

(Optional) Actuarial science, including annuities certain, present worth of future inter- 
est payments, sinking funds, ete. 

(Questions in actuarial science do not extend to life contingencies. A knowledge of 
algebra up to and including the binomial theorem and the use of logarithms is essential.) 
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WrirreN EXAMINATIONS FOR ADMISSION AS MEMBER 


(m) In addition to the written examination set for those seeking admission as associates, 
applicants for admission as members are required to present acceptable theses. 

(n) Each thesis must consist of from 2,000 to 4,000 words upon one of a group of subjects 
to be proposed by the board of examiners and must be accompanied by an affidavit that 
it is the unaided work of the applicant. 

(0) Associates seeking advancement to membership are required to present theses as 
above described. 


VII. Results of Examinations 


(a) The board does not make known its solutions and answers and does not divulge 
the actual marks given in any subject. 

(b) Applicants who pass the examinations with peculiar distinction are generally men- 
tioned by name in order of merit. 

(c) Because of the great number of states using the Institute's questions and submitting 
the answers for grading by the Institute’s examiners, results of examination cannot be 
made known, as a rule, within less than six weeks from date of examination. 

(da) Failure in two subjects is regarded as failure in all subjects. Accounting theory 
and practice are regarded as one subject. 


VIII. Re-Examination 


(a) Applicants who fail in one subject are conditioned in that subject and may be 
re-examined therein at a subsequent examination upon payment of the required fee ($10). 
* (b) Failure to satisfy the requirements of the board of examiners in re-examination does 
not preclude further re-examination. 
(c) All re-examinations must be written. 


IX. Other Examinations 


Until further notice, the board of examiners in its discretion exercised in the case of any 
individual applicant for admission to the Institute may accept in lieu of its own examina- 
tions a certificate as a certified public accountant of any state of the United States, the 
laws of which are held by the board of examiners of the Institute to be adequate and well 
administered, or a certificate of membership in a society of professional accountants in a 
foreign country whose requirements for admission are considered by the board of examiners 
of the Institute equivalent to the Institute’s examinations, provided that such applicant 
shall have received such certificate as certified public accountant or member of a society 
of professional accountants after adequate examination, and that he shall have been in 
practice as a public accountant or in the employ on the accounting staff of a public 
accountant for a period of two years next preceding the date of his application, and pro- 
vided further that he shall be recommended for admission by three members of the Insti- 
tute residing near the place of residence of the applicant, such members to be selected by 
the board of examiners without knowledge of the applicant and to report to the board 
of examiners upon the applicant’s professional qualifications, character and reputation. 

In the case of an applicant conforming to all the provisions contained in the foregoing 
paragraph, and presenting evidence of five years’ public practice immediately preceding 
the date of his application or ten years’ public practice, one year of which shall have imme- 
diately preceded date of application, the board of examiners may require such applicant 
to submit a thesis upon one of a group of subjects to be designated by the board and upon 
the result of such thesis may recommend the applicant for admission as member of the 
American Institute of Accountants. The board, however, may accept other evidence of 
professional qualifications in lieu of a thesis. 


X. Right of Rejection 


The board of examiners reserves to itself the right to reject the application of any appli- 
cant for admission as member or associate and shall not be required to state cause for any 
such rejection. 

XI. Election 

The board of examiners recommends successful examinees to the council, which may 
elect or reject. As a rule, recommendation by the board is favorably considered by the 
council. 
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XII. Fees and Dues 
(a) Initiation fees of members are $50; on advancement from associate to membership, 
$25; associates, $25. 
(b) In addition to the following examination fees must be paid in all cases whether the 
applicant has already passed an examination approved by the Institute or not: 


Honadmussion as menbera. yee ee eee aaa $25.00 
For advancement from associate to member.............. 25.00 
Hor admisstoneas associates. 4507 sa ee ee 25.00 
For re-examination in one subject.........+...-........ 10.90 


In the case of advancement from the grade of associate to that of member no additional 
examination fee is required if the application for advancement be accepted within twelve 
months of the date of admission as associate. 

(c) Examination and initiation fees must accompany the application. 

(d) Annual dues of the Institute are: by a member, $25; by an associate, $10. 


XIII. Examination Questions 
Copies of past examination questions are obtainable from the offices of the American 
Institute of Accountants at 10 cents each. The examination questions of the Institute 


from June, 1917, to May, 1921, inclusive have been prepared in book form and may be 
obtained from the Institute at $1.50 a copy, delivered. 


XIV. Bibliography 
Suacrstep Texts For ReapinG In PREPARATION FoR EXAMINATION 


[See Section V., Paragraphs (b) and (c)] 
[List not shown] 


RULES OF THE 
BOARD OF EXAMINERS 
OF THE 
AMERICAN INSTITUTE OF ACCOUNTANTS 


Approved June 13, 1922 
Officers 


The officers of the board shall be a chairman, a secretary and a treasurer. 


Meetings 


Meetings of the board shall be held upon the call of the chairman and shall be called by 
the chairman upon the written request of three members of the board. Five days’ notice 
of all meetings shall be given by the secretary, except that the annual meeting may be held 
at the place of the annual meeting of the Institute on the day following the adjournment of 
that meeting. Five members of the board shall constitute a quorum for the transaction 
of business. 

Secretary 

The secretary of the Institute shall be the secretary of the board. The secretary shall 
keep a record of all applications received and also the records of the meetings and trans- 
actions of the board. He shall turn over to the treasurer of the board all moneys received 
by him. 

Treasurer 

The treasurer of the Institute shall be the treasurer of the board, All moneys received 
by the board shall be turned over to the treasurer. Disbursements shall not be made by 
the treasurer except upon the approval of three members of the board. 


Office 
The office of the Institute shall be the office of the board. 


Applications and Fees 


Applications will be considered only when made on blanks which will be furnished by the 
secretary on written request. The fees for examination and for investigation of applicants’ 
records shall be as follows: 
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For admission as member...........0. es ee ee eteneeeees $25.00 
For advancement from associate to member............-- 25.00 
For admission as associate... 2... 66. ee tts 25.00 
For re-examination in one subject........... 5+ esse eaee 10.00 


In the case of advancement from the grade of associate to that of member no additional 
examination fee is required if the application for advancement be accepted within twelve 
months of the date of admission as associate. 

Examination fees and initiation fees must accompany the application. 

No applicant shall be entitled to an examination by the board unless his application shall 
have been in the hands of the secretary of the board sixty days prior to the date of exami- 
nation. 


Examinations 


Except as hereinafter provided, the examination of the board shall be written, and every 
applicant for admission as a member or an associate or for advancement to membership 
who shall be found to be qualified to take an examination under the constitution shall be 
entitled to take the written examination of the board and upon passing such examination 
to the satisfaction of the board may be recommended to the council for admission or ad- 
vancement, as the case may be. 

No applicant shall be allowed to take an examination who shall not previously have 
satisfied the board as to his preliminary education. A high school graduation certificate 
will be regarded as satisfactory evidence of such preliminary education, but until further 
notice the board will consider such other evidence as may be submitted. 


Examinations— Written 


Written examinations shall be conducted simultaneously in such places as may be deter- 
mined by the boards of examiners during May and November, the dates to be selected ninety 
days in advance of examination. ) 

Due notice will be given to each applicant of the time and place selected for holding the 
examination. Failure to be present and prepared at the time appointed will be sufficient 
cause for exclusion from any session of the examination. 

Examinations shall include questions in (1) Accounting Theory and Practice, including 
optional problems in the elements of actuarial science, (2) Auditing and (3) Commercial 
Law. The time required shall not exceed two days. ; 

Answers shall be written in ink in accordance with instructions which will be issued at 
the time of the examination. All supplies necessary to the examination will be furnished 
by the board, and, after use, shall remain the property of the board. 

The secretary shall communicate in writing to each applicant the result of his examina- 
tion, and the applicant shall not be entitled to further information. 

Applicants who shall have passed the examination in two subjects shall have the right 
to be re-examined in the third subject on payment of the required fees. 


Examinations— Oral 


Applicants possessing such qualifications as the board from time to time may prescribe 
in the discretion of the board and upon the request of the applicants may be subjected to 
oral instead of written examination in one or more subjects. Oral examinations shall be 
conducted at times and places to be selected by the board. 

An affirmative vote of five members of the board shall be reauired before any applicant 
who has taken an oral examination shall be recommended to the council for election or for 
advancement to membership. 

The board in its discretion may allow any candidate who has had five years’ practice on 
his own account or seven years’ experience in public accounting, provided that such appli- 
cant shall be over 30 years of age or shall have passed a written examination conducted 
by a recognized accounting body, to take an oral instead of a written examination in one 
or more subjects. 

Credit for Certain Other Examinations 

Until further notice, the board of examiners in its discretion exercised in the case of any 
individual applicant for admission to the Institute may accept in lieu of its own examinations 
a certificate as a certified public accountant of any state of the United States, the laws ot 
which are held by the board of examiners of the Institute to be adequate and well adminin 
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tered, or a certificate of membership in a society of professional accountants in a foreign coun- 
try whose requirements for admission are considered by the board of examiners of the Insti- 
tute equivalent to the Institute’s examinations, provided that such applicant shall have 
received such certificate as certified public accountant or member of a society of professional 
accountants after adequate examination, and that he shall have been in practice as a 
public accountant or in the employ on the accounting staff of a public accountant for a 
period of two years next preceding the date of his application, and provided further that he 
shall be recommended for admission by three members of the Institute residing near the 
place of residence of the applicant, such members to be selected by the board of exami- 
ners without knowledge of the applicant and to report to the board of examiners upon 
the applicant’s professional qualifications, character and reputation. 

In the case of an applicant conforming to all the provisions contained in the foregoing 
paragraph, and presenting evidence of five years’ public practice immediately preceding 
the date of his application or ten years’ public practice, one year of which shall have imme- 
diately preceded date of application, the board of examiners may require such applicant 
to submit a thesis upon one of a group of subjects to be designated by the board and upon 
the result of such thesis may recommend the applicant for admission as member of the 
American Institute of Accountants. The board, however, may accept other evidence of 
professional qualifications in lieu of a thesis. 

The board of examiners reserves to itself the right to reject the application of any appli- 
cant for admission as member or associate, and shall not be required to state cause for any 
such rejection. 


NATIONAL ASSOCIATION OF COST ACCOUNTANTS.—This associa- 

tion was organized in Buffalo in October, 1919. Its membership consists of 
business and professional men interested in cost accounting. It is affiliated 
with the Canadian Society of Cost Accountants. Local chapters have been 
formed in most of the larger cities. At national headquarters, 130 West 
42nd Street, New York City, a service department for carrying on research 
work is maintained. The results secured are distributed to members through 
the association’s publications. Approximately one hundred uniform cost 
systems have been collected. 
_ The association is managed by a president, two vice-presidents, a treas- 
urer, and a board of 24 directors. The board meets monthly in New York. 
At the national headquarters the organization consists of a secretary and 
business manager who has supervision over all affairs of the association, also 
an assistant secretary who has charge of research and service work, as well 
as an adequate staff. 

The publications of the association are issued in three forms—a year book 
containing papers and discussions at annual International Cost Conferences 
held each year under the auspices of the association, official» publications 
which are issued twice monthly, and bulletins, also issued twice monthly 
and containing all sorts of information concerning costs and the activities 
of the association and its chapters. The association issues in all about 1,500 
pages of printed matter yearly. The membership in the association is dis- 
tributed among the following classes: 


Industrial Cost Accountants...........! ee een 51.7% 
LAD SUIG ANESTH TIA inlaw: cept peters cel dee dln wee oles ela wey 28.5 
BUsineSsspEXeCULivies rane: to Peee scone ee et ee 13.5 


Industrial Mngincers’:: sere eee eee ee ae ee Se) 
Teachers of Accountancy..... 20 
Studen tau, voce Peewee «io. oa tees en nN 3) 
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CONSTITUTION OF THE NATIONAL ASSOCIATION OF COST 
ACCOUNTANTS 
(As amended to December 15, 1921) 


Article I—Name 


The name of this organization shall be NatronaL AssociaTIon oF Cost ACCOUNTANTS. 


Article II—Objects 


Its objects shall be to unite and promote cordial intercourse among all persons interested 
in cost accounting, to collect through research and to disseminate generally by all appro- 
priate means all fundamentally sound cost accounting principles and methods; to develop, 
improve, extend, and as far as practicable standardize the present science and art of cost 
accounting; to provide tests by which candidates shall be admitted to membership, and to 
promote and maintain high moral standards. 


Article III—Membership 


The Association has no capital stock and the members of the Association shall be the 
original subscribers hereto, and such individuals as may from time to time be admitted 
to membership in such manner and upon such requirements as may be prescribed by the 
By-Laws. The membership shall be divided into classes as provided in the By-Laws. The 
Association shall have power to exclude, expel or suspend a member of any class for any 
cause it shall deem to be subversive to the best interests of the Association and in such. 
manner as may be prescribed by the By-Laws. 


Article IV—Management 


The management of the Association shall be vested in a board of Directors and the 
officers of the Association, namely, the President, two Vice-Presidents, and the Treasurer, 
who shall ex-officio be members of the Board of Directors. 

Immediately after each annual election of Directors the President shall designate nine 
or more Directors to have charge of special activities of the Association, as hereinafter 
provided in the By-Laws, and these Directors, together with the President, the two Vice- 
Presidents, and the Treasurer, shall constitute an Executive Committee, to which the 
Board of Directors shall delegate and grant full power and discretion to act in the interim 
between meetings of the Board of Directors. 


Article V—By-Laws 


The By-Laws of the Association shall be admitted and taken to be its laws subject to 
this Constitution. They may be altered and amended only as provided in Article VI 
hereof. They may regulate and limit the powers and functions of the Board of Directors; 
they may prescribe the times and places of meetings of the Board, of the Executive Com- 
mittee and of the Association; the number who shall constitute a quorum at meetings of 
the Board, of the Executive Committee, and of the Association; regulations as to voting; 
the qualifications and manner of electing members of all classes and Directors; the manner 
of electing or appointing officers, committees and agents of the Association and the powers 
and duties of officers and all others concerned, and shall contain provisions for regulating 
generally the internal affairs of the Association. 


_Article VI—Amendments 


Amendments to the Constitution of the Association may be made only at the annual 
meetings thereof. Any proposed amendment shall be signed by at least five members 
with voting power and in good standing and be submitted to the Secretary at least sixty 
days prior to the annual meeting. The Secretary shall forthwith transmit the proposal to 
the Executive Committee, which shall order it printed and mailed to each member with 
voting power at least thirty days prior to the annual meeting. Notices for the annual 
meeting shall specifically call attention to the fact that an amendment, a copy of which shall 
be incorporated in the notice, will be proposed. 

Voting members not attending the annual meeting shall vote by secret ballot addressed 
to the Secretary of the Association in the manner prescribed by the Executive Committee. 
Written ballots shall be opeaed by the tellers at the time that ballots of voters present are 
eounted. 
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The adoption of an amendment shall require a favorable vote of three-fourths of the 
members present and voting, provided, however, that these favorable votes, together with 
mailed votes in favor, shall include at least 50 % of the voting membership. An amendment 
shall take effect immediately upon adjournment of the meeting at which it is adopted unless 
otherwise specified in the amendment itself , and the Secretary shall mail a copy thereof to 
all members of every class. 

Amendments to the By-Laws of the Association may be proposed at any time by any 
five voting members of the Association in good standing or any five voting members in good 
standing may request the Director in charge of Constitution and By-Laws to draft amend- 
ments to carry out specific changes in the By-Laws as set forth in said request. ‘The 
Secretary shall present such amendments as may be proposed in either of the above ways 
at the first meeting of the Executive Committee following the receipt of said amendments 
and the Executive Committee shall instruct the Secretary to submit said amendments to 
the voting members of the Association for their approval by mail. 

Any amendment which within sixty days of the date of its submission receives the 
approval of two-thirds of the voting membership as shown in the records of the Association 
at the time the amendment is submitted, shall immediately become a constituent part 
of the By-Laws of the Association and the Secretary shall send official notice of this fact to 
all members. 

Any proposed amendment which does not receive the approval of two-thirds of the 
voting members as hereinbefore required within the period of sixty days shall be lost and 
the Secretary shall notify the members to that effect. 


BY-LAWS OF THE NATIONAL ASSOCIATION OF COST 
ACCOUNTANTS 


(As amended to December 15, 1921) 


Article I—Members 


Section 1. Membership in the Association shall be open to individuals of either sex 
who are genuinely interested in the aims and objects of the Association; who are willing to 
subscribe to the Constitution and By-Laws, and who are otherwise qualified as hereinafter 
specified. 

Specrion 2. Mermpers. Men or women being 21 years of age and qualified as set forth 
in Section 1 of this Article, may be elected as Memprrs, provided they are qualified under 
any one of the following groups: 


(a) Persons who are actively engaged as accounting officers, or other employees of 
business organizations or associations, whose duties consist in whole or in part of 
executive supervision over, or control of, all or part of the organization’s cost account- 
ing. 

(b) Persons who are engaged professionally in the public practice of accounting on 
their own account or in the employ of others so engaged and who have been so engaged 
for a period of at least three years or who have had experience equivalent to that 
required in subdivision (a) hereof. 

(c) Executive officers or department heads of business organizations or associations 
who are genuinely interested in the development of the science of cost accounting. 

(d) Persons engaged in teaching cost accounting or other branches of business 
management related to cost work, either through residence or correspondence instruc- 
tion. 


The Board of Directors or the Executive Committee may, at its discretion, add to the 
above such additional groups as they deem expedient for the best interests of the Association. 

Section 3. Juniors. Men or women being under 26 years of age, but qualified as set 
forth in Section 1 of this Article, may be admitted to limited membership in the Association 
as JUNIORS, provided they are qualified under any one of the following groups: 


(a) Students who are enrolled for any recognized course in accounting which em- 
braces cost accounting and who have completed at least one-half of said course. 

(b) Persons employed in Cost Departments of business organizations or associations 
who have no executive supervision over nor control of any part of the organization’s 
cost accounting. 

(c) Persons in the employ of professional accountants, but who have less than three 
years’ experience in such employ, 
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The Board of Directors or the Executive Committee may, at its discretion, add to the 
above such additional groups as they deem expedient for the best interests of the Associa- 
tion. 

Spcrion 4. Juniors shall be entitled to all the privileges of the Association except 
that they may not vote or hold office within the Association. No person shall be con- 
tinued as a Junror after reaching the age of twenty-six years. Juniors who have not 
qualified for full membership when they become twenty-six years of age shall be auto- 
matically dropped from membership. 

Sucrion 5. Associatr Mrmpersuir. The Cost Associations of particular industries 
or other associations interested in the development of cost work may be admitted to 
Associate MEMBERSHIP in the National Association of Cost Accountants under such rules 
as may from time to time be established by the Board of Directors or the Executive Com- 
mittee. 

Section 6. (a) The Board of Directors or the Executive Committee shall fix the amount 
of the initiation fee which shall be paid by new members and shall at their discretion have 
power to suspend or reduce said initiation fee when in their judgment such suspension shall 
be in the best interests of the Association, provided that at no time shall the initiation fee 
be more than $15.00 and provided that in the absence of definite action by the Board of 
Directors or the Executive Committee the initiation fee shall be $15.00. 

(b) The amount of the annual dues of the Association shall be fixed by vote of the Board 
of Directors or the Executive Committee, provided that at no time shall the annual dues 
be more than $25.00 per year for MEMBERS and $10.00 for Juniors and provided that in 
the absence of definite action by the Board of Directors or the Executive Committee the 
annual dues shall be $25.00 for Memsers and $10.00 for JUNIORS. 

Sucrion 7. A candidate who is admitted to full Membership in the Association during 
any fiscal year shall be subject to dues only for the unexpired portion of said year dating 
from the date of his election. Each MrmBer shall receive a bill for dues for the balance 
of the current fiscal year at the time he is notified of his election. Junrors shall be subject 
to dues for the fiscal year in which they are elected, provided that if elected subsequent to 
March 1 in any fiscal year they shall pay only one-half of the annual dues for the current 
fiscal year. Dues shall be payable semi-annually. 

Section 8. At the beginning of each fiscal year, September 1, a notice of dues payable 
for that year shall be sent to each MemMBER and Junior. The membership of any individual 
who shall have failed on November 30 of any year to pay his dues for the first six months 
of that year or who shall have failed on May 31 of any year to pay his dues for the whole of 
that year may be terminated. Such a person may, however, upon the payment of $10.00 
and all dues in arrears and upon his re-election by the Executive Committee be reinstated 
to his former status, no initiation fee being required upon such reinstatement. 

Section 9. All applications for membership shall be made in writing on application 
blanks furnished for that purpose and addressed to the Secretary of the Association. The 
Secretary shall present all applications to the Director-in-Charge of Membership for his 
approval and then lay them before the Hxecutive Committee for action. The approval 
of a majority of the members present and voting at any meeting of the Executive Com- 
mittee shall be sufficient for election. 

Secrion 10. Any Mzmprr or JUNIOR may resign at any time, but such resignation shall 
not become effective until accepted by the Executive Committee and shall not relieve 
the resigning individual from the payment of dues for the current fiscal year or give any 
right to a rebate of dues paid or any right to a pro rata or other share of the assets of the 
Association. 

Spcrion 11. The Association may refuse to receive the dues of any MempBnr or JUNIOR 
adjudged by the Executive Committee to have violated the Constitution or By-Laws of the 
Association, or who in the opinion of the Executive Committee by unanimous vote shall be 
guilty of conduct rendering him unfit to continue membership, and the Board of Directors 
by a two-thirds vote may suspend or expel such a person from membership. 

Spcrton 12. Each MEMBER shall receive a suitable certificate indicating his status in 
the Association. 


Article II—Fellows 


Sncrron 1. The Board of Directors or the Executive Committee shall, as soon as they 
deem it expedient, establis’: standard examinations or other requirements under which 
members of the Association may qualify in a special group known as FELLows. Examina- 
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tion and requirements for election to this class shall be of such a nature as to limit the 
class to those members of the Association who have made some original contribution to 
the science of cost accounting or who are able to demonstrate special qualifications in the 
field of cost accounting. Special certificates shall be issued to FELLOWS over the seal of 
the Association. There shall be no charter membership among the FrLiows. 

The board of Directors or the Executive Committee may establish such additional rules 
as it may deem necessary to carry out the intent of this Section. 


Article I1]—Meetings 


Section 1. The annual meeting of the Association for the election of Directors and 
Officers and the transaction of any other business whatsoever relating to its affairs shall 
be held each year during the month of September. The place and date of each annual 
meeting shall be fixed by a majority vote of the Memprrs present and voting at the pre- 
ceding annual meeting. 

SEction 2. The Secretary shall mail a notice of each annual meeting to each MrmBeR 
and Junior not less than twenty days prior to the meeting, but no failure or defect of notice 
of the annual meeting shall invalidate the same or any procedure taken thereat. 

Section 3. A special meeting of the Association may be held at any time and place 
upon call or notice by the Executive Committee, which it may give on its own initiative 
and which it shall give upon the written request of twenty-five Members. The call or 
notice shall be mailed to each Memser and Junior at least twenty days prior to the date 
set therein for the meeting and shall state the purpose thereof. 

Section 4. At each meeting of the Association each MrmBper present shall be entitled 
to one vote. There shall be no voting by proxy. There shall be no voting by mail except 
on the adoption of an amendment as provided in Article VI of the Constitution and except 
on the authorization of the Board of Directors to assume liabilities as provided in Article IV, 
Section 8, hereof, 

Srecrion 5. Fifty Memprrs shall constitute a quorum at any meeting of the Association, 
but those present at any duly held meeting, although less than a quorum, may adjourn the 
meeting without further notice to any given time and from time to time. 

Section 6. The order of business at all meetings of the Association, of the Board of 
Directors and of the Executive Committee shall be such as may be prescribed by the 
presiding officer; or if objection be made thereto, then by a majority vote of the meeting. | 
Roberts’ Rules of Order shall govern all meetings of the Association, of the Board of Direc- 
tors, of the Executive Committee and of all other committees on any point not covered 
by the Constitution and By-Laws. 


Article IV—Board of Directors 
and Executive Committee 


Section 1. The Board of Directors of the Association shall consist of twenty-four 
Memeenrs elected for a period of three years, one-third retiring each year. 

Secrion 2. At the annual meeting in September, 1922, eight Directors for a period of 
three years, two Directors for a period of two years and two Directors for a period of one 
year shall be elected by a plurality vote of the Memprrs present and voting, in order that 
the Board of eighteen Directors shall consist of twenty-four Directors. 

Section 3. At each annual meeting thereafter there shall be elected, by plurality vote 
of the Mempmrs present and voting, eight Directors for a period of three years to replace 
the retiring Directors. 

Section 4. Directors shall hold office until their sugcessors are elected and have qualified. 
If any director shall die, or his office otherwise become vacant, his unexpired term shall be 
filled by a majority vote of the Board of Directors. If for any reason the eight Directors 
as herein provided are not elected at the annual meeting, they may be elected at any special 
meeting called for the purpose in accordance with Article III hereof. 

Section 5. If the membership in the Association of any Mrmprr who shall have been 
elected a Director shall for any reason terminate, his office as Director shall automatically 
become vacant. 

Section 6. The Board of Directors shall meet at least semi-annually at such times and 
places as it may select. At such meetings eight Directors present in person shall constitute 
a quorum. At all meetings of the Board of Directors the President of the Association, if 
present, shall act as Chairman. Notices of Directors’ meetings shall be mailed by the 
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Secretary or as the Board may otherwise direct, but no failure or defect of notice shall 
invalidate the meeting or any proceeding taken thereat. 

Section 7. Immediately after the annual elections in each year, the President of the 
Association shall designate nine Members of the Board of Directors, each to have general 
supervision of one of the following activities of the Association: 


Director-in-Charge—Constitution and By-Laws, Legal Matters. 

Director-in-Charge—All matters pertaining to the securing, electing and classifying 
of Members. 

Director-in-Charge—Chapters and all matters pertaining thereto. 

Director-in-Charge—All matters connected with the relations of the National 
Association with allied Associations. 

Director-in-Charge—Research and Standardization. 

Director-in-Charge—Publications. 

Director-in-Charge—Library and Education. 

Director-in-Charge—All matters pertaining to JuNIoRs. 

Director-in-Charge—Meetings. 


The Directors so designated, together with the President, the two Vice-Presidents and 
the Treasurer of the Association, shall constitute an Executive Committee which shall 
have the right to exercise in its sole discretion any and all powers of the Board of Directors 
in the interim between meetings of said Board. At any meeting, regular or special, of 
said Executive Committee, five Members thereof present shall constitute a quorum for all 
purposes. At each meeting of the Board of Directors the Executive Committee shall 
report all action taken by it since the last preceding meeting of the Board. 

Spcrion 8. Onand after March 1, 1920, neither the Board of Directors nor the Executive 
Committee shall have power to assume any liability in behalf of the Association for an 
amount in excess of the funds in the hands of the Treasurer, not otherwise appropriated, 
unless expressly authorized by a three-fourths vote of all MemsBprs in good standing at a 
special meeting called for that purpose. Voting by mail shall be permitted at said special 
meetings. 

Srcrion 9. The Board of Directors or the Executive Committee may, in its discretion, 
authorize the President to designate, in addition to the nine Members of the Board of 
Directors specified in Section 7 hereof, one or more additional Members of said Board, each 
to have general supervision of any activity of the Association not listed in Section 7 hereof. 
Each Director so designated shall at once become a Member of the Executive Committee. * 


Article V—Officers and Secretary 


Secrion 1. The officers of this Association shall be a President, First Vice-President, 
Second Vice-President, and a Treasurer, all of whom shall be Members and all of whom 
shall ex-officio be Members of the Board of Directors. 

Suction 2. These Officers sha]] be elected by a plurality vote of the Mrmprrs present 
and voting at the annual meeting, and shall hold office for one year and until their respective 
successors are duly elected and qualified. The term of office of each shall expire at the 
end of the fiscal year in which he is elected. 

Section 3. Officers shall be eligible for re-election, except that the President shall not 
serve more than two successive terms. 

Section 4. The duties ordinarily performed by a Secretary as an Officer shall devolve 
upon an employee, who shall be engaged by the Executive Committee and be given the 
title of Secretary and Business Manager. Such employee shall not be a MEMBER or JUNIOR 
of the Association, nor shall he be associated in business directly or indirectly with any 
Memeper or Junior, nor shall he engage in the professional practice of cost accounting or 
any other business, but he shall devote his entire time and attention to his duties as Secre- 
tary. His compensation shall be fixed by the Executive Committee. 

Srction 5. The Executive Committee may allow to any Officer or Director such sums 
for compensaiion or expenses as it in its discretion may determine. 

Section 6. In case of a vacancy in the office of President, the First Vice-President and 


* Under authority of this section the Board of Directors on Aug. 29, 1921, authorized the 
President to create a new department of Publicity and Lectures, and to divide the depart- 
ments of Research and Standardization and Library and Education each into two separate 
departments, 
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the Second Vice-President shall automatically advance; the First Vice-President to the 
office of President and the Second Vice-President to the office of First Vice-President, the 
office of Second Vice-President thereby becoming vacant. A vacancy in the office of either 
of the Vice-Presidents, or of the Treasurer, shall be filled for the unexpired term thereof by a 
majority vote of the Executive Committee. 

Section 7. Any Officer or Director may be removed for cause by a two-thirds vote of 
the Board of Directors at a special meeting called for that purpose, after such proceedings 
as the Board of Directors may determine. Upon such removal of an Officer or Director 
his office shall be filled for the unexpired term thereof by a majority vote of the Board of 
Directors. 


Article VI—Duties of Officers and Secretary 


Secrion 1. Presmpenr. The President shall be the executive head of the Association 
and when present shall preside at all meetings of the Association, of the Board of Directors, 
and of the Executive Committee. He shall exercise a general supervision over the affairs 
of the Association and shall see to the enforcement of the By-Laws and to the carrying out 
of all resolutions and proceedings of the Association, of the Board of Directors and of the 
Executive Committee. He shall keep the Executive Committee fully informed and shall 
frequently consult it concerning the business and activities of the Association. 

Secrion 2. Vicr-Presipents. In case of the absence or disability of the President the 
ranking Vice-President shall perform his duties. Each Vice-President shall have such other 
powers and duties as may be prescribed by the Board of Directors or by the Executive 
Committee. 

Secrion 3. TREasuRER. The duties normally to be performed by the Treasurer shall, 
in this Association, be performed by the Secretary, except that the Treasurer shall receive 
and deposit such sums as the Secretary may from time to time transmit to him, and he shall 
disburse such sums only on vouchers approved by the Executive Committee. The funds 
received by the Treasurer shall be deposited in a bank to be selected by the Executive 
Committee in an account in the name of the Association. The Treasurer shall draw checks 
on said account on his sole signature. He shall keep and preserve proper vouchers and 
books of account which shall at all times be open to inspection by or on the order of the 
Executive Committee and which shall be subject to audit at any time by the Auditing 
Committee. At the close of his term of office he shall deliver to his successor all funds, 
books, papers, documents and other valuables belonging to the Association which shall be 
in his custody or possession. He shall furnish a bond approved by the Executive Committee 
as to form and amount for the faithful performance of his duties. 

Secrion 4. Secretary. The Secretary shall keep a roll of the Mpmprrs and JUNIORS, 
give notices of meetings of the Association, of the board and of the Executive Committee, 
keep a record of proceedings at such meetings, preserve all communications pertaining to 
the affairs of the Association, and perform such other duties as shall pertain to the office 
of Secretary, and as may be prescribed by the Executive Committee. He shall keep proper 
books of account showing dues receivable and collected from Mmmpmrs of all classes and 
all other funds receivable and collected. He shall collect such dues and all other funds 
receivable by the Association subject to the supervision and control of the Executive 
Committee, and he shall promptly turn over to the Treasurer all funds collected. The 
membership roll, all books of account and all other records, documents or other things relat- 
ing to the Association in the custody of the Secretary shall be open at all times to inspection 
by any Officer of the Association and shall be subject to audit at any time by the Auditing 
Committee. He shall furnish a bond approved by the Executive Committee as to form 
and amount for the faithful performance of his duties. « 


Article VII—Committees 


Section 1. Each Director-in-Charge of an activity of the Association as set forth in 
Article IV hereof, may, in his discretion, appoint such committees from among the Mrm- 
BERS as he may deem expedient, to assist him in carrying on the work which has been 
placed under his supervision, All such committees shall report to the appointing Director- 
in-Charge and the sole responsibility for the supervision of the activities under their care 
shall rest with said Director. 

Section 2. At the annual meeting in September, 1920, and at each succeeding annua) 
meeting, a Nominating Committee of five shall be elected by a plurality vote of the Mme 
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BPRS present and voting. One Memser of this Committee, who shall be its Chairman, 
shall be elected from the Directors who have served on the Executive Committee during 
the fiscal year immediately preceding the annual meeting. One Member of the Committee 
shall be elected from the remaining Members of the Board of Directors during said year. 
The remaining three Committeemen shall be elected from the other Mrempers of the 
Association. 

Ssecrion 3. The Nominating Committee shall nominate candidates for the four offices 
and expiring directorships of the Association. The Committee shall report to the Secretary 
on or before August 1 of each year, stating the names of all consenting nominees.. The 
Secretary, on or before August 15, shall mail to all MemsBmErs a complete list of the nomina- 
tions made by the Nominating Committee. At the annual meeting of the Association 
the nominations previously reported by the Nominating Committee shall be made by the 
Chairman of that Committee; other nominations may be made orally by any MEMBER. 

Section 4. Special committees: may at any time be created by the Executive Com- 
mittee and appointed as it may prescribe. 


Article VIII—General Provisions 


Section 1. Whenever the word *“‘Member”’ is used in the Constitution or By-Laws 
without qualification, it shall mean Mrmper as defined in Article I, Section 2, hereof, 
Juniors, although technically not Mrempmrs, are referred to in the Constitution and By- 
Laws as Mremeers of the Association, but such reference shall in no way be construed to 
confer upon them any rights, privileges or obligations not applicable to their class as 
specified in Article I, Section 4, hereof. 

Section 2. The fiscal year shall begin on the first day of September. 

Section 3. Any notice to Mremperrs of the Association or to any Director or Officer 
shall be deemed sufficiently given if mailed to the last Post Office address furnished by 
him to the Secretary; if no address has been so furnished, then to his last known Post 
Office address. The Secretary may give any notice whatsoever to be given by or on 
behalf of the Association. 

Section 4. If at any meeting of the Association, of the Directors, or of the Executive 
Committee, the President is absent, and no one authorized to perform his duties is present, 
or if the Secretary is absent, and no one authorized to perform his duties is present, then 
a Chairman or a Secretary pro tem, or both, as the case may require, may be appointed 
by a majority vote of the Mempers present and voting. 

Secrion 5. Any contracts or similar undertakings that may be made by or for the 
Association shall be made in such manner as the Board of Directors or the Executive 
Committee may in any given case or from time to time prescribe. No contracts or similar 
undertakings or obligations shall be binding upon the Association or any of its MumBurs 
unless authorized by the Association, by the Board of Directors, or by the Executive 
Committee. 

Section 6. The Executive Committee may adopt a common seal for the Association, 
to be in such form and to be used in such manner as the Executive Committee shall direct. 

Srecrion 7. In case of dissolution of the Association and liquidation of its affairs, any 
money or other assets remaining after the payment of all obligations shall be distributed 
among the Mrmrers in such proportions as the Board of Directors may determine and 
direct. In general the Board of Directors shall seek to distribute such money or other 
assets proportionately to the amount that the said Memsrrs have paid to the Association 
during the course of their respective memberships, but the Board may vary this plan 
in whole or in part in its sole discretion; in any case the decision and determination of the 
Board shall be final and conclusive upon all persons in any way interested. 


Article IX—Services to Be Rendered 
by the Association 


Section 1. With the object of rendering service for the general benefit of its MmmBprs, 
the Association will undertake such activities as in the sole discretion and judgment of 
the Board of Directors are designed to promote and develop the Association and to carry 
into effect the objects stated in Article II of the Constitution. 

Section 2. Local chapters of this Association may be formed in such placcs as the 
Board of Directors may approve, subject to such regulations as to membership, organi- 
zation. procedures and financial relationship with the Association as the Executive Com- 
mittee may prescribe. 
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RULES AND REGULATIONS OF THE NATIONAL ASSOCIATION OF 
COST ACCOUNTANTS FOR THE GOVERNMENT OF LOCAL 
CHAPTERS 
As Revised by the Board of Directors, September 16, 1921 


When Chapters May Be Formed 


Fifteen Mrmpers and Juniors of the National Association of Cost Accountants, of 
which number at least ten shall be Mempens, resident within a radius of fifty miles of the 
proposed chapter centre, may petition for authority to establish a local chapter’ within 
said territory. 


Form of Petition 
The petition shall be in the following form: 


To the Secretary, 
National Association of Cost Accountants, 
130 W. 42d St., New York. 


Dear Sir: 

The undersigned Mrmpers and Juntors of 
the National Association of Cost Accountants here- 
with request that a charter be issued for the establish- 
ment of a Local Chapter of the Association in the 
following territory: 

Signed 


Chapter Territory 


The boundaries of the chapter shall be fixed in the charter. Chapters shall, as a rule, 
include all territory within a radius of approximately fifty miles of the chapter centre 
where the meetings of the chapter are to be held. In some cases special boundaries may 
be established to meet local conditions in regard to transportation, adjacent chapters, 
and similar matters. In all cases the suggested territory of the proposed chapter should 
be defined in the petition. 


‘ Preliminary Steps 


A lesser number of Members and Juniors may meet and form a temporary organiza- 
tion for the purpose of securing the necessary number of members for a permanent chapter. 


Petition Addressed to Secretary 


Petitions for authority to establish a local chapter shall be addressed to the Secretary 
of the Association. He shall give notice to all members of the Association within the 
district that such application has been received and then submit the application to the 
Director-in-Charge of Chapter Organization for his examination, and upon receipt of his 
report lay it before the Executive Committee for final action. 


Who May Be Members of Chapter 


All members of the National Association of Cost Accountants, resident within the 
territory of the chapter, shall be considered members of the local chapter. Members 
outside of the chapter territory may become members by special request addressed to the 
chapter secretary and approved by the National Secretary. 


Charter Issued by Secrétary 


When the petition has been approved by the Executive Committee, the Secretary shall 
issue a charter and constitution to the local chapter . . . . bearing the seal of the 
Association and the signatures of the President, the Director-in-Charge of Chapter 
Organization and the Secretary of the Association, 


Temporary Officers 


The preliminary steps in the organization of a local chapter shall be conducted by a 
temporary chairman, a temporary secretary and an organization committee of at least 
five members elected from among the petitioners. 
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Permanent Officers 
4 Immediately after the charter has been issued, the temporary officers shall call a meet- 
ing for the purpose of electing permanent officers for the chapter. It is desirable that a 
nominating committee be appointed, or elected, for the purpose of suggesting nominees 
for the several offices, and also the directorships. 


Chapter Officers 
The permanent officers of each local chapter shall be a President, a Vice-President, a 
Secretary and a Treasurer and five Directors. The offices of Secretary and Treasurer 
may be combined if desired. Officers shall be elected for a period of one year and are 
eligible for re-election. Officers shall be ex-officio members of the Board of Directors. 


Term of Office 
The fiscal year of the chapters shall be the same as the fiscal year of the National Asso- 
ciation, namely, from September 1 to August 31, and the officers shall retain office for this 
period. 


Annual Meeting 
Bach chapter shall hold an annual meeting not later than May 31 of each year, for 
the purpose of electing officers for the following year. The officers elected at such meetings 
shall assume office at the close of the current fiscal year—August 31. ‘ 


Nomination Committee 
At each annual meeting there shall be elected a Nomination Committee of three mem- 
bers who shall prepare a list of nominees for the various offices and directorships to be 
filled at the ensuing annual election. These nominees shall be transmitted to the mem- 
bers of the chapter by the chapter secretary at least three weeks in advance of the annual 
meeting. Nominations may also be made at the annual meeting by any two members 
present. 


Duties of the President 


The President shall be the chief executive officer of the chapter. He shall preside at 
all meetings of the Board of Directors and of the chapter. He shall approve all expendi- 
tures from chapter funds upon authorization of the Board of Directors. He shall designate 
the special duties of the members of the Board as indicated in the section dealing with 
the duties of Directors. He shall perform such other duties as may be necessary for the 
supervision of the activities of the chapter. : 

‘cil Duties of the Vice-President 

The Vice-President shall perform the duties of the President in the absence or dis- 
ability of that officer. 

Duties of the Secretary 

The Secretary shall maintain a register of chapter members. He shall give notice 
of all meetings. He shall make reports of each meeting of the chapter and of the Board 


of Directors to the Secretary of the National Association, and to the Director in charge 
of chapters. He shall act in general as the point of contact between the chapter and the 


National organization. 
Duties of the Treasurer 
The Treasurer shall keep all financial records and books of accounts. He shall make 
an annual report of the finances of the chapter to the Board of Directors, a copy of which 
shall be forwarded to the National Secretary. 


Duties of the Board of Directors 


Immediately after each annual election the President of each local chapter shall desig- 
nate one member of the Board of Directors to have general supervision of Meetings, one 
for Membership, one for Publications, one for Publicity, and one for Research and Stand- 
ardization. The Directors so designated shall assume such duties as of September 1 
following. The Directors, in addition to their general duties as members of the Board, 
shall supervise the activities of the chapter in the special fields assigned to them, In 
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this work they shall work in close association with the Directors-in-Charge of the similaz 
activities for the National Association. They may at their discretion appoint committees 
from the members of the chapter to assist them in carrying on the work under their direc 
tion, and it is recommended that this practice be followed in all cases. 


Financial Support of Local Chapters 


The National Association will defray the expenses of local chapters on the following 
basis: 

(a) The National Association will furnish to the local chapters all the necessary sta 
tionery for notices and correspondence. Requisitions for stationery should be mad 
by the local secretary. 

(b) The National Association will defray the expense of preparing and mailing notice: 
of regular chapter meetings on the basis of five cents for each notice sent out. In orde: 
to keep this expense within reasonable limits the number of notices which will be paic 
for on this basis is limited to twice the membership of the chapter. If a chapter send: 
out more than this number of notices, the expense will have to be borne by the chapter 
Notices to the National Secretary and Director-in-Charge of Chapters and to the secre 
taries of other chapters may be counted in the number of notices mailed. Payment foi 
notices each month will be based on the actual number of notices sent out within the above 
limit. The chapters will be paid their allotments each month on receipt of the report: 
of chapter meetings. The secretary in making his report of chapter meetings ‘shoulc 
note thereon the number of notices sent out. 

(c) The National Association will pay to the local chapters $15 for each meeting hel 
during the year up to a limit of twelve meetings. This allowance may be used for ren 
of room, expense of speaker or any other items, according to the judgment of the loca 
officers. The payment will be made on the basis of the secretary’s report of the meeting 
neld. 

(d) The National Association will remit the membership dues of the secretaries of loca 
chapters. 


Local Dues 


There shall be no local dues for chapter membership, but the chapters may, if the; 
wish, levy special assessments on their members not in excess of $5 per head to mee 
special contingencies. Such assessments must be approved by fifty per cent of the chapte 
snembers. , 

An excellent way to supplement chapter funds is to hold chapter meetings in the forn 
of dinners, charging to the members a small addition over the cost of the dinner—usuall: 
twenty-five cents or fifty cents. This plan has been followed very successfully by mos 
of the chapters. 


Use of Chapter Funds 


The chapters may expend their funds either from national grants or from other sources 
in any way they see fit, provided that all expenditures must be approved by the chapte 
presidents and semi-annual financial statements must be made to the National Secretar. 
on special forms which are supplied for that purpose. 


Expenditures For Other Purposes 


Chapter funds as outlined above are to be used in the conduct of the local chapte: 
The necessary expense for work which the chapters may undertake in behalf of othe 
departments of the National Association, such as membership, is a proper charge agains 
the budgetary appropriations of such departments and need not be paid out of the regu 
lar chapter funds; all such expenditures, however, must be approved in advance by th 
Director-in-Charge of the department involved. For example, if the chapter plans 
membership campaign the plan of the campaign and an estimate of the expense shoul 
be sent to the Director-in-Charge of Membership for his approval before it is startec 
If approved, the expense will be borne by the Department of Membership. 


Reports of Meetings 


The secretary of the chapter shall report each meeting of the local chapter to th 
National Secretary on special forms supplied for this purpose. Reports should be mad 
at least once each month, and oftener if additional meetings are held. 


thi 
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Annual Audit 


There shall be an annual audit of the books of the treasurer of each local chapter, copy 
of which shall be furnished to the National Secretary. Each treasurer shall turn over all 
records and funds to his successor. 


Cancellation of Charter 


Charters may be revoked by the Board of Directors as set forth in Section VII of the 
constitution for local chapters. If any chapter fails to hold a meeting during any period 
of sixty days between September 1 and June 1 of any year the charter of that chapter 
may be cancelled at the discretion of the National Board of Directors. 


FORM OF CHARTER 
NATIONAL ASSOCIATION OF COST ACCOUNTANTS 
CHARTER AND CONSTITUTION 
OF 
dM ive, tenses oeen ee See ene eee eae Chapter 
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being Juniors of the National Association of Cost Accountants, having made application 
for authority to establish a local chapter of the Association in the.................. 
district, as hereinafter defined, and such application having been approved by the 
Director-in-Charge of Chapter Organization and by the Executive Committee, on behalf 
of the Board of Directors of the National Association, the above-mentioned Mrempers 
and Juniors of the National Association of Cost Accountants are herewith authorized 
and empowered to establish a chapter of the Association in the said district, subject to 
the provisions of the Constitution of Government hereinafter set forth and subject to 
such Rules and Regulations as have been established or may hereafter be established by 
the Board of Directors or the Executive Committee of the National Association of Cost 
Accountants. 


Name of Chapter 
Srcrion I 
This Chapter shall be known as the .......... Chapter of the National Association 
of Cost Accountants 
Boundaries of the Chapter 
Srecrion II 


The chapter is authorized to accept members from the following territory: 


Objects of the Chapter 
Secrrion III 
The objects of the Chapter shall be as follows: 


(a) To promote better acquaintance among the members of the National Association 
resident within the territory of the Chapter. 

(b) To hold meetings for the discussion of cost questions and for the advancement 
of the science of cost accounting by the exchange of ideas. 

(c) To aid in furthering the best interests and in carrying out the objects of the 
National Association. 
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Membership of the Chapter 
Srecrion IV 
The membership of the Chapter shall consist of the members of the National Associa- 
tion of Cost Accountants, resident within the territories set forth in Section II of this 
instrument. The Mrempprs and Juniors named as petitioners in this instrument shall 
be the Charter Members of said chapter. 


Government of the Chapter 
Srcrion V 


The officers and governing bodies of the chapter shall be elected in the manner pre- 
scribed in the Rules and Regulations for Local Chapters. 


Finances of the Chapter 
Sscrion VI 


The financial affairs of the chapter shall be conducted in accordance with the provisions 
set forth in the Rules and Regulations for Local Chapters. 


Ssecrion VII 

This Charter may be revoked by vote of the Board of Directors of the National Asso- 
ciation, provided that the officers of the chapter shall be given notice of such proposed 
action thirty days in advance of the meeting of the Board, at which it shall be considered 
and may be represented before the Board when the question of revocation is discussed. 
If no meeting of the chapter is held during any period of sixty days between September 
1 and June 1 in any fiscal year the National Board of Directors may at its discretion 
cancel the charter of the chapter. 


Given under the Seal of the Association this 
VCore etce hice. 


President. 


Secretary. 


AMERICAN SOCIETY OF CERTIFIED PUBLIC ACCOUNTANTS.— 
This society has its headquarters at 421 Woodward Building, Washington, 
D. C. Its official organ is ‘‘The Certified Public Accountant.’ Its officers 
consist of a president, five vice-presidents, a treasurer, a secretary, and a 
general counsel. To secure proper distribution of activities, the country 
is divided into ten districts, one director being chosen from each district. 
Each state also hasa representative. Committees appointed are: one on Pro- 
fessional Education, one on Ethics, one on Legislation, and one on the Rela- 
tions of the national organization with State Societies of Certified Public 
Accountants. 

The American Society was organized in 1921 and has a membership of 
about 1,000. Its general aim is to extend and protect the rights and privileges 
of certified public accountants and generally to promote the interests of the 
accounting profession as they relate to the country as a whole. It co-operates 
with duly organized State Societies, and members are encouraged to join these 
state organizations. 


CONSTITUTION OF THE AMERCIAN SOCIETY OF CERTIFIED 
PUBLIC ACCOUNTANTS 


{As amended July 1, 1923] 
Article I 


The name of this organization shall be The American Society of Certified Public 
Accountants. 
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Article II 


The object of this society shall be to protect and foster the certificate of Certified Publie 
chee as granted by the States and political subdivisions of the United States of 
merica. 


Article III 


The membership of this society shall consist of certified public accountants. Every 
member shall be the legal holder of a C. P. A. certificate issued by a State, or political 
subdivision of the United States of America. 


Article IV 


Any certified public accountant may be admitted to membership upon application, 
supported by such evidence as may be considered satisfactory by the board of directors 
as establishing his lawful possession of a C. P. A. certificate granted by a State or political 
subdivision of the United States of America. 


Article V 


Upon admission every member shall be entitled to a certificate of membership in this 
society, and each member shall agree in writing, prior to receipt of such certificate, to 
surrender the same to this society in the event of withdrawal or termination of mem- 
bership for any cause except death. 


Article VI 


The members of the society shall be classified by States according to residence. 

The members from each State shall elect from their number a representative or repre- 
sentatives for that State and shall be entitled to one representative for each 50 members. 
Each State whose membership is less than 50 shall be entitled to one representative. A 
State which has more than 50 members shall be entitled to one representative for any 
membership remainder which is a major fraction of 50. 

The States shall be grouped into districts as follows: 

The first district shall be composed of the States of Maine, New Hampshire, Vermont, 
Massachusetts, Rhode Island, and Connecticut. 

The second district shall be composed of the States of New York and New Jersey. 

The third district shall be composed of the States of Pennsylvania, Maryland, and 
Delaware, and the District of Columbia. 

The fourth district shall be composed of the States of Ohio, Michigan, Indiana, Kentucky, 
and West Virginia. @ 

The fifth district shall be composed of the States of Illinois and Wisconsin. 

The sixth district shall be composed of the States of Tennessee, North Carolina, South 
Carolina, Mississippi, Georgia, Florida, Virginia, and Alabama. 

The seventh district shall be composed of the States of Washington, Oregon, Wyoming, 
Idaho, and Montana. 

The eighth district shall be composed of the States of California, Nevada, Arizona, 
Colorado, Utah, and New Mexico. 

The ninth district shall be composed of the States of Texas, Oklahoma, Arkansas, and 
Louisiana. 

The tenth district shall be composed of the States of North Dakota, South Dakota, 
Minnesota, Iowa, Nebraska, Missouri, and Kansas. 

The representatives of the States of each district, except the second district, shall elect 
from their number one director annually: Provided, however, That no member who is a 
resident of the same State as the retiring director may be elected director except by unan- 
imous vote of all the representatives of the States of that district. The representatives of 
the States of the second district shall elect three directors annually. 

The governing body of the association shall be the board of directors, consisting of the 
directors elected by the State representatives by districts for a term of one year and until 
their successors shall have been elected and qualified, and such officers elected by said 
board of directors who are not regularly elected members of the board. 


Article VII 


The directors shall elect annually from the membership of the society a president, 
five vice-presidents, a secretary, and a treasurer, all of whom shall serve for a period of 
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one year and until their successors have been elected and qualified and all of whom shall 
be members of the board of directors by reason of such election. 


Article VIII 


Amendments to the Constitution or By-Laws of this society, which have been recom- 
mended by not less than twenty-five members, or a majority of the Board of Directors, 
shall be submitted to the members for a mail vote, and when approved in writing by a 
majority shall be declared by the president to be effective. 


BY-LAWS OF THE AMERICAN SOCIETY OF CERTIFIED PUBLIC 
ACCOUNTANTS 
(As amended July 1, 1923) 


Article I 


It shall be the duty of the board of directors to conduct the affairs of the society. It 
shall be their duty to perform such acts as shall protect and foster the C. P. A. certificate 
as granted by the States, or political subdivisions, of the United States of America. To 
this end they shall supervise the publication of a monthly magazine, to be known as 
“The Certified Public Accountant’; they shall take cognizance of all present and proposed 
legislation relative to the granting of the C. P. A. certificate and shall take such action in 
respect thereto as in their judgment will further the objects of the society; they shall 
collect and consider evidence indicating that any holder of a C. P. A. certificate granted 
by a State board has committed any act which would be a cause for the rescinding of his 
certificate, and if the evidence in their opinion justifies, take action to assist the State 
boards in securing a trial and determination of the case; they shall collect and consider 
evidence concerning the violation of any statute regulating the granting of C. P. A. cer- 
tificates, and if, in their opinion, the evidence justifies, take action to assist the State 
boards in forwarding the prosecution of such violation. 


Article II—Duties of Officers 


It shall be the duty of the president to preside at all meetings. The duties of vice- 
presidents, treasurer, and secretary shall be those usually appertaining to such office. 


Article I1I—Meeting of the Board of Directors 


The Roe shall call meetings of the board of directors whenever he considers it 
advisable, and upon written request signed by four directors the secretary shall call such 
meeting. A quorum shall consist of seven members of the board. 


Article 1V—General Meetings 


Conventions and meetings of the members or representatives shall be held as the board 
of directors may consider desirable, or they shall be held on the written request of fifteen 
representatives or fifty members, ten of whom shall reside in ten States. The annual 
meeting shall be held in the month of September. 


Article V—Election of Representatives, Directors, and Officers 


For the purpose of individual membership activity and expression in the business of 
this society, each State shall be considered a distinct unit. The membership of each 
State shall during the month of June in each year nominate by mail, on ballots furnished 
by the society, the number of representatives to which the State shall be entitled. 

The membership of each State shall during the month of July of each year elect from 
among the nominations so made the number of representatives to which the State is 
entitled. The election of representatives shall be by mail on ballots furnished by the 
society. 

During the month of August the elected representatives of the States in each district 
shall by mail vote, on ballots provided by the society, elect a director (in the second dis- 
trict three directors) from among their own number. 

On the last day of the annual meeting in each year the newly elected directors shall 
convene at the headquarters of the society and elect the officers of the society and transact 
such other business as may be necessary. The retiring board of directors shall hold a 
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meeting the day previous for the purpose of closing up the affairs of the year and preparing 
its annual report. 

In voting for directors each representative shall indicate his first, second, and third 
choices. In case no person receives a majority of first choice, the votes shall be counted 
with a value of three points for first choice, two points for second, and one point for third 
choice. 


Article VI—Auditors 


Three auditors shall be nominated and elected annually by the membership at the same 
time and the same manner as the State representatives. The duties of the wuditors shall 
be not only to audit the accounts of the society, but also to audit the elections. 


Article VII 


This society shall maintain offices in the city of Washington, D. C., and such other 
place or places as may be determined by the board of directors. 


Article VIII—Fees and Dues 


The initiation fee, which shall include dues for that year to be paid by each member 
upon admission, is twenty-five dollars, until such time as the board of directors see fit 
to reduce it, and no application for membership shall be considered unless it is accompanied 
by this fee. 

The dues to be paid by each member are fifteen dollars per year, until such time as 
the board of directors see fit to reduce it, payable during the month of January for that 
year. The dues shall include an annual subscription to ‘‘ The Certified Public Accountant.” 


Article IX—Expulsion 


Any member whose dues shall remain unpaid thirty days after the last day for payment 
as provided in Article VIII may be dropped from the membership rolls one month after 
written notice has been given. His membership status may be restored by a two-thirds 
vote of the board of directors. 

The board of directors shall expel any member whose C. P. A. certificate has been 
rescinded by any State. 

The board of directors may by a two-thirds vote revoke the certificate of any member 
for sufficient cause after written notice to the holder thereof and a hearing thereon, The 
secretary shall issue such notice whenever requested by three directors or five members 
of the society, 
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SECTION 29 


ECONOMICS! 
Wealth 


DEFINITIONS.— Economics is the science of wealth. 

Wealth consists of material objects owned by human beings. The fact 
of ownership implies utility, so that it is not necessary to include the word 
‘utility’ in the definition. Some writers include in their definition of wealth 
the idea of utility but omit the concept of ownership, but by doing so they 
include things which, although useful, are not ordinarily regarded as wealth, 
as, rain, the sun, air, and so on. 

Money is that form of wealth in terms of which other forms of wealth are 
measured. Money must be carefully distinguished from wealth in general. 
Were money the only form of wealth, making money on the part of one 
person might necessarily involve losing it on the part of another. In reality 
making money simply means acquiring additional ownership of wealth 
and this may be accomplished by one person without necessary loss on the 
part of another. The amount of wealth in form of money is small compared 
with that in other forms. The amount of wealth in form of money is deter- 
mined by the necessity of people for money just as the amount of wealth 
in form of houses is determined by the need people have for that form 0 
wealth. 

Prices are determined by the ratio of wealth in form of money to wealtk 
in other forms. Assuming that no change in the method of conductins 
exchanges takes place, if the quantity of wealth in form of money increase: 
more rapidly than that in other forms, money becomes relatively more abun 
dant and prices rise. If the opposite is true, money becomes relatively scare 
and prices fall. When prices are properly adjusted to the amount of money 
the absolute amount of money in existence is of little consequence. 

Money is a convenience, but not an indispensable means of acquirin: 
wealth. Wealth is acquired by fashioning iron, wood, etc., into useful forms 
not by increasing the quantity of money in circulation beyond an amoun 
sufficiently large to meet ordinary requirements. However, our moder 
complex society could not function without money. 

Money as the essence of wealth was the concept upon which a school ¢ 
economists known as mercantilists rested their theories. They believe 
that a nation, to be wealthy, should have an abundance of money. The 
regarded international trade as beneficial only if the amount of money r¢ 
ceived exceeded that expended, and established policies intended to kee 


1 By permission of author and publisher, this section is adapted practically in its entiret 
from “Elementary Principles of Economics,”’ by Professor Irving Fisher, published by tk 
Macmillan Company. Professor Fisher’s method of treatment indicates the close relatio: 
ship which exists between accounting and economics. 
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money from being sent out of the country. A favorable balance of trade is 
still regarded by many as a factor in prosperity: 

CLASSIFICATION OF WEALTH.—Wealth consists of real estate and 
commodities. Real estate consists of land and land improvements. Com- 
modities are of endless variety—clothing, machinery, furniture, etc. Fol- 
lowing is a brief outline of the forms of wealth: 


I. Wealth 
1. Reat Estates 2. COMMODITIES 
(a) Land (a) Raw materials 
(1) Farm land (1) Mineral 
(2) Highways (2) Agricultural 
(3) Building land (3) In various stages ; of 
(b) Land improvements manufacture 
(1) Buildings (b) Goods in process 
(2) Drainage systems (c) Finished goods 
(3) Embankments, etc. (1) Consumable 


(2) To be used to produce 
other goods 


MEASURING WEALTH.—Wealth may be measured by units of weight 
or by units of space. Thus the pound is a unit of weight. Units of space 
may be of volume, area, or length. Such measures are applied in conjunc- 
tion with qualitative or descriptive terms to afford a complete statement of 
essential information regarding any given homogeneous portion of wealth, 
as, 10 acres of meadow land, a pound of cane sugar, a quart of maple syrup, 
etc. 

PRICE.—The price of any given kind of wealth is the quantity of any other 
kind of wealth which can be exchanged for one unit of it. Thus, if 100 
bushels of corn exchange for $50 in gold, the price of a unit of corn (bushel) 
is one-half of a gold dollar. Likewise, the price of a gold dollar is 2 bushels 
of corn. Price is usually indicated in terms of money because money is 
the commodity especially adapted to facilitate exchange. It is more accept- 
able in exchange, as a rule, than other forms of wealth for the reason that 
it can be exchanged readily for other forms of wealth. 

Barter consists of exchange without the use of money as one of the forms 
of wealth exchanged. 

VALUE.—The value of a given quantity of wealth is determined By 
multiplying the number of units of which it is composed by the price per 
unit. Thus if corn is worth one-half dollar per bushel, the value of 100 
bushels is 1004, or $50. Value, like price, may be expressed in terms of 
commodities other than money. By expressing value of all kinds of wealth 
in terms of money, we reduce them to a common basis of comparison. There 
is nothing absolute about value as thus expressed, and, in fact, relative values 
are constantly changing as the result of changes constantly taking place in 
production and consumption of all classes of commodities. Moreover, 
measurement of wealth is at best an approximation. The degree of ac- 
curacy attainable is often exaggerated. Quantitative measurements can 
be made with relative accuracy. The error in measuring value arises in 
attempting to determine what amount of wealth a measured unit represents. 
Frequently this is determined by appraisal, which is a more or less inaccu- 
rate attempt to ascertain what a thing should sell for. In case of staple 
commodities for which there is a regular market, reference may be had to 
current sales prices and the appraisal may be made within narrow limits 
of accuracy, say 1%. In case of real estete located in cities where sales 
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are being constantly made, an error of not more than 10% may be expected, 
whereas in out-of-the-way places appraisals are untrustworthy. 


PROPERTY.—The fundamental attribute of wealth is its usefulness, 
i.e., the benefits which are derived from it. Such benefits may be in various 
forms other than mere receipt of money, but they are all measurable in 
money. The accuracy with which such benefits are measurable depends 
upon their nature. Time is usually an essential factor and it is customary 
in many instances to assume that benefit derived is in direct proportion 
to expiration of time, as when rentals are stated as so much per month. 
Enjoyment of benefits of wealth entails the cost of securing it and taking 
care of it. Costs are measured in terms of money, as is wealth. One who 
owns wealth possesses certain rights, which are simply rights to enjoy the 
benefits of wealth. It is the possession of these rights which constitute 
property. These property rights are not material things but are merely 
abstract relationships, which may be included under the term ownership. 
Since past benefits are expired, property consists only of rights to future 
benefits. Unencumbered ownership of wealth means the right to all its 
future benefits. Anything less than unencumbered ownership is called an 


Table 1. Typical Cases Illustrating the Existence of Wealth Behind Property 
Rights 


Wealth on which hehe Certificate 
B Y % 
Name of Case the Property Piccat mech Pe tee of Ownership, 


Right is Based if any 
Unencumbered Farm Yielding crops Right to all use Deed 
of farm forever 
Partnership Dry goods Yielding profits One partner's Articles of 
from sale ““undivided”’ agreement 
fractional in- 
terest 
Joint Stock Railway Yielding profits The shares of Stock certifi< | 
stock cate 
Stteet Franchise Street Use of same for Right to run cars Charter 
passage, etc. through it 
Lease or Hire Dwelling Use of same for Right of tenant Lease 
shelter, etc. till fixed date 
Railway Ticket Railway Transportation Right to specified Ticket 
trip 
Railway Bond Railway Payment of “‘in- Right to same _ Bond certificate 
terest’’ and and contingent 
“ principal’ right to foreclose 
Personal Note All the posses- Payments Right to same Note 
sions of the and in default 
signer thereof right to 
collateral security 
Work due from Workmen Work Right of employer Written con- 
Contract Labor to performance of tract 


same 


Ene yng UU 
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Interest in wealth. The present value of the future benefits is their dis- 
counted worth. Where more than one party possesses an interest in owner- 
ship, the rights to future benefits are parceled out on some agreed basis. 
Property rights are frequently evidenced by written documents known as 
certificates of ownership. Examples are stock certificates, warehouse 
receipts, bonds, etc. The preceding Table 1 lists important forms of prop- 
erty rights, shows upon what form of wealth they are based, the benefits 
derived, nature of the property right, and evidence or certificate of owner- 
ship, if any. 


Capital and Income 


ACCOUNTING FOR CAPITAL.—Wealth may be considered as at a 
given time or it may be considered over a period of time. The former con- 
cept is static, whereas the latter is dynamic, because changes in amount and 
character of wealth occur only over periods of time. The concept of time 
invoives the concept of a flow of values, as, for example, where purchases 
and sales are made over a year’s period, where crops are brought to fruition, 
where minerals are converted to useful forms, etc. This conception of 
flow makes necessary the distinction between wealth as at a given point 
in time and the benefits derived from wealth over a period of time. Wealth 
at any given time is capital. The benefit derived therefrom over a period of 
time is income. The procedure necessary to distinguish capital from income 
is the fundamental problem in accounting. The capital of an individual at 
a given point in time is disclosed by a balance sheet, which is a statement 
showing the positive and negative elements of his wealth. His total assets 
constitute his economic capital. The difference between his total assets 
and his liabilities constitute his accounting capital, net worth, or proprietor- 
ship. In case of partnerships the ownership is split up among two or more 
individuals. In case of corporations the division of ownership is sometimes 
very great and is represented by certificates of ownership known as stock 
certificates. 

The asset and liability items in a balance sheet undergo constant modi- 
fication, with the result that the accounting capital changes also. Since 
accountants prefer usually to retain at its original figure the account showing 
accounting capital, a net increase in accounting capital is recorded in a 
Surplus account; a net decrease in a Deficit account. In case of corporations 
issuing shares of stock having a par value, there is additional reason for this 
procedure, in that the Capital Stock account represents the total par value 
of stock outstanding. Sometimes current gains are carried to an Undivided 
Profits account, so that capital may be distributed among three accounts— 
Original Invested Capital, Surplus, and Undivided Profits. Sometimes in 
case of corporations a recapitalization is effected, the nominal capital being 
increased or decreased, according to requirements. Stock dividends have 
become a familiar means of increasing the amount of outstanding stock. 
When the number of shares remains unchanged, their value nevertheless 
changes continually as surplus changes in amount. 

Book value of stock is not usually the same as its market price, because 
the bookkeeper’s valuation differs from that of the market. The bookeeper’s 
valuation is based largely on cost, the market’s valuation is based on pros- 
pective earning capacity. 

Insolvency is a condition in which assets are not equal in amount to liabili- 
ties. Before such a status results the whole amount of accounting capital 
wust be absorbed by losses. Since every line of business is subject to periods 
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of depression, there must be adequate capital to absorb any reasonable 
amount of losses. The percentage of capital to liabilities necessary to accom- 
plish this varies greatly in different lines. It may be as high as 50% in some 
cases and as low as 5% in others. Inadequacy of capital is, perhaps, the 
most frequent cause of insolvency and consequent bankruptcy. As the 
relative amount of capital decreases, the risk of insolvency increases. Tech- 
nical insolvency may result from failure to preserve correct proportions 
among current, working, and fixed assets even though from the point of 
view of the balance sheet as a whole the business is solvent. 


COMMUNITY CAPITAL vs. INDIVIDUAL CAPITAL.— Having found the 
net capital of each member of a community, the net capital of the com- 
munity is found by combining the net capital of the members. The same 
result may be achieved by canceling each asset item of the community 
against an equal liability item. These are known as the method of balances 
and the method of couples, respectively. 

Iilustration.—The following are the balance sheets of three persons, A, 
B, and C: 

Balance Sheet of A 


Gis NOte Mae oe oe ee le $ 40,000 | Note held by B......... $ 30,000 
RC aIneSta te wrayer nde 652000Nl Capital oneal tate 155,000 
IB ONnGS eis ee tse ieihe tic 80,000 ee 
aes ons, $185,000 
Balance Sheet of B 
AE SEINO UC ta ee oe ero et nas % 30,000 | Mortgage held by C.... $ 25,000 
ealsestate.:, meant ae ‘ORO Capitaleemcesrne cee tere 75,000 
DHaAresiOl StOG Kees sa cae ee 20,000 Sa 
O_o $100, 000 
$100 ; 000 _————————— 
Balance Sheet of C 
Bistmortgacer: t, WRes $ 25,000 | Note held by A......... $ 40,000 
Stored: wate. fee, hd AO “OOOU/{Capitaliternad ces a. ctiee: 40,000 
Personal property........ 15,000 SS 
— $ 80,000 
$ 80,000 => 


By adding together the capital accounts of A, B, and C, the total capital 


is obtained by the method of balances. 


By canceling the items which appear 


twice, ie., as asset and as.liability items, the same result is secured by the 


method of couples. 
Method of Balances 


Als capital ate aelstes steht $155,000 
B'sicapitale! jadea «Meads 75,000 
Cis:capitals: mata am ales trite 40,000 

$270,000 


The results of both methods are summarized thus: 


Method of Couples 


Real estate... tues foe ol ,.008 
BOnG sae. i aie eca tees 80,000 
Shanesyot stocke.a) tacit 20,006 
Stores Stren terre 40 , 000 
Personal property....... 15,000 

$270,000 
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The method of balances shows capital shares of each individual. The method 
of couples shows the amount of each kind of capital asset. 

There are among the capital assets thus shown, two items representing 
certificates of ownership, viz., ‘‘bonds’’ and ‘‘shares of stock.’? Assume 
iene these are both securities of Corporation D, whose balance sheet is as 
ollows: 


Ba ance Sheet of Corporation D 


iaebory vx... fie. ea). Pees. Shek $100,000 | Bonds held by A........ $ 80,000 
Stock held by) B]...5--. 20,000 
$100,000 


$100, 000 


By the method of couples we now have for all four balance sheets: 


Realestate’ atelier. oseaeaaw $115,000 
LENG Hey aid OM COTO etc lot rae 100,000 
LLORES Se CS Rehm Can See rae 40,000 
Personal property... 0.2.5.6: 15,000 

$270,000 


By the process of combination all debts are eliminated and a true state- 
ment of the combined wealth represented by the four balance sheets is se- 
cured. By combining all balance sheets in which assets on certain ones 
are liabilities on certain others, this result is secured. The procedure is 
analogous to that of consolidating the balance sheets of affiliated companies, 
all intercompany obligations being eliminated. It may be described as 
substitution of the thing itself for the evidence of ownership thereof. Taking 
all balance sheets together, it is evident that wealth stated therein in the 
form of rights to wealth constitutes a duplication, because the actual prop- 
erty to which such rights refer is listed as assets on other balance sheets. 
If balance sheets were obtainable for all real and fictitious persons, thus 
including all assets and liabilities, it would be possible to secure, by using 
the method of balances, a complete statement of actual wealth. All repre- 
sentatives of wealth such as stocks, bonds, notes, etc., would be eliminated; 
only the actual property in form of cash, buildings, merchandise, etc., would 
be included. The fact that such rights to property are not in themselves 
wealth does not mean that they are not of great usefulness in making wealth 
more effective than it would otherwise be. 

The general scheme of the industrial world as it is now constituted, is 
such that by means of credit certain classes of people control much more 
wealth than they own. Credit results in the duplication above mentioned. 
In itself it does not result in an increase of the world’s capital, although it 
may indirectly cause its increase by stimulating more effective combinations 
of wealth. 

When both the actual wealth and the representative forms of wealth are 
taxed, the result is double taxation. Any just scheme of taxation must take 
this situation into consideration. Likewise any attempt at placing a valua- 
tion upon the combined wealth of a community should allow for all such 
duplications. 

ACCOUNTING FOR INCOME.—Income is the flow of benefits derived 
from wealth over a period of time. These benefits need not be in form of 
money, although it has become customary to measure them in terms of 
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money. Usually the benefits of property owned by an individual are sold 
for money, which he in turn uses to buy what he needs for the satisfaction 
of his wants. Thus a farmer’s income in the form of crops is more than he 
requires for the sustenance of himself and family, so he sells a portion of 
it and uses the proceeds to buy clothing and other useful commodities, or 
perhaps adds a part of it to his capital, thus increasing his future income. 
In some cases the income is less obvious, although just as real, than in other 
cases. Thus the income from a house is more obvious when it is rented at a 
fixed monthly rental received in money than when the owner occupies it 
and receives his income in the form of shelter, although the latter is as 
much a flow of benefits as the former. 

Since income is a flow of benefits it can occur only over a period of time. 
This brings out the distinction between capital and income, viz., that whereas 
capital is a fund existing at a given instant, income is a flow of benefits 
extending over time. 

Since income can be measured in terms of dollars and cents it can be 
accounted for. Revenue constitutes positive income. Expenses constitute 
negative income or outgo. Expenses are almost always necessary to the 
creation of income. Expenses or costs are measurable in terms of money 
and can therefore be accounted for. They need not, however, consist of 
money or even involve its disbursement. Total income (revenue) attrib- 
utable to a given division of capital, minus total outgo (expense) attributable 
to the same capital, gives net income attributable to that capital. 

Illustration.—A owns a factory in which he has invested $20,000. Dur- 
ing a given year his revenue amounts to $8,000 and his expenditures to 
$4,000, as follows: fuel $1,000, labor $1,200, repairs $200, depreciation $800, 
salaries $800. In account form this is stated as follows: 


Income Account 


UC eee 8 Pe. Peete | ee SE OOO Mt Oal ea mene eror ait . $8,000 
Labor. . sera 3 cout etry rs Pen 1,200 
INGDaITS eter cee cA yr tbety tata iar 200 
Depreciation). ek ee 800 
Salaries ee ee eh a 800 
Balance, Net Income......... 4,000 
$8, 000 $8 , 000 


The item depreciation represents the estimated depreciation on factory 
building and machinery, which cost originally $16,000 and has an estimated 
average life of 20 years, so that 5%, or $800, represents the annual deprecia- 
tion expense, straight-line method, assuming that the plant has no scrap 
value at the end of the 20-year period. Another way to care for deprecia- 
tion is to consider it as an expense only when replacement takes place, ignor- 
ing it in the intervening years. But the effect of such a policy is to burden 
the year in which such replacement is made with more than its proper share 
of expense. This is illustrated in the following chart (Tig. 1), which shows 
graphically the income accounts of A for a period of 14 years. The entire space 
above the horizontal line represents revenue; that below represents expense. 
In the first year shown revenue exceeds expense by the amount represented 
by space a. In the second, expense exceeds revenue by the amount repre- 
sented by space b. It is in this year that the replacement is made, the 
whole cost of replacement being charged to expense. The following years 
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show a fairly uniform rate of excess of revenues over expenses. The trouble 
is that, whereas normally a surplus is shown, in one year out: of each 20 (as- 
suming that a replacement must be made every 20 years) a large deficit 
results due to charging the cost of replacement to expense. 

To prevent this uneven distribution of costs, a reserve for depreciation 
is employed, the cost of construction of the building being in the first instance 
capitalized and the expense resulting from its depreciation being charged 
to Profit and Loss in 20 instalments (equal or otherwise according to the 
method of writing off depreciation followed) and reserve for depreciation 
being credited. According to this plan, when the time arrives to make the 
replacement, either the original cost of the building replaced or an equal 
amount of the cost of replacement may be charged, not against Profit and 
Loss but against the reserve for depreciation thus accumulated. As a conse- 
quence the depreciation expense is distributed over the period representing 
the life of the building, each year bearing its share of the expense. In the 
diagram below, under this plan, year number 2 would not be charged with 


a disproportionate share of expense, but instead each year, except the sec- 
ond, would show a somewhat larger shaded area, the increase being repre- 
sented by 1/20 of the total depreciation cost for the 20-year period. Lie 

As the number and variety of capital assets increase, the irregularity in 
net income resulting from charging replacements direct to Profit and Loss 
decreases, because in such case replacements become more and more evenly 
distributed as the variety and number of depreciating assets increase. 1 hus 
if, in the above illustration, twenty houses instead of one are owned, and they 
have been constructed so that one is replaced each year, the need of a de- 
preciation reserve to equalize profits is greatly lessened. ' 

A man’s total income is the combined income from all the capital he owns. 
Theoretically, it is possible to set up a separate Income account for each 
item of his capital, debits being entered for all costs and credits for all gains 
or benefits applicable to each such item. The difference between costs and 
benefits applicable to any item of capital is the net income or deficit ae 
cable to it. By considering costs and benefits applicable to all items of his 
capital, his total net income is determined. a ers 

Fundamentally, only real persons have net incomes. Fictitious persons 
do not have net incomes because the so-called net capital of fictitious persons 
is really a uability to real persons who are stockholders. The net ee 
is really that of the stockholders who receive the benefits of which such net 


income consists. 
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OMISSIONS AND ERRORS IN PRACTICE.—Individuals, when ac- 
counting for their incomes, omit from their capital accounts their own persons 
because free human beings are not ordinarily regarded as wealth; but in 
their income accounts they enter their earnings. Again, individuals enter 
their dwellings in their asset accounts but do not enter the income derived 
therefrom, in form of shelter, in their income accounts. 

Mere receipts and disbursements of money are sometimes confused with 
income and expense. Only under certain circumstances does accounting 
for money income and outgo give a fairly true picture of income and expense, 
viz., when all income and outgo are in form of money. Generally, however, 
money income is an unsafe indicator of real income. 


COMBINING INCOME ACCOUNTS.—It is possible to ascertain the in- 
come of society by combining all income accounts, just as it is possible to ascer- 
tain society’s capital by combining all balance sheets, as shown above. 
There are two ways of accomplishing this, viz., the methods of balances, 
and of couples, these corresponding to the methods employed to combine 
balance sheets. 

By the method of balances it is necessary simply to make up the income 
accounts of all persons for a given period so that society’s total income is 
included. The net balances added together give society’s total net income 
for the period in question. 

The method of couples is based on the fact that there are self-canceling 
or offsetting items in income accounts, just as there are in balance sheets. 
This is true because an item which represents a cost in one income account 
often represents a benefit in another income account. Thus, if a plumber 
repairs a house the charge for services made to the owner represents income 
to the plumber, whereas to the owner it represents outgo or expense. In 
fact, the business world is continually engaged in passing on services from 
hand to hand, but with this important qualification, viz., that between the 
original effort to give utility to something and the final stage in which some- 
body gets the benefit from that original effort there are frequently many 
stages. Throughout this process, which begins by the creation of utility 
through somebody’s effort and finally ends in giving a satisfaction or a bene- 
fit, there is a series of exchanges or interactions having both a positive, or 
benefit side and a negative, or expense side. The only benefits which do 
not have a corresponding negative side are those which take the form of 
consumption. The only costs which do not have a corresponding benefit 
side are the labor and trouble or original creation. Labor and trouble on 
the one hand and satisfactions on the other are the outer edges or limits 
of a chain of productive processes, each link of which has a positive, or benefit 
side and a negative, or cost side, the two in each case canceling or offsetting 
each other. 


PRODUCTION, TRANSPORTATION, AND EXCHANGE.—The inter- 
actions mentioned above are of three chief kinds: 


1. Those which change the form of wealth. 
2. Those which change the position of wealth. 
3. Those which change the ownership of wealth. 


The first type of interaction is equivalent to what is ordinarily known as 
production, although all three processes really constitute parts of the produc- 
tive process. It includes manufacture and agriculture. As a rule, produc- 
tion consists of a series of stages, each representing an interaction. The 
finished product of one stage becomes the raw material of the next. Each 
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operation is a credit to the groups of instruments earlier in the series and a 
debit to the group next later in the series. 

The second group of interactions is termed transportation. The distinc- 
tion between transportation and production in the narrower sense is that, 
whereas production consists in changing the position of the parts as related 
to one another, transportation consists in changing the position of wealth 
as a whole. Transportation also consists of a series of canceling interactions. 
Thus, when merchandise is transported between merchants it becomes a 
debit to the one who receives it and a credit to the one who transmits it. 

The third group of interactions constitutes exchange. This is also a form 
of interaction as between parties. An exchange usually takes the form of a 
pair of interactions, two commodities being transferred in opposite direc- 
tions between owners. An exchange consists of two transfers, each of which 
is a self-canceling interaction. It follows that each exchange is self-canceling 
and so does not form a part of society’s income. A commodity may undergo 
a series of exchanges, each self-canceling, so that no income results until 
it comes into the hands of the ultimate consumer who is the first and only 
one to derive service or benefits from it. 

It must be borne in mind that in speaking of income, society’s income, as 
distinguished from the income of individuals, is meant. The owner of a 
forest may by selling it derive income but society derives no income from 
the transfer because the purchaser surrenders a sum equal to that which 
the buyer receives. The income of society consists only of the benefits or 
satisfactions derived from consumption. 

Although interactions are self-canceling it does not follow that they are 
useless. They are steps in the achievement of the final income, although 
they cancel out under the method of couples. 

Society’s income and outgo never take the form of money, but always of 
benefits on the one hand and of effort or work on the other. Capital is not 
for the purpose of making money but to aid production, transportation, and 
exchange, and thus make society’s income greater than it would otherwise 
be. Many so-called costs of production are in reality self-canceling inter- 
actions, not costs in the absolute sense. Expenses paid for in money are of 
this type. The money paid for wages, rent, materials, etc., although costs 
to the person making the disbursement, are incomes to other people. ‘The 
wages are the earnings of labor; the payment for raw material is received 
by some other manufacturer, farmer, or miner; the rent is received by the 
landlord; the interest charges, by the creditor. Labor itsel{i—human effort, 
not the payment for it—remains, however, uncanceled.” 


INTERACTIONS OF PRODUCTION ILLUSTRATED.—Not only all 
money transactions but a great majority of the natural benefits of capital 
cancel out. This is illustrated in case of a forest from which logs, lumber, 
furniture, etc., are produced. The gross income produced by the forest 
consists of logs, but production of logs is merely an intermediate stage, 
because the logs are in turn debited to the sawmill. The sawmill makes 
lumber of the logs, the lumber representing the gross income of the mill. 
The lumber is in turn debited to a warehouse when it is used for repairing 
it. But the warehouse represents merely an intermediate stage because 
it is used for storing cloth; thus the cost of the lumber produces income which 
in turn represents cost to the tailor who buys the cloth. The tailor secures 
income when he sells a suit of clothes, but this is canceled by the cost of the 
suit to his customer. The only uncanceled element is the income which the 
customer receives when he wears the suit and thus secures benefits from it. 
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These various transformations and cancellations are set out in Table 2, 
which is an income account showing how society derives its income from 
the forest. 

Note the successive cancellation of items. An item on the right is the 
positive side of an interaction of which the item on the left in the line next 
below is the negative side. Ultimately, the only surviving item is the ‘ wear’’ 
of the suits which represents society’s only income from the various stages 
or interactions. A study of this income account shows that, as regards a 
certain group of capital goods, such as is described in the first column of the 
above income account, what is income for one division of capital becomes 
outgo for another. The $90,000 received when cloth is sold to the tailor 
represents income for the first five capital groups but not for the sixth capital 
group—stock of cloth of tailor—for which it represents outgo. In other 
words, income is always relative to its source. Tables 3, 4 show how the 
various interactions cancel by the method of balances and the method of 
couples. 


Table 3. Method of Balances 


Capital Outgo Income Net Income 

OMT SAGAN enrat city ees deeds algo eer eee $ 50,000 $ 50,000 
Sia o7tl | LOG eM PO Reet he ee $ 50,000 60, 000 10,000 
I Bilt eyo Qe ee eee Bo oe 60, 000 70,000 10,000 
WWehiel ae etee id oe ae ee eer 70,000 80,000 10,000 
Stock of cloth in warehouse...... 80, 000 90,000 10,000 
Locks OtuclOtnuottallOlrte tenis 90,000 500, 000 410,000 
Stock of clothes of customers... . 500, 000 600, 000 100,000 

$600, 000 


Table 4. Method of Couples 


Income Outgo 


BO OOO ea 


600,000 lee) 


ee ee ee 


By the method of balances we determine the amount of income contributed 
by each capital group. By the method of couples we determine society's 
income in form of service or ‘‘wear,’’ but the amounts contributed by the 
different capital groups are not shown. 
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The accounting for income by the methods of balances and of couples 
is analogous to the accounting for capital by these two methods. In ac- 
counting for capital the method of balances gives the amount of capital 
belonging to each individual, whereas the method of couples gives the ele- 
ments of which total capital consists. In accounting for income the method 
of balances gives the amounts of income contributed by each capital group, 
whereas the method of couples shows of what the resulting income consists. 
In capital accounting the canceling items are debts. In income accounting 
they are interactions. Both debts and interactions are self-canceling be- 
cause they possess both positive and negative sides. Their presence in 
balance sheets and income accounts is due to double counting, the same debt 
or interaction being enumerated as both a positive and a negative item. 

The fact. that these items are self-canceling does not mean that society’s 
total income would be the same were there no debts or interactions. Both 
are important factors in the creation of additional capital and income. 


TRUE COSTS AND INCOME.—From the foregoing it is evident that 
most of what is termed cost of production is not cost. All payments between 
persons are only cancellations, not costs. Labor or effort is the only ultimate 
cost. Satisfactions or benefits are the only ultimate income. Between 
efforts and satisfaction a small or large number of interactions may inter- 
vene, depending upon the complexity of the social and industrial organ- 
ization. 

It also follows that much that is termed wealth and income really consists 
of items which are canceled by other items. Stocks and bonds are of this 
type. All money salaries and wages are also of this type. A man’s real 
income is the living he gets, and society’s income is the total of the benefits 
enjoyed by its members. Likewise, society’s capital is that which exists 
after all contra items on the balance sheets of its members are canceled. 
It is only by the application of the method of couples that interactions in 
society’s income account and offsetting items in society’s balance sheet 
are eliminated and society’s true income and capital are determined. 


RELATION BETWEEN -CAPITAL AND INCOME.—The connecting 
link between capital and income, i.e., the factor which enables us to calculate 
capital when income is given, is the rate of interest. The rate of interest 
is the ratio between income and capital when both are expressed in terms 
of money. Thus, if a man is willing to pay $600 per year perpetually for 
the use of $10,000 worth of capital the ratio is 6/100, or 6%. 

Another way of defining the rate of interest is to call it the premium on 
present goods as related to the same goods when they cannot come into 
our possession until 1 year hence. In an exchange of equivalent present 
and future goods, present goods are always at a premium; and when the 
future goods will come into our possession 1 year hence this premium equals 
the rate of interest. If $100 in present goods exchange for $106 of goods 
deliverable 1 year hence, the rate of interest is 6%. 

The rate of interest enables us to translate present money value into future 
money value, and vice versa. Thus to translate present value into values 
of a year hence, we multiply present value by 1 plus the rate of interest, 
or 1.06, which is known as the ratio of increase. If, on the contrary, we 
wish to translate values of a year hence into present values, we divide by 
1.06. 

Interest is earned not only by money but by all other forms of wealth. 

In economics the chief problem in interest consists in translating future 
into present values—in other words, finding the value of capital. This ig 
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true because the value of capital is derived from the value of the income 
produced by it, and only when we know what income a given quantity of 
capital will produce can we determine the value of that capital. Moreover, 
to enable us to determine such value with a fair degree of accuracy we must 
know not only what income the capital will produce this year and next year, 
but throughout its future useful life, as well as the rate of interest to employ 
in discounting future income. 

For purposes of illustration, we may assume that both future income and 
rate of interest are known with certainty. These being the conditions, 
capital value may be computed accurately. 

If future income consists of $1 due 1 year hence and the rate of interest 
is 6%, the present value of $1 due 1 year hence is $1+1.06, or $0.943. 

If future income consists of two instalments of $1 each, due respectively 
1 and 2 years hence, it is necessary to consider compound interest. One 
dollar amounts, in 1 year, to $1.06, and in 2 years to $1.06 X1.06, or $1.1236. 
It follows that $1 due 2 years hence is worth at present $1 +1.1236, or $0.889, 
which added to the present value of $1 due 1 year hence, gives the present 
value of these to future instalments, viz., $1.832. 

Similarly the present worth of a sum due 3 years hence is found by divid- 
ing it by 1.06%, the present value of a sum due 4 years hence is found by 
dividing it by 1.064, and so on. 

In determining present value we have to deal either with one future sum, 
or with a series of future sums, usually the latter. Thus the valuation of 
a bond involves the valuation of a series of future income items, and that 
of the principal sum due a given number of periods hence. 

When the rate of interest employed in valuing a bond is the same as the 
coupon rate, the present value is equal to the par value of the bond. If the 
rate of interest employed is less than the coupon rate, the value of the bond 
is above par. If it is greater than the coupon rate, the value of the bond is 
below par. 

Since value is a function of the rate of interest, it is evident that changing 
interest rates exert a direct influence on values, increases in the interest 
rate being accompanied by decreases in capital values, and vice versa. Dif- 
ferent parts of capital are affected differently by changing rates accordingly 
as the income derived from it is derived in the near or in the remote future. 
The various effects resulting from the varying remoteness of incomes are 
shown in Table 5. 

Lowering the interest rate results in a general increase in capital values, 
but the increase varies greatly for different articles. The more enduring 
parts of capital are affected most. In case of land, possessing infinite dur- 
ability, halving the interest rate results in a doubling of values. At the 
other extreme of the scale, the price of bread remains unchanged. A high 
rate of interest diminishes the attractiveness of income of the remote future 
as compared with that of the near future. 


INTEREST ACCRUED AND INCOME TAKEN OUT.—The increase in 
capital value is due to the accumulation of interest; its decrease is due to 
the taking out ot income, income being considered in the sense of benefits 
or satisfactions received by individuals. When the accumulation of interest 
just equals the income taken out, capital remains at its original amount. 
If the income taken out exceeds interest accumulated, capital value is im- 
paired; if income taken out is less than interest accumulated, capital value 
js increased. The principle may be stated as follows: 


1. If a property yields a specific income which is known beforehand 
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and the value of that property is found by discounting this income at 
a certain rate of interest, if income taken out equals the interest accrued, 
the value of the capital will be restored each year to the level of the 
year before. 

2. If income taken out exceeds interest accrued, capital value falls 
below that of the preceding year, the fall equaling in amount the excess 
of income taken out over interest accrued. 

3. If income taken out is less than interest accrued, -capital value 
rises above that of the preceding year, the rise equaling in amount the 
excess of interest accrued over income taken out. 


Table 6 gives income assumed to be taken from five kinds of capital wealth, 
capital value determined by discounting that income at 5%, interest accrued 
for 1st year, resulting change in capital value, and ratio of 1st year’s income 
to original capital value. 

1. The forest land yields $1,000 income the 1st year on a capital value 
of $40,000, from which, on the 5% basis assumed, the interest accrued is 
5% of $40,000, or $2,000. Income taken out is less than interest accrued 
($2,000) by $1,000. Therefore, the forest appreciates in the year by the 
excess, $2,000—$1,000, or $1,000, and is worth $41,000 at end of the year. 
It continues appreciating for 14 years, when it is worth $60,000. After that 
income taken out annually ($3,000) is equal to annual accrued interest on 
$60,000. 

2. The farm land, yielding $1,000 yearly in perpetuity, is, on a 5% basis, 
worth $20,000, and continues to be worth that amount. Income taken out 
($1,000) always equals interest accrued from $20,000. 

3. The house yields the 1st year a $1,000 income on a capital value of 
only $18,300. Interest accrued on $18,300 is 5% thereof, or $915. Conse- 
quently there results an excess of income taken out over interest accrued, 
$1,000—$915, or $85, and a corresponding fall of $85 in value of capital. 
In other words, the house depreciates $85 the 1st year. It continues to 
depreciate each year until its value vanishes at the end of 50 years. 

4. The horse depreciates rapidly. Its owner realizes an income of $100 
on a capital value of $508, from which interest accrued would be only $25.40. 
The difference between income taken out and interest accrued is $100 —$25.40, 
or $74.60. The horse loses that much in value during the year and con- 
tinues to depreciate for 6 years. 

5. The suit of clothes yields $20 income the lst year on a capital of $28, 
from which interest accrued is only $1.40. It depreciates by the difference, 
$20—$1.40, or $18.60. 

In all cases interest accrued is 5% of capital value, whereas income taken 
out may be a higher or a lower percentage. Expressed in percentages the 
actual rate of value return (i.e., ratio of income taken out to capital) on 
forest land is 2.5%; on farm land, 5%; on the house, 5.4%; on the horse, 
19.6%; and on the suit of clothes, 71.4%. If the rate of value return exceeds, 
the interest rate capital is decreased. The house yields a rate of return only 
slightly higher than the rate of interest, and lasts 50 years. The horse yields 
a rate of return nearly 4 times the rate of interest, but lasts only 6 years. 
The clothes yield a rate of return over 14 times the rate of interest, but 
last only 2 years. 

The above illustrations emphasize two concepts, viz., income taken out 
and interest accrued. 

Interest accrued is the income which, if taken out, serves to maintain 
capital intact, neither increasing nor decreasing it. 
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Income taken out decreases capital, increases it, or causes its amount 
to remain stationary accordingly as it is greater, less than, or equal to inter- 
est accrued. It is a fundamental concept, for upon its understanding de- 
pends the understanding of capital preservation. Increase of capital re- 
sulting from an excess of interest accrued over income taken out is termed 
Savings. 

The four concepts involved in a discussion of capital and income are: 


Income taken out. 

Capital value (discounted value of expected income to be taken out). 

Interest accrued. 

Appreciation, or excess of interest accrued over income taken out, 
and its opposite, depreciation, or excess of income taken out over 
interest accrued. 


a Conor 


Purchasing Power of Money 


PRINCIPLES WHICH DETERMINE PRICES.—Since prices are ex- 
pressed in money, the willingness to receive or surrender a certain quantity 
of goods at a specified price in money depends on the willingness to give 
or receive a specified amount of money in exchange. This willingness de- 
pends on the purchasing power of money. When the purchasing power of 
money is high, an individual has so high a regard for it that he is willing to 
exchange a comparatively large quantity of goods for a given amount of it, 
which means that the price of goods is low and that of money high. 

When the price of money is high, the prices of articles in general are low 
and the money price of every particular commodity depends partly on 
prices of other commodities, or on the general level of prices. 

Purchasing power of money and general level of prices are reciprocal 
expressions, for to say that the purchasing power of money is high is equiva- 
lent to saying that the general level of prices is low, and vice versa. 

Money consists of goods generally acceptable in exchange for other goods. 
This acceptability in exchange is its chief characteristic. When this accept- 
ability is legalized money becomes legal tender, but this feature is not 
essential. 

The feature which, in the first instance, makes a commodity acceptable 
as money is its very ready salability. Gold and silver are such commodities, 
especially gold, and for this reason it has become the most important form 
of money. An example of a commodity possessing a low degree of salability 
is real estate. Between this and gold are a great variety of commodities 
possessing varying degrees of salability. 

Currency is any kind of goods which, whether generally acceptable or 
not, serves as means of exchange. The two chief classes of currency are: 
(1) money, and (2) bank deposits. oad 

Bank deposits serve as a means of payment through the agency of checks, 
which serve as evidences of transfer of deposits. Although checks are ac- 
ceptable only by consent of payee, they serve as a medium of exchange to 
a greater extent than does money. The fact that checks are acceptable only 
by special consent of the payee distinguishes them from real money which 
the payee accepts without question. 

Real money consists of two classes, primary and fiduciary. 

Primary money is money which has as much value as a commodity as it 
has as money. 
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Fiduciary money is that the value of which depends partly or entirely on 
the owner’s confidence that it can be exchanged at any time for primary 
money or can be used at any time to discharge debts. Silver dollars are 
fiduciary money because the silver they contain is worth intrinsically less 
than a dollar. Bank notes are also fiduciary money, the material of which 
they are made being worth but a fraction of a cent. In the United States 
the greater part of money in use is fiduciary, the chief kinds being silver 
dollars, fractional silver, minor coins, silver certificates, gold certificates, 
government notes or ‘‘oreenbacks,’”’ and bank notes. 

The chief qualities of primary money are portability, durability, and divis- 
ibility. 

The chief quality of fiduciary money isits redeemability in primary money, 
or else its imposed quality of ‘egal tender.” 

Gold coin is the only primary money in the United States. 


EXCHANGE.—Exchange consists of three types: 


1. Exchange of goods for goods, or barter. 
2. Exchange of money for money, or changing money. 
3. Exchange of money against goods, or purchase and sale. 


The third type of exchange alone involves the circulation of money, which 
is simply the aggregate amount of money transfers against goods. 


EQUATION OF EXCHANGE.—The price level, if we ignore the influence 
of checks, depends on three influences: 


1. Quantity of money in circulation. 

2. Velocity of circulation (average yearly turnover of money). 

3. Volume of trade (amount of goods bought with money during one 
year). 


The equation of exchange is the mathematical expression of the total 
volume of transactions effected during a given period in a given community. 
It represents the sum of the equations of exchange for all individual trans- 
actions occurring during such period. 

Thus, if 5 bushels of wheat be purchased for $10, we may say that $10= 
5 bushels of wheat multiplied by $2 a bushel. All other transactions may be 
expressed similarly. By adding all resulting equations together the equa- 
tion of exchange for the given period and community is obtained. The left 
side of this equation represents all money spent; the right side represents 
the value of goods bought during the period. This left side is greater than 
the amount of money in circulation if the same money serves for more than 
one transaction during the given period. 

The equation has a goods side and a money side. The money side is 
the total money exchanged. It is the product of quantity of money multi- 
plied by its rapidity of circulation or turnover—the number of times it is 
exchanged for goods during the period. Velocity of circulation is found by 
dividing the total money payments for goods during the period by the aver- 
age amount of money in circulation and used to effect such payments. 

If, for example, there are $10,000,000 in circulation and their velocity 
or turnover is 20 times a year, the total transactions amount to 20x 
$10,000,000, or $200,000,000. This is the money side of the equation. 

The goods side must also be $200,000,000, since that amount of purchases 
is made. Assume that there are only three kinds of goods, viz., bread, coal, 
and cloth, and that the sales of these are as follows: 
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400,000,000 loaves bread @ $0.10 per loaf 
20,000,000 tons coal @ 5.00 per ton 
60,000,000 yards cloth @ 1.00 per yard 


The total of these transactions is $200,000,000, i.e., 
$40,000,000 worth of bread 
$100,000,000 worth of coal 
$60,000,000 worth of cloth 


and the equation of exchange is 
$10,000,000 x20 =400,000,000 loaves X$0.10 a loaf 
20,000,000 tons x 5.00 a ton 
60,000,000 yards x 1.00 a yard 


On the money side of this equation there are two magnitudes: 
1. Quantity of money 
2. Turnover velocity per year 


On the goods side there are two groups of magnitudes in two columns: 
1. Quantities of goods (loaves, tons, yards) exchanged in a year. 
2. Prices of these goods. 


It is evident that prices must bear a definite relationship to the other 
magnitudes—quantity of money, its turnover, and quantities of goods sold. 
As a whole, they must vary proportionally with the quantity of money and 
its turnover, but inversely with the quantity of goods exchanged. 

Thus, if quantity of money is doubled while its rapidity of turnover and 
quantity of purchases are not altered, the equation of exchange still holding, 
it is evident that prices generally must be doubled. Of course the rise of 
individual prices need not be uniform. It is only in case the rise of prices 
is even that they will all be exactly doubled. In case of such an even rise 
of prices the above equation becomes: 


$20,000,000 x20 =400,000,000 loaves X $0.20 a loaf 
20,000,000 tons »X10.00 a ton 
60,000,000 yards x 2.00 a yard 


If prices rise unevenly, as would ordinarily be true in an actual case, prices 
which more than double would be compensated by other prices which do 
not double themselves. The only requirement necessary to fulfil the equa- 
tion is that prices be doubled on the average. 

The conclusion to be drawn from the above is that the level of prices 
must rise or fall with changes in quantity of money, unless changes also 
occur in velocity of circulation or in quantities of goods exchanged. 

Just as changes in quantity of money affect prices, so changes in other 
terms of the equation affect prices. Thus an increase in velocity of cireu- 
lation has an effect similar to an increase in quantity of money. Tf, in the 
above equation, turnover of money doubles whereas its quantity remains 
unchanged, the equation becomes: 


$10,000,000 x40 =400,000,000 loaves X$0.20 a loaf 
20,000,000 tons 10.00 a ton 
60,000,000 yards x 2.00 a yard 
or some prices will be more than and others less than doubled. 
If quantity of goods is doubled prices will be halved, thus: 
410,000,000 X20 =800,000,000 loaves $0.05 a loaf 
40,000,000 tons x 2.50 a ton 
120,000,000 yards X 0.50 a yard 
or some prices will be more than and others less than halved. 
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If there is a change in two or three of the terms of the equation at the 
same time, the price level is the resultant of these changes. It is for this 
reason that the doubling of the quantity of money does not necessarily 
result in the doubling of prices. 


GRAPHIC ILLUSTRATION OF EQUATION OF EXCHANGE.—Fig. 2 
shows a mechanical balance in equilibrium. One side symbolizes the money 
side of the equation; the other side symbolizes the goods side. The weight 
at the left, symbolized by a purse, represents money in circulation. The dis- 
tance of the purse from the fulerum represents turnover or velocity of cir- 
culation of money. The weight multiplied by this leverage is equal to cor- 
responding products on opposite side. On the opposite side are three weights 
which represent bread, coal, and cloth, and are symbolized as shown. The 
distance of each from the fulcrum is its price. To prevent leverages at 
right from being too long, the unit of measure of coal is reduced from tons 
to hundredweights, and that of cloth from yards to feet, while the number of 
units are correspondingly enlarged. The measure of coal is changed from 
10,000,000 tons to 200,000,000 hundredweight; that of cloth from 30,000,000 
yards to 90,000,000 feet. In these units coal becomes 25 cents per hundred- 
weight; that of cloth becomes 334 cents per foot. 

If the purse becomes heavier, to retain the balance some of the weights 
at the right must either be heavier or they must be moved farther to the 
right, or else the purse must be moved to the right. 


hush 
5 Million 


Fie. 2 


Assume that the last and first of these three changes do not occur; then 
the middle one must occur. That is, if position of purse is unaltered (equiva- 
lent to saying that velocity of circulation of money remains unchanged) 
and if weights at right remain unaltered (equivalent to saying that trade 
remains unchanged), then some or all of the weights must move to the right 
(equivalent to saying that prices of goods must increase). If prices increase 
uniformly, they must increase in the same ratio as the money does. If they 
do not increase uniformly, some must increase more and some less to keep 
the average increase in the same ratio. 

Again, if velocity of circulation increases (equivalent to lengthening the 
leverage to the left) and if money in circulation (purse) and trade (weights 
at right) remain the same, prices must increase (equivalent to lengthening 
of leverage at right). 

Again, if volume of trade increases (increase in weights at right), and if 
velocity of circulation of money (left leverage) and quantity of money (left 
weight) remain unchanged, prices must decrease (equivalent to saying that 
left leverages must shorten). 

In general, any change in one of the four sets of magnitudes must be 
accompanied by such change or changes in one or more of the other three 
as will maintain equilibrium. 


x 
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ALGEBRAIC EXPRESSION OF EQUATION OF EXCHANGE.— Assume 
that 


M=money in circulation 

V =velocity of circulation 

p, p’, p’’, ete. =prices of various goods 

Q, Q’, Q”, etc. =quantities of those goods sold 


Then the formula of the equation of exchange is expressed thus: 


MV=pQ 
+p'Q’ 
+p'/Q” 
+etc. 
MV represents amount of money spent for goods during the year, while 
PQ, p’Q’, etc., represent values of goods bought. 
If M is doubled (V and Q’s remaining unchanged), the p’s will be doubled. 
If V is doubled (M and Q’s remaining unchanged), the p’s will also be 
doubled. 
If Q’s are doubled (M and V remaining unchanged), the p’s will be halved. 
The right side of the equation is the sum of terms of the form pQ—prices 
multiplied by quantities. The sum may be expressed by using the Greek 
““y,”’ which means, in mathematics, ‘‘the sum of.’’ The equation may then 
be expressed thus: 


MV ==zpQ 


Again, if P is the weighted average of all p’s, and T the sum of all Q’s, 
the equation may be expressed thus: 


VV eae 


QUANTITY THEORY OF MONEY.—From the foregoing principles we 
are able to state that the price level varies: 


1. Directly as the quantity of money in circulation (M). 
2. Directly as the velocity of its circulation (V). 
3. Inversely as the volume of trade done by it (7). 


The first statement above constitutes the quantity theory of money. 
The following four illustrations show the four most important ways in which 
the number of dollars in circulation may be changed. 

Illustration No. 1.—The government doubles the denominations of all 
money, half-dollars being called dollars, ete. This doubles the number of 
dollars in circulation, and the price level will be doubled, each person paying 
twice as many dollars for the same commodities as before. 

Illustration No. 2.—The government cuts each dollar in two, coining the 
halves into new dollars. It recalls all paper’ notes, replacing them with 
double the orginal number, two new ones for each old one. Prices will be 
doubled as a result, as in the preceding illustration. 

Illustration No. 3.—The government duplicates each piece of money and 
presents the duplicate to the possessor of the original. Prices will be doubled. 

Illustration No. 4.—After duplicating all money the government subtracts 
half of each coin as seigniorage, thus reducing the weight to that of the 
debased coinage in the second illustration, removing the difference between 
them. Prices will remain at the same level as before the seigniorage is ab- 
stracted. 


‘ 
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The conclusion to be drawn from these illustrations is as follows: Doubling 
the quantity of money in any way doubles prices, unless there occurs a 
change in velocity of circulation of money or in volume of trade. 

To generalize, if the number of dollars is increased, whether by renaming, 
cutting into parts, duplication, ‘or by other means, prices increase propor- 
tionately, providing velocity of circulation and volume of trade remain 
unchanged. 


INFLUENCE OF BANK DEPOSITS.—Bank checks are merely presump- 
tive evidences of rights to draw money on the basis of bank deposits, but 
the ultimate currency consists of the bank deposits themselves. Bank 
deposits are not money, because not generally acceptable. The special 
consent of the payee is implied, if not actually secured. They are currency, 
however, because they serve as a medium of exchange. 

Post office orders and money orders are similar to checks, being distin- 
guishable therefrom only in that they are not issued by banks and in that 
they originate in special deposits of money. 

In general, what is true of bank checks is true of bank notes, the dif- 
ference between them lying in the fact that notes circulate freely from hand 
to hand while checks or deposit currency require special indorsement. 

When a payment is made by check, what really changes ownership, or 
“‘circulates,” is the right to draw money. The check is merely presumptive 
evidence of this right. 

Bank deposits may consist either of gold or of promises to pay. In 
exchange for these deposits banks give either gold or rights to draw. Whether 
one deposits actual money or a mere promise to pay, he is given the same 
right to make out checks to draw money. Total value of rights to draw, in 
whatever way they arise, is termed “deposits.” 

In addition to lending deposit rights, banks lend their own bank notes. 
Bank notes are governed by the same principles as are deposit rights, the 
holder merely receiving notes instead of a bank credit. In either case the 
bank stands ready to pay on demand. 

By means of credit deposits and notes of a bank may exceed its cash. 
Banking operations are not necessarily money operations. It is only nec- 
essary that there be wealth behind the promise to pay. A note holder is 
one who has exchanged his own less-known credit for the bank’s better-known 
credit. 

Ordinarily the assets of a bank consist largely of notes of merchants, 
although they might consist of other forms of wealth as well. Banks prefer 
interest-bearing notes to grain or machinery; in fact, they are compelled 
by law to take notes. In this way banks, in effect, cause concrete, tangible 
wealth to circulate. 

As a matter of expediency. banks must so regulate their loans and note 
issues as to keep on hand sufficient cash reserves to prevent any threatening 
insufficiency of cash. They do this by regulating the reserve in various ways. 
One way is to discount less freely, by raising the discount rate. Another 
is to refuse outrightly to lend or to renew old loans. Another is to call in 
loans subject to payment on demand. 

Cash reserves of banks, though money, are not money in circulation, 
because they are not held to purchase goods but to redeem deposits. Con- 
sequently money in society is divided into two chief parts, money in cir- 
culation and money in banks. 

Bank currency consists of two kinds, bank notes, belonging to the category 
of money, and deposits, a kind of substitute for money. 
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We may now classify all goods as follows: 


1. Money 
2. Deposits 
3. Goods 
Among these there are six possible types of exchange as follows: 
1. Money against money 4. Money against deposits 
2. Deposits against deposits 5. Money against goods 
3. Goods against goods 6. Deposits against goods 


The last two are important because they constitute the circulation of 
currency. 

It is desirable to include bank deposits or circulating credit in the equation 
of exchange. Let M express quantity of actual money, and V the velocity 
of its circulation. Let M’ express total deposits subject to transfer by check, 
and V’ the average velocity of their circulation. It follows that total value 
of purchases is measured, not by MV, but by MV+WM’V’, and the equation 
of exchange becomes 

MV+M’'V’ =spQ=PT 

This equation is illustrated mechanically in Fig. 3. Trade is represented 
on the right by weight of a miscellaneous assortment of goods, their average 
price by the distance to the right from the fulerum, or the leverage at which 


leva 


4 Billions 100 Billion Units 
Fic. 3 


this weight hangs. At the left, money (M) is represented by a purse, and 
its velocity of circulation (V) by its leverage. The new weight at the left, 
in form of a bank book, represents bank deposits, M’. Velocity of circu- 
lation (V’) of bank deposits is represented by its distance from the fulerum. 

Average price (right leverage) increases with increase of money or bank 
deposits and velocities of their circulation, but decreases with increase in 
volume of trade. 

The introduction of bank deposits (M’) in a community tends to raise 
prices. 

RATIO OF DEPOSIT CURRENCY TO MONEY.—The quantity of 
deposit currency or circulating credit, M’, tends to hold a definite ratio to 
the quantity of money in circulation, M. There are three reasons for this: 


1. Bank reserves are kept in a more or less definite ratio to bank de- 
posits. 

2. Individuals, firms, and corporations preserve more or less definite 
ratios between cash and check transactions, also between their money 
and deposit balances. 

3. Money and checks each have separate spheres, tending at any 
given time to maintain a fairly definite relation to each other because 
they are used in definitely different ways by different classes. 


As a consequence, M and M’ bear a fairly definite ratio to each other. 
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TRANSITION PERIODS.—During transition periods the relation be- 
tween money (M) and deposits (M’) does not remain constant. A period 
of transition is an interval during which a disturbance in any of the six 
magnitudes in the equation of exchange works out its effect. The problem 
is one of rising and falling prices. 

When prices are rising borrowers are benefited and lenders injured. When 
prices are falling the opposite is true. 

Moreover, a rise in prices generates a further rise. Assume a slight initial 
disturbance caused by an increase in quantity of gold. According to the 
equation of exchange this causes a rise in prices. Profits of business men 
measured in money will also rise, even if costs of business rise in the same 
proportion. Thus, if a man who sells goods for $20,000 which cost $10,000, 
clearing $10,000, could get double prices at double costs, his profit would 
be $40,000 —$20,000, or $20,000. This gain is only nominal since other 
things rise in proportion, so that no advantage is gained. 

Usually, however, profits increase more than do prices because expenses 
do not increase as rapidly as prices. Wages are an illustration. Also past 
loans from creditors are more easily liquidated. As the result of unusual 
profits the business man expands his business by increased borrowings, 
mostly in form of short-time loans at banks. This engenders deposits, so 
that deposit currency (M’) increases. This tends to increase prices still 
further, and still greater profits result. Borrowing is still further stimulated, 
and more Joans are demanded, which again increases deposit currency (M’), 
and prices rise still further. This process is summarized below: 


1. Prices rise due to some such cause as increase in gold. 

2. Business men secure higher prices without proportionate increase 
in expenses, and so make greater profits. 

3. Thus encouraged, they increase borrowings. 

4. Deposit currency (M’) expands relatively to money (I). 

5. Because of this expansion of deposit currency (M’), prices rise still 
further; so that No. 1 is repeated; then No. 2, etc. 


The expansion of deposit currency abnormally increases the ratio of M’ 
to M. There are also disturbances in the Q’s,in V, and in V’. Stimulation 
of loans stimulates trade. New construction is begun, and times are said 
to “boom.” 

The check upon this tendency comes when it grows more difficult to secure 
loans, banks being compelled to refuse loans because the loans have already 
become abnormally large with reference to reserves. Those who cannot 
secure new loans may find themselves unable to pay their debts, so that 
they become insolvent and fail. Banks fall under suspicion, depositors 
fearing that they may not be able to realize on loans already made. Runs 
on the banks result, and reserves are depleted when most needed. Renewed 
borrowing becomes difficult or impossible, and original loans may be called. 
As a result many businesses become bankrupt. This reduces the demand 
for loans, and tends to end the crisis. 

When zeaction sets in, bank loans grow smaller and deposits (M’) are 
reduced. This contraction of deposit currency causes a further fall in prices. 
Those who borrowed to buy goods find they cannot get their money back. 
The order of events is as follows: 


1. Prices fall. 
2. Business men get lower prices than before without corresponding 
reductions in expenses, and thus profits are reduced. 
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3. Discouraged by small profits, they diminish their loans. 

4. Deposit currency (M’) diminishes relatively to money (M). ' 

5. As a result, prices fall still further, and Nos. 1 and 2 are repeatea. 
etc. : 


The process continues so long as profits remain abnormally low. People 
in debt lose most. Business is called ‘‘bad.’’ The process stops when loans 
are easier to get. They are easier to get because of the accumulation of 
reserves in banks. Gradually, after the weaker ones are forced out, condi- 
tions return to normal, and the strong concerns build up a new credit struc- 
ture. Then the inflationary tendency repeats itself. 


Monetary Systems 


GRESHAM’S LAW.—For a long time it has been noticed that it is dif- 
ficult to keep two or more metals in circulation at the same time. The 
monetary unit of one becomes cheaper than the other or others, and tends 
to drive out the dearer. This tendency has been named ‘“‘Gresham’s Law,” 
after Sir Thomas Gresham, an adviser of Queen Elizabeth, who called atten- 
tion to it about the middle of the sixteenth century, although many others 
had noted it previously. Briefly stated, the law is: The cheaper monetary 
unit tends to drive out the dearer. 

The reason the cheaper money prevails rests with the one giving it in 
exchange, not with the one receiving it, because being given the choice of 
paying his debts in either of two moneys, he naturally selects the cheaper. 
Were the initiative with the one receiving the money, dearer money would 
be chosen in preference to cheaper money. 

Two classes especially interested in withdrawing the dearer money from 
circulation are bankers and goldsmiths, who use it for export or melting. 
The reason it is required in foreign trade is that it is the foreigner receiving 
the money who is in a position to dictate what kind of money he will accept. 


BIMETALLISM.—Under bimetallism, governments open their mints to 
free coinage of two metals, usually gold and silver, at a fixed coinage ratio, ~ 
making both kinds of coin unlimited legal tender at that ratio. 

By coinage ratio is meant the ratio of the weight of the silver dollar to 
that of the gold dollar. At present, this is 16 to 1. A silver dollar weighs 
4124 grains, almost exactly 16 times the weight of a gold dollar, 25.8 grains. 

Under bimetallism the debtor has the option, unless otherwise bound by 
contract, of making payment in either gold or silver money. 

The two requisites of complete bimetallism are: 


1. Free and unlimited coinage of both metals at a fixed ratio. 
2. Unlimited legal tender of each metal at that ratio. 

The purpose of bimetallism is to render the- purchasing power of money 
more stable. 

Notwithstanding Gresham’s Law, there are certain conditions under which 
bimetallism works. The situation when opening mints to free and unlimited 
coinage of gold and silver at a given ratio, silver dollars being cheaper than 
gold, may be summarized as follows: 

1. The first effect (as emphasized by the monometallists) is the operation 
of Gresham’s Law, the cheap silver dollars tending to drive the dear gold 
dollars from circulation. 

2. But (as emphasized by the bimetallists) this operation of Gresham’s 
Law tends to reduce the disparity between the values of gold and silver 
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dollars. Due to eagerness of debtors to use silver instead of gold to pay 
debts, the value of silver is increased while that of gold is decreased. As 
a result the values of gold and silver dollars may become equal. 

3. But the next result is a stimulus to silver Inining and the discourage- 
ment of gold mining, so that silver becomes more plentiful, consequently 
cheaper, and gold scarcer, consequently dearer. As a result, silver again 
tends to drive out gold. 

4. This increase of silver (coin and bullion) and decrease of gold are self- 
limiting. The increased production of silver is checked by increased cost of 
production, and consumption tends to overtake production, whereas the 
opposite adjustments apply to gold. 


THE “LIMPING” STANDARD.—Being no longer practiced, bimetallism 
is a subject of historical interest only. In certain countries where formerly 
practiced, as France and the United States, there has resulted a monetary 
system known as the ‘“‘limping”’ standard. This results when, in a system 
of bimetallism, before either metal wholly expels the other, the mint is closed 
to the cheaper metal, while the coins outstanding in that metal are not 
recalled. As a result, supposing silver to be the restricted metal, the coins 
thus restricted are retained in circulation at par with gold, and this parity 
may continue even if additional limited amounts of silver are coined. There 
then results a difference in value between silver bullion and silver coin, the 
latter being overvalued. Since newly mined silver cannot become money, 
the value of silver coins remains artificially greater than that of silver bullion. 

So long as the quantity of silver or other token money is too small to dis- 
place gold entirely, gold will continue to circulate, and the value of otber 
money cannot fall below that of gold, for if it should, it would displace 
zold. The parity between gold and silver under a “limping”’ standard is 
not necessarily dependent on redeemability in gold, but may result simply 
from the limited amount of silver coin. In such a case, loss of confidence 
in the silver money would be sufficient to cause its depreciation and even its 
disappearance from circulation. 

Irredeemable paper money, like irredeemable silver dollars, may continue 
to circulate at par with gold limited in quantity and not too unpopular; 
but if gradually increased in amount it may expel all metallic money. 

As a rule, irredeemability in paper money is undesirable, causing distrust 
and discouraging long-time contracts and enterprises. 


Price Levels and Quantities 


PRICE TENDENCIES.—Prices do not move in unison. Some rise higher, 
some not so high, as the average. Some prices are contractual and so cannot 
change between date of making contract and date of its fulfilment. Fre- 
quently, also, there are legal restrictions, as in case of fares charged by utili- 
ties. Also prices of goods consisting largely or wholly of the money metal 
cannot Suctuate widely. The same is true to a somewhat less degree of 
their substitaites. The forces of supply and demand are continually at work 
on individual prices. These together cause a very considerable dispersion of 
prices, which means that prices are constantly changing relatively to each 
other, regardless of their general level or average. 

The general levels and general movement of prices are expressed by means 
of index numbers which give average levels of prices at different times. 

Similarly, quantities of goods vary both absolutely and relatively to other 
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goods. Changes of quantities are no more uniform than are changes of 
prices. 

It therefore becomes necessary, in order to fulfil the requirements of the 
equation of exchange, to formulate two composite or average magnitudes: 
the price level (index number) and the volume of trade. 

In the equation of exchange the right side, }pQ, is converted into PT, 
in which T measures the volume of trade, and P is the index number express- 
ing the price level at which this trade is carried on. T is the sum of all the 
Q’s, and P is the average of all the p’s. 

To carry out these definitions in practice, suitable units of measure for 
the various articles must be selected. The ordinary units in which the 
various Q’s are measured will not be the most suitable. Coal is sold by the 
ton, sugar by the pound, wheat by the bushel, ete. If we should merely add 
together these tons, pounds, bushels, etc., and call their grand total so many 
“units’’ of commodities, we should have a very arbitrary summation. It 
will make a difference to the result whether we measure coal by tons or 
hundredweights. The system becomes less arbitrary and more useful for 
the purpose of comparing price levels in different years if we use, as the unit 
for measuring any commodity, not the unit in which it is commonly sold, 
but the amount which constitutes a ‘“‘dollar’s worth” at some particular 
year called the base year. Then every price in the base year becomes ex- 
actly one dollar, and the average of all prices in that year also becomes exactly 
one dollar. In any other year, the average price (i.e., the average of the 
prices of the arbitrarily chosen units which in the base year were worth a 
dollar) will be the index number representing the price level, while the num- 
ber of such units will be the volume of trade. Thus, let us suppose, for 
simplicity, that there are only three commodities (bread, coal, and cloth), 
and let us use the table below (Table 7) for facts to start with. 

We wish to compare the average price or price level in the year 1912 
with that in 1909 as the base year, and also to reckon the total volume of trade 
in 1912 in comparison with that in 1909. If we were not desirous of taking 
great pains to secure the best results, we could use the figures just as they 
stand—averaging the prices and adding together the quantities. By this 
rough-and-ready method the average price per unit for 1909 would be (.10-+ 
5.00 +1.00) +3, or $2.03; and for 1912 (.15+6.00+1.10) +3, or $2.42; the total 
trade for 1909 would be 200+10+30, or 240 million units; and for 1912, 
210+11+35, or 256. That is, the price level would show a rise between 1909 
and 1912 from $2.03 to $2.42, or a rise of 19.2%, while the volume of trade 
would show a rise from 240 to 256, or 6.6%. But the simple method just 
used gives too much weight in the price comparison to coal, the price of which 
happens to be expressed by a large number simply because it is measured 
by a large unit. One way to remedy this disproportionate weighting is to 
measure all articles by one unit, as the pound; but-a better way is that already 
described above, viz., to use as our unit ‘the dollar’s worth in 1909.’ The 
dollar’s worth of bread in 1909 was evidently ten loaves, the dollar’s worth 
of coal, the fifth of a ton, and that of cloth, the yard. Taking these units, 
we now have: 

The average price in 1909, on the basis of these new units, is simply $1, 
since this is the price of each individual article; while the average price in 
1912 is, if we take the simple arithmetical average, ($1.50+$1.20+$1.10) + 
3, or $1.27. The total volume of trade in 1909 is (in millions of units) 
20+-50+30, or 100; and in 1912, 21+55+35, or 111. Thus, according to 
this reckoning, the price level has risen from $1.00 to $1.27, or, as it is usu- 
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Table 7 
Prices Quantities Exchanged 
ee Bread (per | Coal (per | Cloth (per Bread Coal Cloth 
1OAE) t ony a ay (millions (millions (millions 
y of loaves) of tons) of yards) 
1909 2575 $0.10 $5.00 $1.00 200 10 30 
gE WEA ae ALS 6.00 1.10 210 11 35 
Table 8 
Prices ' Quantities 
| 
Year Bread 
Bread (per Coal (per | Cloth (per | (millions Ea etter 
ten loaves) 7 ton) yard) rie se of 4 tons) | of yards) 
CLO eared $1.00 $1.00 $1.00 20 50 30 
POND IT os 1.50 1.20 1.10 21 55 35 


ally expressed, from a base of 100% toa height of 127%—a rise of 27%; 
while trade has increased from 100 million units to 111 million units, an 
increase of 11%. 

We may slightly improve the above method by taking for 1912 a‘ weighted”’ 
average of prices instead of a simple average. It is found by dividing the 
total value of all the goods by their total quantity. This is a better method 
because, in the result, it gives less weight to the commodities less dealt in, 
such as bread. The average for 1909 will still be $1.00, for that is the price 
for each individual commodity; but the average for 1912 will be slightly 
different. The total value is (in millions of dollars) 1.5021+1.20x55+ 
1.10 X35, or 136 million dollars, and the total quantity is, as we have already 
seen, 21+55+35, or 111 million units; consequently the average price is 
136+111, or $1.23. According to this last and best method, then, the price 
level has risen from $1 (or 100%) to $1.23 (or 123%); this indicates a rise 
of 23%. The index numbers are 100% for 1909 and 123% for 1912. 

The results of the three methods of reckoning the average rise of prices 
differ slightly, showing respectively a rise of 19%, 27%, and 23%. Other 
methods, of which many are possible, would also differ slightly. No method 
gives an absolutely perfect index of changes in price levels, but the last one 
worked out above is as good as any. The main point in any system of aver- 
ages is to give great weight to the great staples of trade, and little weight 
to the irsignificant articles. Radium has fallen in price enormously in the 
last few years, but radium is so unimportant as an article of commerce 
that its great fall ought not to be allowed in our reckoning to have much 
effect on the index number for the general price level. Introducing, then, 
our newly found magnitudes, P and 7’, into the equation of exchange, it 


assumes the form 
MV+WM’'V’=PT, 
its right member being the product of the index number, P (or the average of 
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prices), multiplied by the volume of trade, 7 (or the sum total of “units” 
sold). 


Supply and Demand 


INDIVIDUAL PRICES.—An individual price presupposes a price level. 
The following considerations prove this. 

Price of sugar is a ratio between sugar and money. In the mind of the 
buyer of sugar, money stands for the other things it might buy if not spent 
for sugar. The greater this power of money to buy things in general, the 
less will be offered for sugar in particular, and the lower the price of sugar 
will become. In other words, the lower the general price level, the lower 
the price of sugar. 

Supply and demand of sugar determine its price at a given level, because 
those who supply and demand it are governed by their idea of the general 
purchasing power of money. 


DETERMINATION OF INDIVIDUAL PRICES UNDER COMPETI- 
TION.—Price determination falls under two heads, according as there is 
competition or monopoly. Assume perfect competition—independent buyers 
and independent sellers. In such a market there is only one resultant price 
for all buyers and all sellers, since if there were more than one price no buyers 
would buy at any of the higher prices and no seliers would sell at the lower 
prices. Watchfulness of competitors eliminates price differences. Slight 
differences which exist are the result of the imperfection of competition. 


MEANING OF DEMAND AND SUPPLY.—Demand for a commodity 
is different for different prices. The same is true of supply. Demand in- 
creases as prices fall; supply increases as prices rise. A demand and supply 
schedule results. Such a schedule is illustrated in Table 9 below. The 
second column shows demand relative to the prices given in the first column. 


Table 9 
Pan Schedule of | Schedule of 
Demand Supply 
$ .08 900 1,100 
.07 940 1,050 
.06 1,000 1,000 
05 1,100 900 
04 1,250 750 


The third column shows supply relative to the prices given in the first column, 
giving largest quantities which will be supplied at stated prices. The supply 
at first exceeds the demand, but as prices fall demand increases and supply 
decreases, until, at 6 cents, they are equal. For prices below 6 cents demand 
exceeds supply. 

It is evident that there is but one price, 6 cents, which will make demand 
and supply equal, and it is finally fixed at that point, because if it goes higher 
supply would exceed demand and the price would fall; if it goes below, de- 
mand would exceed supply, and the price would rise. Such a price which 
makes supply and demand equa! ‘‘clears the market” and is the market 
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price. The amount supplied and demanded at the market price is the amount 
marketed. 


CURVES OF DEMAND AND SUPPLY.—In Fig. 4, S S’ represents the 
supply curve; D D’ the demand curve. If we take the price O P’” the supply 
is represented by the long line P’”” S’’; the demand by the short line P’” D”, 
leaving the difference between them, D’ S’’, as excess of supply over de- 
mand. Efforts of sellers to get rid of this excess drives prices down. The 
market price cannot exceed O P’. If it were only O P’”’, demand would be 
P’” D’’, and supply only P’” 8’, leaving an excess of demand over sup- 
ply of D’” S’”, which at that price buyers are unable to secure, so that they 
bid up the price to O P’. At point P the two curves intersect, Its latitude 


Hie, 4 


represents market price, whereas its longitude represents the amount de- 
manded and sold. 

All demand curves descend to the right, but at different rates. Those 
which are steep represent demand schedules of necessities, because a great 
fall in price is necessary to materially affect demand. Demand curves of 
luxuries descend slowly, because a slight fall in price leads to a great expan- 
sion in demand. Similarly supply curves ascend at different rates, the steep 
ones representing commodities whose supply is inelastic. 

SHIFTING OF DEMAND AND SUPPLY.—An increase of demand may 
mean simply that demand has increased because market prices have fallen, 
in which case the demand schedule remains unchanged; or, more properly, 
it means that demand has increased without a change in prices. The same 
double meaning applies to an increase of supply. It may mean an increase 
in market supply due to a rise in prices, or it may mean an increase in the 
supply schedule. 
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INFLUENCES BEHIND DEMAND.—It is shown above that the market 
price of any particular commodity is that which ‘‘clears the market,” making 
supply and demand equal. Market price and quantity marketed are de- 
termined by intersection of the supply and demand curves. 

But supply and demand are not the ultimate influences determining prices; 
they are the proximate influences. 

The demand schedule is the resultant of a large number of individual 
demand schedules. Each individual demand schedule is the resultant of 
two desirability schedules. : 

The general demand schedule is resolvable into constituent demand sched- 
ules, one for each person in the market. Total demand at any price is the 
sum of the individual dsmands at that price. 

Back of each individual demand curve are two opposing forces, the desire 
for the goods and the desire for the money they would cost. On the relative 
strength of these desires depends the price he is willing to pay. 

Desire for goods implies desirability in those goods. The desirability of 
a commodity is measured by the intensity of an individual’s desire for it 
under particular conditions. Desirability is an important factor in deter- 
mining price. It may refer to, (1) the desirability of the whole, or (2) the 
desirability of one or more units. The desirability of one unit more or less 
is called the marginal desirability. 

Marginal desirability of any good is the desirability of one unit more or 
less of it. 

In economics the concept of marginal desirability is more important than 
that of total desirability. 

Illustration.—A person wishes to furnish his house with chairs. A few 
chairs are extremely desirable, but each succeeding one diminishes the need 
for more. The first chair is indispensable. A second one is extremely desir- 
able. <A third is highly desirable. Yet each succeeding one has a lower 
degree of desirability than the preceding one. If the person finally decides 
to buy ten chairs, the tenth chair is the marginal one; its desirability is the 
marginal desirability of the ten chairs. It is added to the other nine because 
it is regarded as worth the price paid. The eleventh is rejected because not 
regarded as worth the price asked. If the price of a chair is $10, then this 
represents the marginal desirability. But total desirability is not 10 x $10. 
It is the sum of the desirabilities of all ten chairs, or what the person would 
pay to secure ten chairs if he were required to buy ten chairs or none at all. 
Total desirability is merely of theoretical importance. Marginal desirability 
is of great practical importance. 

Money as well as goods has a marginal desirability for each individual, 
being the intensity of a man’s desire for an additional dollar. 


ORIGIN OF INDIVIDUAL DEMANDS.—The demand curve of each 
individual depends on the comparison of his marginal desirabilities for goods 
and money. In each case the highest price hé is willing to pay for a given 
quantity is measured by the ratio of the desirability of the last ton to the 
desirability of a dollar. - 

Illustration.—If a person regards one ton of coal as twelve times as desir- 
able as a dollar, he will pay as much as $12 for it, but not more. A second 
ton has ten times as much desirability as a dollar, so he is willing to pay as 
high as $10 for it. Similarly for a third ton he will pay $8 and for a fourth $6, 
and soon. Derivation of prices from desirabilities is shown in Table 10. 
The last column is found by taking the ratio of the figures in the second to 
those in the third, i.e., dividing (a) by (6). The resulting demand schedule 
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Table 10 
Price 
Desira- , per Ton 
Tons bility of See Customer 
Pur- | Last Ton aS va Would Be 
chased | Purchased| ® “°°? Willing 
(a) (b) to Pay 
(a+b) 
1 12 1 $12 
2 10 1 10 
3 8 il 8 
4 6 1 6 
5 5 iL 5 
6 4 1 4 


is the fourth column considered with respect to the first column. 
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It gives 


the highest prices an individual will pay for stated quantities of coal (col- 


umn 1). 


If another person prizes a dollar twice as highly as the one just considered 
his marginal desirability of a dollar is twice the above, and Table 11 results 


Table 11 
Price 
Desira- Dex per Ton 
Tons bility of ioe Customer 
Pur- Last Ton ae Oe Would Be 
chased | Purchased] ® ~° 2? Willing 
(a) (b) to Pay 
(a+b) 
1 12 2 $6 
2 10 2 5 
3 8 2) 4 
4 6 2 3 
5 5 2 2.50 
6 4 2 2 


The two individuals have the same intensity of desire for coal, but very 
different demands for coal. If coal is $5 per ton, the first individual will buy 
up to the fitth ton; for when he reaches the fifth ton, but not before, marginal 


desirability of coal (5) to him will be just five times that of a dollar. 


At the 


same price of $5 the second individual will buy only up to two tons, because 
for him the second ton is the point at which the marginal desirability of 


coal (10) is five times the marginal desirability of a dollar (2). 


man the marginal desirability of a dollar is relatively high. 


For the poor 
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RELATION OF DESIRABILITY TO MARKET PRICE.—Market price 
of a commodity is equal to the ratio between two intensities of desire in the 
mind of each purchaser, viz., the ratio of marginal desirability of coal to that 
of money. No one individual can determine the market price of coal. 
But when all consumers are taken together they constitute the demand side 
of the market and exert a great influence on prices. 

Market price must clear the market. This means that the market price 
must be such that when each individual on the demand side adjusts his pur- 
chase to it in such manner that the ratio of his marginal desirability of coal to 
his marginal desirability of money is equal to the price, the sum total of all 
such purchases equals the total supply. 

The principle that market price of any good is equal to the ratio between 
its marginal desirability and the marginal desirability of money for each and 
every buyer may be restated in the following form: 


1. Each purchaser buys until the ratio of the marginal desirability 
of the good to the marginal desirability of money is brought into equality 
with the price. 

2. Each purchaser buys until the desirability of the marginal unit 
becomes equal to the desirability of the money spent for this marginal 
unit. 

3. Each purchaser buys until his marginal gain (of desirability) is 
reduced to nothing. 

4. Hach purchaser buys until he makes his total gain (or surplus desir- 
ability) a maximum. 


INFLUENCES BEHIND SUPPLY.—Total supply at any price is the sum 
of individual supplies at that price, as illustrated in Table 12, showing supply 
schedules for coal for two individuals, No. I and No. II. 


Table 12 


Supply Schedules, Tons 
which Would Be Sup- 
plied by Individuals 


; Total 
Price (ab) 
I II 
(a) (b) 
$4 1,500 2,000 3,500 
5 1,600 2,400 4,000 
6 1,800 3,000 - 4,800 
a 2,100 3,900 6,000 


At $4 a ton individual No. I supplies 1,500 tons, and individual No. II, 


2,000 tons. At $5 a ton individual No. I supplies 1,600 tons, and individual | 


No. II, 2,400 tons, and so on. If all instead of two suppliers were included, 
a total supply schedule would be obtained. 

Furthermore, just as each demand schedule is the resultant of a pair of 
desirability schedules, so each supply schedule is the resultant of two desir- 
ability schedules. But in the case of the seller it is not desirability but 
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undesirability which must be considered—the undesirability or trouble of 

supplying coal. Marginal undesirability is also called marginal cost. 
Derivation of seller’s undesirability or marginal cost curve is illustrated 

in Table 13. Figures in the last column, found from second and third by 


Table 13 
Undesira- Hasiiae Price Dealer 
Tons bility of bility of Would Be 
Sold Supplying Silay Willing to 
Last Ton Take 
(a) (b) (a+b) 
1,500 8 2 $4 
1,600 10 2 5 
1,800 12 2 6 
2,100 14 2 of 


division, give prices a coal dealer would be willing to take in view of the 
undesirability involved in providing coal and the desirability of money he 
asks in return for it. If the 1,500th ton costs him 8 units of undesirability, 
and a dollar represents to him 2 units of desirability, he will take $4 a ton up 
4o the 1,500th ton, and so on for other figures in the table. 

The supply curve is the undesirability curve translated into money. 
Labor or human effort stands at the end of the analysis of supply, just as 
satisfactions stand at the end of the analysis of demand. 


PRINCIPLE OF MARGINAL COST.—In treating demand it is usually 
satisfactory to assume that the marginal desirability of money remains con- 
stant, because it is not likely to be greatly influenced by any one of the many 
commodities one buys. But this cannot be assumed in treating supply 
because one may make his living by selling one, or a comparatively few, 
commodities, so that changes in amounts sold, or price, may make much dif- 
ference in the total amount of money he secures. 

Instead, the greater the sales and the more money consequently obtained, 
the less is the marginal desirability of money. 

The total supply curve, analogously to the total demand curve, may be 
derived from a number of individual supply curves. Each such individual 
supply curve may be derived from, 

1. Curves of marginal undesirability of furnishing the article, and 

2. Curves of marginal desirability of money. 
Consequently the supply curve is an undesirability curve translated into 
terms of money. 

The market price, as finally determined by supply and demand, is not 
only equal to the marginal desirability of getting goods, but also to the 
marginal undesirability of furnishing them, both desirability and undesira- 
bility being measured in terms of money. 

These principles may be summarized as: 

1. The equalization of all marginal desirabilities and undesirabilities, 
both being measured in money, or 
2. The equalization of supply and demand. 
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On the supply side of the market the great determinant of market price 
(Gin terms of money) is marginal cost (in terms of money). 

The two determinants of price—marginal desirability and marginal cost— 
are human desires translated into cost. 

Marginal desirability represents the desire to secure something agreeable. 

Marginal cost represents the desire to avoid something disagreeable. 

VARIATIONS IN SUPPLY CURVES.—Practically all demand curves de- 
scend to the right, but all supply curves do not ascend to the right.? 

One peculiar supply curve grows out of the fact that there is a descending 
curve of marginal desirability of money dependent on the price assumed. 
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This combined with the ascending curve of undesirability of efforts and 
sacrifices tends to bend the curve upward—so much sometimes as to curl 
back to the left, asin Fig. 5. This curve does not ascend to the right through- 
out its course. It applies especially to the labor supply, and means that rise 
in price does not always result in an increase in supply. It does at first, 
but beyond the point where the curve begins to curl back, a rise in ‘price 
causes the supply to be reduced. This is because a rise in wages, for instance, 
results in the workman spending more time in idleness. 

Another type ot supply curve does not ascend, but descends. Where 
large production causes less trouble per unit than small, the marginal unde- 


2See normal curves illustrated in Fig. 5. 
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sirability of furnishing the goods decreases with an increased supply, and 
decreases in faster ratio than does the marginal utility of money; so that the 
marginal cost expressed in money decreases with an increase of supply. 

Only when the supply curve ascends is the price at which a seller is willing 
to supply equal to its marginal cost, and so is derived from curves of unde- 
sirability. Descending supply curves depend not on marginal cost but on 
average cost. 

This is because no seller is willing to sell regularly at a loss, which he 
would do if he sold at prices corresponding to marginal cost when marginal 
cost decreases with the amount sold. Thus, if it costs $5 to supply the 
3,000th ton of coal, while the cost of all preceding tons is greater than $5, 
no coal except the last ton could be sold at $5 without causing loss. In case 
of an ascending curve, if cost of supplying the 3,000th ton were $5, that of 
all preceding tons would be less than $5, so that, sold at $5, there would 
result a profit on each but the last. 

When cost of each succeeding ton is greater than that of the preceding 
ton, the cost of the last, or marginal cost, is the greatest cost of all, and so 
exceeds average cost. Consequently, a dealer is assured a profit when he 
sells at a price equal to marginal cost. But when cost of each successive 
ton is less than that of the preceding ton, cost of the last ton is least of all, 
and so is below average cost. In this case, to sell at a price equal to marginal 
cost would result in loss. : 

In either case, whether the curve ascends or descends, the seller attempts 
to fix his price on the basis of the higher cost—marginal or average. 

When marginal cost increases with supply, marginal cost is higher, and will 
rule supply. 

When the opposite is true, average cost is higher, and will rule supply. 

Cases governed by descending supply curves are said to obey the law of 
decreasing cost and sometimes the law of increasing returns, it being the 
same thing to say that ratio of cost to product decreases as to say that ratio 
of product to cost increases. 

Opposite cases are governed by the law of increasing cost or, as some- 
imes stated, law of diminishing returns. 

Intermediate between these is the law of constant cost, or law of constant 


returns. 

CUTTHROAT COMPETITION.—In the case of ascending supply curves, 
based on marginal costs, the supply at a price is the maximum the seller is 
willing to offer at that price. 

In the case of descending supply curves, based on marginal costs, the sup- 
ply at a price is the minimum the seller is willing to offer at that price. 

In the first case, the more the seller can sell, the more he charges. In 
the second case, the more he can sell, the less he charges. 

The situation is summarized as follows: 

I. At a given price, each buyer is willing to take a certain maximum 

amount or less at that price. 

Tl. At a given price, each seller is willing 

J. (in case marginal cost increases with an increase of supply) 

to offer a certain amount or less at that price. 

2. (in) ease marginal—and_ therefore also average—cost de- 

creases with an increase of supply) to offer a certain 
amount or more at that price. 


If the total supply curve descends, the price represented at the intersection 
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of supply and demand curves, although it clears the market, is not a stable 
price, but tends always to fall, and this holds true so long as the supply 
curve descends. The individual competitor cannot raise prices without enter- 
ing into agreement with others. If he should raise prices without such 
agreement he could make no sales. His only course, in absence of agree- 
ment, is to undersell his competitors and drive them out of business. If he 
fails to do this, he must go out of business himself. 
The effect of cutthroat competition is to create losses. 


MONOPOLY.—Competition when supply curves are descending always 
lowers prices so long as there remain any competitors. The only check to 
the tendency is the ceasing of competition or the ceasing of the supply curve 
to descend. 

Monopoly may arise either as the result of the survival of the fittest, or 
by combination. 

In practice competition is more or less imperfect. Custom, the habit of 
people to continue trading with their old dealers, deters them from going 
where they could buy more cheaply. As a consequence, competition may, 
in some instances, be so limited as to prevent fierce rate wars. 


MONOPOLY PRICE.—Economic action is guided by the principle of 
maximum gain. It applies to both monopoly and competition. Monopo- 
lists fix prices with an eye to effect on demand, putting prices up to a point 
which affords maximum profit. The higher the price, the larger the profit 
per unit sold; but if made too high, sales are killed. If made too low, profit 
per unit is killed. A middle course is therefore steered by the method of 
trial and error. 

Where monopoly prices exceed competitive prices, competition may thereby 
be invited. Competition feared but not actually existent is potential com- 
petition. Its effect is similar to that of real competition, so that under 
monopoly the price is usually somewhat less than the traffic will bear. 

The chief evils of monopoly are the ruthless crushing of competitors 
and discrimination; also political corruption and control. 

Not all monopolies, however, are evil; where supply curves are of the 
descending type monopolies are beneficial because they prevent cutthroat 
competition. 


Mutually Related Prices 


ARBITRAGE.—Prices of the same article in different markets act and 
react on each other. The extent to which prices of the same article in differ- 
ent markets differ at a given time depends upon means available for trans- 
portation and for communication. A special class of men make it their 
business to watch prices in different markets and to make profits by buying 
in cheaper markets and selling in dearer ones. Jn-such arbitrage transactions 
equalization of prices is limited by cost of transportation. Thus, if it costs 
5 cents per bushel to transport wheat from Chicago to New York, the price 
in New York will tend to"be not more than 5 cents higher than that in Chi- 
cago. Reduction of transportation costs means greater equalization of prices 
in different markets. In general, such equalization is advantageous, but it 
sometimes causes hardship among prdducers who are thus brought into 
competition with those who can produce more cheaply because favored by 
superior natural resources. It follows, of course, that corresponding bene- 
fits accrue to the favored producers. Opposite results accrue among con- 

. sumerts, because those enjoying low prices are injured by the rise which 
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equalization beings about, whereas those paying high prices are benefited by 
the fall produced. 


SPECULATION.—This refers to equalization of prices between different 
times. This kind of equalization is accomplished by keeping the commodity 
when it is abundant and cheap until the time when it is scarce and dear. 
The effect is to equalize prices at different times. ‘ 

Speculation may be for the rise or for the fall. Speculators who try to 
profit by a rise in prices are called bulls. They buy and hold for higher prices. 
Those who try to profit by a fall in prices are called bears. They sell future 
goods short, i.e., they ‘agree to sell in advance of time of delivery, depending 
on the expected fall in price to enable them to buy the wheat needed to fulfil 
their contracts. This is called selling short. The effect is to encourage con- 
sumption of present supplies, because producers by buying from those who 
sell short are guaranteed certain future stocks at definite prices. It reduces 
present prices because it reduces present demand. It increases future prices 
because it increases future demand. By reducing the gap between present 
high prices and future low prices, it tends to equalize the two. When, however, 
differences between present and future prices become too small to cover 
interest charges and other costs involved, it is no longer profitable. 

Speculation is beneficial when it succeeds in equalizing prices; it is in- 
jurious when it aggravates differences in prices. 


Interest 


FUNCTION OF INTEREST.— Most prices are determined with reference 
to interest, because time of use of most commodities is a consideration. 

Interest may be explicit or implicit. Explicit interest is that fixed by 
contract. Implicit interest is that which an investor expects to realize who 
makes sacrifices at one time for sake of compensating benefits at a later 
time. It is the effective interest rate, and, when used to discount a bond’s 
income, gives the price at which it was bought. 

Every investment is analogous to a loan, involving a rate of interest on 
purchase price, just as a loan does. Moreover, every purchase is an invest- 
ment of present money for future benefits in money or measurable in money. 
Consequently every purchase price is fixed with reference to a rate of interest. 


THE BASIS OF INTEREST.—An understanding of the basis of interest 
involves an analysis of the supply and demand of loans, which resolves 
itself into a comparison between different marginal desirabilities and undesir- 
abilities, not simultaneous, but distributed at different points in time. 

The essence of interest is impatience, the desire to secure gratifications 
earlier than we can get them; in other words, the preference for present over 
future goods. 

The market rate of interest is formed out of various degrees of impatience 
in minds of many people. The rate of impatience in any individual’s mind 
is his preference for an additional dollar, or dollar’s worth of goods, available 
today, over an additional dollar, or dollar’s worth of goods, available a year 
from today. Expressed in numbers, it is the premium a man is willing to pay 
for this year’s over next year’s goods. 

Thus, if he is willing to promise to pay #1.06 next year to get $1 today, his 
rate or degree of impatience is 6%. This willingness to pay a premium for 
present use of money or goods causes the phenomenon of interest. 

This preference for present over future goods resolves itself into impatience 
for immediate income over remote income. 
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This preference for immediate over remote income resolves itself into 
preference for present enjoyable income over future enjoyable income. 

Thus all preference for present over future goods resolves itself into a 
preference for early enjoyable ‘ncome over late enjoyable income. 

The problem of determining the rate of interest is that of determining what 
premium people are willing to pay for present enjoyable income in terms of 
future enjoyable income. 

The degree of impatience varies among individuals, depending upon such 
personal characteristics as foresight, self-control, habit, expectation of life, 
and love for posterity. ° ; 

.As to foresight, the greater it is the less the impatience. 

As to self-control, the greater it is the less the impatience. 

As to habit, the influence may be in either direction. 

As to expectation of life, the longer the expectation of life, the less the 
impatience. 

As to love for posterity, this is probably the most powerful cause tending 
to reduce the rate of interest, because of the desire of parents to provide for 
their children. ; 

Risks tend to increase the rate of interest because they increase impatience. 


DETERMINATION OF RATE OF INTEREST.—The rate of interest 
is determined by six conditions, as follows: 


1. The dependence of impatience upon prospective income—its size, 
distribution in time, and uncertainties. 

2. The tendency of the rates of impatience for different individuals 
to seek a common level in the resulting rate of interest. 

3. The fact that supply and demand must be equal so that the modi- 
fications in the income streams of individuals, through buying and selling, 
or borrowing and lending, must ‘‘clear the market.’ ‘ 

4. Of all optional uses to which one can put his capital, he chooses 
the one which at the market rate of interest makes the present value of 
his capital the largest possible. 

5. What is borrowed at any time by some persons equals what is 
loaned at that time by other persons. 

6. What any person borrows at one time must be repaid by that 
person at another time with interest at the market rate. 


In general, the rate of interest is low, 
1. If people are by nature thrifty, farsighted, self-controlled, or thought- 
ful for the future welfare of their children, or 
2. If they have large or descending income streams. 
It is high, 
1. If people are shiftless, shortsighted, impulsive, selfish, or 
2. If they have small or ascending income-streams. 


Income from Capital 


RATIO OF INCOME TO CAPITAL.—Income is usually the joint product 
of labor and capital, these usually being complementary to each other, each 
helping to produce the joint product of both. 

The ratio of the value of income to the quantity of capital which it yields 
is termed rent. In other words, rent is the value of income yielded per 
physical unit of capital. Thus land may yield a “rent” of $10 per acre. 
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This is a broader conception of the word than is found in ordinary usage, 
since it includes implicit rent as well as explicit rent, or that named in a lease 
between landlord and tenant. 

Explicit rent is rent in the usual and strict sense of the word, the amount of 
income being stipulated. 

Implicit rent is a broader term, being equivalent to capitalists’ profits. 
The income is not stipulated and can only be appraised. 

If a landlord rents his land to a tenant for $1,000 a year, the rent is explicit; 
if, however, he works the land himself, the income earned is implicit rent. 
To state it, it is first necessary to appraise the crops, both which he sells and 
which he consumes. 

Explicit rent, being stipulated, is usually fixed and certain. 

Implicit rent, not being stipulated, is usually variable and uncertain. 


RENT OF LAND.—Rent of land, separate from that of buildings, is 
called ground rent. 

Land has two important peculiarities. First, the land in the world is 
fixed in quantity. Second, its different qualities cannot, in most cases, be 
as fully separated and classified as the different qualities of most other kinds 
of wealth. Consequently the price of land varies with each individual piece. 

Ilustration.—For given corn lands assume: 


1. That they are fixed in quantity. 

2. That they differ in quality or productivity by continuous gradation 
frora very fertile to very infertile lands, each fixed and invariable as to 
corn productivity and having no other product. 

3. That the cost of tilling each acre is likewise fixed and invariable, 
say $10. 

4. That the lands are substantially equal in accessibility. 


fe 
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Assume an island, Fig. 6, fulfilling the above conditions. Assume that 
the most fertile land is situated in the center and is capable of producing 25 
bushels of wheat per acre per year, while other lands are arranged around it 
spiral fashion in order of descending productivity. If a superabundance 
of 25-bushel-per-acre land exists, so that it can be had merely by occupancy, 
and there is no prospect that inferior grades will be needed, the land is value- 
less and yields no rent. Corn will have a price equal to its marginal desir- 
ability measured in money and also to its marginal cost measured in money. 
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Since by our assumption, this cost is fixed for each grade of land and is the 
same for every bushel, the price of corn is in this case simply equal to the 
marginal cost of producing the corn. 

If population increases so as to create a demand for corn which cannot be 
supplied from the most fertile land, some of the next grade, yielding 24 bushels 
per acre, will be used. This second-grade land will now be valueless but the 
first-grade land will have a value and yield rent, due to the rise in price of 
corn. The price will still be equal to marginal cost, but this now becomes 
the cost of producing a bushel on second-grade land. 

Since there cannot be two prices for the same article in the same market, 
the price of corn produced on the first-grade land must be the same as that 
produced on the second-grade land. Consequently, owners of first-grade 
land now have a crop worth more than the cost of producing it, and can, if 
they choose, obtain a rent for it equal to the excess, i.e., one bushel per acre. 

Each increase in population necessitating cultivating of lower grade of land 
gives a rental value to the next better grade and adds to that of all higher 
grades. In each case the rent of any grade of land is the difference between 
its productivity and that of the worst or marginal land occupied. 

Two important conclusions are: 


1. Price of corn is equal to its cost of production on the margin of 
cultivation. 

2. Ground rent of any land is the difference between productivity of 
that land and productivity of land on the margin of cultivation. 


Increase in value of land due to extension of cultivation to poorer areas is 
termed the unearned increment, because it is not due to the labor of the 
owner. 


MODIFYING FACTORS UNDER ACTUAL CONDITIONS.—In the 
actual world, 


1. Land is not absolutely fixed in quantity. 

2. Productivity of any piece of land is not fixed, but varies from time to 
time both in kind and in degree. 

3. Cost of tilling is not fixed, but varies with different land, and is 
influenced by the price of the product. 

4. Some lands are more distant to reach than others and their product 
more difficult to bring to market. 

5. Land is capable of more than one use, as corn-growing, and a change 
in price of corn may shift the use to which certain lands are put. 


The farther cultivation is extended to poorer lands, or the more intensively 
the same land is cultivated, the greater is marginal cost. This is called the 
law of diminishing returns. 


FOUR FORMS OF INCOME FROM CAPITAL.—Men receive income 
from capital in four forms, viz., interest, rent, dividends, and profits. If by 
rent we mean only explicit rent, and if by profits we mean implicit rent, then 
interest and rent represent explicit or assured income, whereas dividends 
and profits represent implicit or uncertain income. In case of interest and 
rent as thus understood, the income is free of business risk and regular. 
In case of dividends and profits, the recipient bears the business risk involved 
and receives an irregular income. 

In general, those whe assume risk may receive either more or less income 
than those who do not, and over long periods probably receive fluctuating 
instead of steady income. Also, on the average, risk takers probably receive 
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a larger income than those guaranteed against risk. Risks are assumed 
because of the hope of receiving a higher reward. 


AVOIDANCE OF RISK.—Risk is reduced in the following ways: 


1. Increasing our knowledge of the future. 

2. Employing safeguards against, mischances. 
3. Insurance. 

4, Speculative contracts, especially ‘‘ hedging.” 


1. Risk decreases with progress of knowledge. Many trade journals make 
it their chief aim to aid their readers to forecast the future. Government 
weather bureaus supply weather forecasts, and government reports of crop 
conditions are for the same purpose. Engineers and geologists forecast the 
probable output of mines. 

2. Safeguards are provided against shipwreck, fire explosion, burglary, etc. 

3. Insurance consists in consolidating risks. It does not decrease risks 
for society as a whole, but by pooling them it steadies individual incomes and 
spreads the burden of risk more evenly. 

4. Speculation, although dealing in chances, may be used to reduce chance. 
Short selling reduces risk to the vendee. Contractors reduce risk to a 
minimum by contracting for supplies in advance of the time when they will 
be needed, frequently with parties who do not yet have the goods and who 
therefore ‘‘sell short,’’ thus assuming the risk. Hedging is a method of 
shifting risks whereby a dealer is relieved of risk of change in price. Thus, 
if he buys grain in Chicago intending to ship it to New York, thus making a 
profit in form of ‘‘arbitrage’’ which arises as the result of different prices 
in different places, he mey find it desirable to protect himself against price 
changes during the period required to transport the grain. Hedging elimi- 
nates the time gain or loss but retains the place gain. It is speculation so 
arranged that if one loses in his regular business he wins in his speculation, 
or if he gains in his regular business he loses in his speculation. 


Income from Labor 


WAGES.—Income from labor is termed wages. Wages are explicit or 
implicit. Explicit wages are those actually paid to a hired person. Implicit 
wages are the earnings of a person who does not sell his services but enjoys 
them himself. Such a person is called an enterpriser. His earnings are 
enterpriser’s profits. 

A community’s income consists of rent and wages, each being subdivided 
into explicit and implicit classes. 

Therefore the four great branches of income are: explicit rent, explicit 
wages, implicit rent (capitalists’ profits), and implicit wages (enterprisers’ 
profits). 


COMMUNITY INCOME.—Practically, the income of a community is 
divisible into six main parts by separating out from rent, whether explicit 
or implicit, that part which is reckoned in terms of value of capital, i.e., 
that part which is interest, whether explicit or implicit. While it is true that 
all rent may be translated into interest, only part of rent is actually so 
expressed. Therefore there are in the modern world six great branches of 
income considered with reference to the source from which derived, viz., 
wages and enterprisers’ profits, rent and capitalists’ profits, interest and 
dividends. These may be arranged as follows: 
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Explicit Implicit 
4 Interest per cent Profits per cent (dividends) 
From Capital........... te per acre aA ‘per acre 
Inova 1b aor wene biG ken ale gis eas Wages per man Profits per man 


PRODUCTIVITY OF LABOR.—Men differ in productive power; some 
possessing a much greater earning power than others. They may be classi- 
fied as common manual laborers, skilled manual laborers, common mental 
workers, superintending workers, and enterprisers. 

The most inefficient workers correspond roughly to no-rent land in eco- 
nomic analysis. 

PECULIARITIES OF LABOR SUPPLY.—The peculiarities of wages as 
compared with rent result from the fact that laborers own themselves. These 
peculiarities lie in the supply curve. See Fig. 7. The supply curve of human 
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services ascends very rapidly and often ‘‘curls back,’’ due to the fact that a 
man’s desire for more money decreases rapidly with increased earnings. 
Beyond a certain point, the more he is paid, the less he will work. 

Curve SS’ \S’’ is the supply curve of work for a well-to-do man, with in- 
come from sources other than his work. Curve ss’ s/’ is that of a poor man 
who depends wholly on earnings. He cannot afford to be idle, and employ- 
ment is seldom voluntary. The minimum price necessary to induce him to 
work rather than become a tramp or beggar is represented in the diagram 
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by 0’s, or 10 cents an hour. Only a slight rise in price induces him to work a 
full day. Height of s’ is the price at which he works the greatest number of 
hours. Above this he prefers slightly shorter hours. 

If wages remain high and a workman has a low enough degree of impatience 
for income to enable him to accumulate savings, he becomes more indepen- 
dent and his supply curve ss’ 8s’ shifts in form towards that of the rich 
man’s curve SS’ 8S’. Consequently a higher minimum wage is necessary 
to induce the laborer to work and he is willing to work a smaller maximum 
number of hours. 

A second peculiarity is that the earnings of a laborer are seldom discounted 
to ascertain his capital value. Such appraisement is usually made only for 
sale purposes and laborers are not sold except under slavery. 

A third peculiarity is that wages are always reckoned as gross, never as 
net. The reason is that they are reckoned from the standpoint of the em- 
ployer who pays them, not of the laborer who receives them. 

A fourth peculiarity is that the supply of wage-earners differs from the 
supply of any other instrument. Workmen are not bred on commercial 
principles as are cattle, so that a rise in price of human services does not 
necessarily create a larger supply of laborers. 


DEMAND FOR LABOR.—The demand of employers for workmen’s ser- 
vices is generally analogous to their demand for services of other productive 
agents. The influence of sentiment has but little effect in altering it. Wages 
paid are the discounted future value of the laborer’s work. The rate of wages 
is equal to the marginal desirability of the laborer’s services measured in pres- 
ent money. It should be emphasized that the employer’s valuation is, (1) 
marginal, and (2) discounted. 

The employer pays for all workmen’s services on the basis of the services 
least desirable to him, just as one buying corn buys it all on the basis of the 
least desirable ton. At a given rate of wages he ‘‘buys labor” to the point 
where the last or marginal man’s work is barely worth the amount paid for 
it. This marginal unit is the barometer of wages. 

In saying that wages are the discounted value of future benefits derived 
by the employer, we refer to the same principle as is employed to determine 
benefits of land hired, viz., discounting its future yield in grain or other 
benefits. This requires taking into account the probable future product 
and the time before it will be available. The employer of labor must dis- 
count the expected value of the product of labor. 

A rise in the rate of interest, therefore, tends to lower the rate of wages 
because it lowers the discounted value of the final benefits derived from 
labor. A fall in interest rates has the opposite effect. The more remote 
are the ultimate benefits to which the work of the laborer leads, the more 
are wages influenced by a change in the interest rate. Also, a change in the 
interest rate diverts laborers from one employment to another. If the rate 
rises, labor is diverted from enterprises requiring much time to those yielding 
more immediate benefits. 

The rate of wages is such as makes supply and demand equal, i.e., “clears 
the market.” This means that unemployment tends to correct itself. When 
unemployment exists, the rate of wages tends to fall. This results in in- 
creased demand, which tends to absorb unemployment. In practice this 
equalization of supply and demand works itself out slowly. 


EFFICIENCY OF LABOR.—The laborer’s income depends both on the 
price he receives for each unit of work performed and on the number of units 
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turned out. His capacity to accomplish work is his efficiency. The greater 
his efficiency, the greater amount of income he receives. This is quite obvi- 
ous in case of implicit wages, where one works for oneself. It is less so in 
case of explicit wages, where one works for others. 

Efficiency of laborers can be increased in three ways: 


1. Improvement in physical and mental vitality. 
2. Improvement in trade education. 
3. Improvement in organization and division of labor. 


1. Some of these factors are matters of personal habit, others are matters 
of public health regulation. Still others are matters of working conditions. 
Use of alcoholic drinks and bad diet are matters of personal habit. Exposure 
to infectious diseases, housing conditions, and conditions under which one 
works, are matters largely of public health regulation. Hours of labor are 
an important consideration. 

2. Modern division of labor has reduced the need for long apprenticeship. 
It has consequently fallen into disuse. Technical training is, however, nec- 
essary. This has led to establishment of trade schools. 

3. Division of labor leads to great perfection of workmanship in a limited 
range of operations. It also makes possible the adaptation of work to the 
qualities and abilities of laborers, especially mental workers. Geographical 
division of labor, the concentration of industries where natural conditions 
are most favorable, is a factor in the efficiency of production. 
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SECTION 30 


FOREIGN EXCHANGE 


DEFINITION.—Foreign exchange applies to bills of exchange (see 
Form 1) in which drawer and drawee are residents of different countries. 
In the United States residents of different states are legally foreign but it 
is not customary to classify as foreign bills originating between them. 
Foreign exchange, more broadly, refers to all monetary and credit instru- 
ments employed in the settlement of international transactions. It covers 
bankers’ drafts, commercial bills, cable transfers, gold, silver, currency, 
money orders, travelers’ checks, bond coupons, and dividend and interest 
checks. 


FORE GAD New York City........March 1, 19—. 
isos j oe a ae abe ......0f this FIRST OF EXCHANGE 


(Second of the same tenor and date unpaid) pay to the order of...... Ourselves. . 


For value received and charge to account of 
To ENGLISH IMPORTER AMERICAN EXPORTER 


Liverpool, England New York City 


Form 1. Foreign Bill of Exchange. Drawn by an American firm against an 
English importer and payable 90 days after sight 


PAR OF EXCHANGE.—Par of exchange is the ratio of the intrinsic values 
of monetary units of two countries. Between countries having the same 
metallic standard, par of exchange is determined by dividing number of 
grains in the standard coin of one country into number of grains in the 
standard coin of the other country. The English sovereign contains 113.0016 
grains of pure gold: United States gold coins contain 23.22 grains of pure 
gold per dollar. The pound, therefore, contains 4.8665 times as much gold 
as the dollar, so that $4.8665 is the par of exchange between these countries. 
Par of exchange between the United States and France is 19.3 cents. Between 
countries on the same metallic standard par of exchange remains a constant 
until the content of pure metal in the monetary standard is changed. 

In two countries on a gold and a silver basis, respectively, the two pars 
of exchange, silver and gold, cannot be determined by applying the laws 
of arithmetic to the relative weights of the two standard coins. Reference 

. must be made to market prices of the two kinds of bullion, silver in one 
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country and gold in the other. Thus the Shanghai tael, one of several 
principal Chinese monetary units, contains 516.4058 grains of fine silver. 
With market price of silver in New York at 60 cents per five ounces (480 
grains), the silver par of exchange between the United States and Shanghai 


‘ 16.4058 2 ; 
is $0.646 (ao 00 cents). But when price of silver advances to 90 


cents per 5 ounces, the new par of exchange is $0.968. Because market price 
of silver in terms of gold money is continually changing, the silver par of 
exchange is not fixed but varies with each fluctuation in the silver bullion 
market. The same is true of the gold par which is equivalent to the price 
of gold in Shanghai. 


MAINTAINING BANK BALANCES AT FOREIGN EXCHANGE 
CENTERS.—At London, New York, Paris, Berlin, Yokohama, and other 
cities, foreign exchange is dealt in on a large scale. International bankers 
maintain deposit balances with their correspondents in such cities. These 
deposit balances are built up by buying from local merchants or bankers, 
drafts, cable transfers, or other credit instruments for remittance abroad, 
and are drawn against when drafts, cable transfers, or other credit instru- 
ments are sold to local merchants or local bankers who wish to remit funds 
abroad. 

Illustration. Exporter & Co., New York, sell merchandise, £40,000, to 
Importer & Co., London. Having made shipment, Exporter & Co., in 
accordance with terms agreed upon, draw a sight bill (i.e., payable immedi- 
ately on presentation to drawee), for £40,000 on Importer & Co., or on 
latter’s London bank. ‘This draft is then offered to a New York banker 
who buys it at the market rate for this class of bills and immediately forwards 
it to a London correspondent. London correspondent effects collection of 
the item, and places proceeds to credit of the New York banker. 

With a credit in London, the New York banker can sell drafts, or the 
right to draw them, against this deposit balance, to customers who wish to 
send funds abroad. Suppose that an importing house in New York has 
purchased some jute in Calcutta and has made necessary arrangements 
with New York banker already mentioned, to finance the transaction by 
means of sterling drafts. The New York banker informs his London cor- 
respondent that the Calcutta merchant has been authorized to draw bills 
under certain specified conditions against the New York banker’s London 
balance. The Calcutta merchant is able to convert his bills into cash immedi- 
ately by selling them to his local banker in India. 

Thus the more essential operations of the foreign exchange department of 
a bank are: purchase of bills of exchange, their deposit with correspondent 
bankers abroad, and against the credit thus established, the sale of either 
the right to draw or drafts drawn by the bank. The banker, in buying and 
selling foreign exchange, does much the same as the merchant who deals 
in commodities. As the merchant handling staples can negotiate trans- 
actions involving hedging, futures, or options, so the foreign exchange trader 
employs these devices to insure himself against risk and to cover his position 
in the market. 


FLUCTUATIONS OF RATES.—Fluctuations in exchange rates are due 
to forces operating through demand and supply channels and in this respect 
are subject to same influences as price movements for any commodity. 
If the United States sells goods abroad or in some other way becomes a 
creditor of a foreign country, ordinarily bills of exchange drawn against 
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such shipments of merchandise are offered by our exporters to American 
banks. In autumn when we export much grain and cotton, the increased 
supply of bills of exchange causes exchange rates on England, France, Ger- 
many, and other European countries to reach normal low level for the year. 
In winter and spring, when our exports are not ordinarily as heavy, exchange 
rates on foreign points tend to stiffen. Besides merchandise exports, the 
other chief items which increase the supply of bills of exchange and so tend 
to cause rates to become easier are: sale to foreigners of securities held in 
this country, payment of interest and dividends on foreign securities held 
here, foreign travelers in the United States, ocean transportation in Ameri- 
can ships for merchants abroad, and remittance by European insurance 
companies to beneficiaries in United States. Similarly, besides merchandise 
imports, chief sources of demand for foreign bills of exchange are: purchase 
by Americans of securities held abroad, flotation of foreign loans in this 
country, payment for ocean freight by American exporters to foreign ship- 
ping companies, insurance premiums paid to European underwriters, and 
expenditures by American travelers abroad. 


GOLD POINTS.—Between two countries on a gold basis, movements of 
exchange rates are restricted to fairly well-defined limits. These limits are 
called the upper and lower gold points. When exchange rates reach either 
limit, gold shipments take place and check the further rise or fall in rates. 
Before the World War, when Great Britain was on a gold standard and 
specie payments were not suspended, sterling rates did not depart from par 
by more than 2 or 3 cents, the cost of shipping gold equivalent to one pound 
between New York and London. Whenever sterling rates reached the upper 
gold limit, an American banker who had a debt of one pound to meet in 
Great Britain would buy, in this country, $4.8665 of gold for shipment 
abroad at his own expense. It was thus advantageous to send gold rather 
than buy sterling exchange at a price which exceeded par by more than the 
shipping costs of sending gold. In like manner, a holder of a sterling demand 
draft would not sell it for any sum less than the equivalent in United States 
money of the sum due in England after deducting cost of sending gold to 
this country, because with the British gold the American could obtain at 
the mint or in the market our money at the rate of $4.8665 for one sovereign. 
The upper and lower gold points are not absolute but vary slightly from 
time to time as shipping costs decrease or increase. 


DEPRECIATED PAPER MONEY AND EXCHANGE RATES.— When the 
principal European countries took steps, shortly after outbreak of war in 
1914, to protect their gold reserves, irredeemable paper money soon became 
the circulating medium. The stabilizing influence on exchange rates of 
unrestricted gold shipments no longer prevailed. Par of exchange had less 
significance in relation to actual rates as the,different countries departed 
farther from their gold bases, 

Paper money is in essence a promise to pay bearer, on demand, basic or 
standard money. Basic or standard money in the United States and Europe 
is a piece of gold of a certain weight and fineness bearing stamp of the issuing 
government. When a nation suspends its promise to pay, on demand, gold 
for paper money, the two cease to remain at parity. Gold disappears 
from circulation because every one elects to pay his debts in cheaper paper 
money. When gold money passes hands, it commands a premium in terms 
of the depreciated currency. The premium is large if it is expected that a 
long time will elapse before specie payments are resumed. Quantity of 
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paper money outstanding and economic condition of the country are impor- 
tant factors affecting exchange rates under these circumstances. 

Depreciated paper money not only causes exchange rates to become 
speculative and fluctuate over a very wide area, but also makes commercially 
possible gold shipments under conditions that might seem contrary to the 
principles connected with the upper and lower gold points. Thus with 
sterling exchange at $4.50 in New York, it might seem unprofitable to ship 
gold to London; it would be if England were not on an irredeemable paper 
basis. But as long as England is on a paper basis, gold commands a pre- 
mium in terms of paper and is bought and sold in the market like any other 
commodity. Therefore, if price of gold advances sufficiently in England 
it may pay to export it from here just as wheat is exported. 

Exchange rates on Europe will not return to par until European countries 
make their paper money redeemable in gold at face value. Even if unfavor- 
able trade balances against European countries were wiped out, their moneys 
in the foreign exchanges would remain depreciated in some measure com- 
parable to the extent to which their currency is depreciated internally. 


PEGGING EXCHANGE.—On certain occasions exchange rates are not 
determined solely by commercial and banking factors. Particularly during 
wars nations interfere with the free operation of the law of supply and demand 
and artificially influence gold movements, interest rates, exchange rates, 
and certain prices. During the Great War English, French, and Italian 
exchanges were ‘‘pegged,’” or fixed by agreement, at a point somewhat 
below par, called the ‘‘war par.”” The British government maintained the 
sterling cable rate in New York at $4.76% 6 from Jan. 1916, to Mar. 1919. 
This the British government effected by instructing its fiscal agents in this 
country to buy sterling cables offered for sale at the pegged rate. To create 
funds to make such purchases money was borrowed from the Treasury of 
the United States. When the plan was suspended in Mar. 1919, a sharp 
prolonged decline in sterling followed. 


TYPES OF EXCHANGE—SPOTS AND FUTURES.—Exchange, like 
commodities, may be bought and sold for “‘spot,’’ or “future”’ delivery. 
In the first case the buyer obtains his exchange immediately. In the 
second he contracts to receive it at some specified date in advance. To 
illustrate use of futures in exchange, suppose that in December a Boston 
exporter accepts an order for a shipment of leather amounting to 800,000 
francs for delivery in Paris before the following Feb. 20. To protect himself 
from a. speculative loss due to a decline in French exchange, the Boston 
exporter contracts in December to sell to his local banker the 60-day sight 
draft to be drawn at time of shipment. Assume that the future rate agreed 
upon is 8 cents per franc. With the price for his draft thus definitely fixed, 
the American merchant can proceed with certainty because no matter which 
way the exchange rates move his profit will remain the same. To be sure, 
he shuts out the possibility of speculative profit due to an increase in rate 
for francs. In February when the leather is ready for shipment, the Boston 
exporter draws his 60-day sight draft and delivers it to his banker as agreed. 
At 8 cents per france the sum received is $64,000 which produces the antici- 
pated profit from the transaction. ‘ 

In like manner an importer can protect himself from losses from exchange 
risks. Mr. T. Merchant purchases tea from China and expects to make 
remittance with a sterling draft of £15,000 at end of 90 days. In the 
meantime, perhaps before cargo arrives, he sells to a retail house 5 of total 
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shipment. At this time sterling demand drafts for spot delivery sell at 
$4.60. Mr. T. Merchant, in quoting his price to the retailer, fixes it in 
reference to the $4.60 sterling rate, allowing for handling costs and a margin 
of profit on the sale. Wishing to insure his merchandise profit on the trans- 
action, Mr. T. Merchant immediately arranges at his bank for the purchase 
of £1,000 of sterling exchange for delivery some 90 days hence, when he will 
be required to remit £15,000 covering total cargo. The bank may quote 
its customer a rate slightly above spot rate for demand drafts, say, $4.608. 
Subsequently the importer makes other sales, fixing his wholesale price in 
each case in reference to the sterling demand rate, and at same time arrang- 
ing with his bank for purchase of future exchange. When total eargo is 
sold, Mr. T. Merchant realizes his anticipated merchandise profit. It 
does not matter to him whether sterling rates advance to $4.80 or decline 
to $4.00. At the appointed time he secures from his banker at previously 
agreed rates the £15,000 demand draft, the amount necessary to pay pur- 
chase price of tea. 

To avoid gambling in foreign exchange the bank follows a policy of com- 
pensating purchase and sale of bills. Exchange bought for future delivery 
ultimately provides funds abroad to cover exchange sold for future delivery. 
It is hardly to be expected that sales and purchases of futures can be made 
to match without ingenuity and alertness on the part of the foreign exchange 
trader. Interbank transactions offer the most important means by which 
a trader can cover his own position in the market. Whereas one bank may 
be long on futures, i.e., overbought, another may be short, i.e., oversold. 
Thus it is mutually advantageous for one bank to buy from the other. In 
transactions of this kind it is common for banks to swap bills. For example, 
if, in February, Bank A has too many April bills and too few May bills, 
whereas Bank B has the reverse situation, it is mutually desirable for Bank 
A to swap its surplus of April bills for Bank B’s surplus of May bills. 

SIX TYPES OF EXCHANGE.—Spot and future exchange may be further 
classified according to when the item calls for payment by the drawee, as: 
(a) cable transfers, (b) demand drafts, and (c) time drafts. Therefore 
from this point of view we have six types of exchange: 


1. Spot cable transfers 4. Future cable transfers 
2. Spot demand exchange 5. Future demand exchange 
3. Spot time exchange 6. Future time exchange 


A cable transfer is in effect a draft, payable immediately upon presenta- 
tion to drawee, which is sent by telegraph. It is used when the saving of 
time is of prime importance. Cable transfers command a higher price than 
demand drafts because the selling banker’s foreign balance is drawn upon 
almost immediately, whereas in case of a demand draft no such effect takes 
place until the required mailing time between the two cities has elapsed. 

A demand draft or sight bill is a written order calling for payment of funds 
by drawee immediately upon presentation. It is forwarded through the mail. 
There is no occasion for formal acceptance by drawee as is necessary for a 
time bill; the item is either paid or dishonored as soon as presented to the 
party on whom it is drawn. 

A time bill is a written order calling for payment of funds at a fixed or 
determinable future date after the item has been drawn or has been formally 
accepted by drawee. It is forwarded through the mail. Time bills may be 
drawn payable so many days ‘‘after date,’ i.e., after being made out by 
drawer; or they may be drawn payable so many days “‘after sight,’’ that 
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is, after formal acceptance by drawee. In foreign exchange most time bills 
are drawn payable after sight; this makes it necessary for holder to mail 
them promptly to fix the maturity date early as possible and thus avoid 
interest losses. The longer a time bill has to run, the smaller its present 
value and therefore the lower its rate in the market. The reasonableness 
of this becomes evident when we consider the negotiating banker to whom 
a time bill has been offered by an exporter. The banker in quoting his 
price must be governed by the proceeds he expects to realize upon the item 
from a foreign correspondent. If the bill has 90 days to run, discount 
charges to be deducted by foreign correspondent are greater than if maturity 
date is only 30 days hence. 


SPREAD IN RATES.—In the market at a given moment rates for differ- 
ent types of exchange tend to parity with each other when account is taken 
of the factor interest. Cable transfers command the highest rate, demand 
drafts the next highest, while time drafts are lowest of the three types of 
exchange. The spread or difference in rates between types is a function of 
time and interest, with an occasional minor disturbing factor entering into 
the equation. If for any reason rates do not conform to a parity relation, 
opportunity is offered exchange traders to make a profit until the situation 
is corrected. Suppose time bills are relatively low as compared with demand 
bills. This makes it profitable for a trader to buy time bills, remit them to 
foreign correspondents for credit, and at same time sell in this country demand 
drafts against the anticipated proceeds. Again, if demand drafts are rela- 
tively high as compared with the cable transfer rate, a trader can realize 
a profit by purchasing cables and selling against the proceeds abroad demand 
exchange in the United States. 

The higher the discount rate abroad, the greater is the spread between the 
different types of exchange. This is due to the fact that a banker in buying 
a bill of exchange must quote his rate primarily upon the basis of what 
he expects to obtain as proceeds abroad. Therefore, the lower the foreign 
discount rate, the more nearly the rates for time bills, demand bills, and 
cable transfers approach each other. 

Spot and future exchange of a given type are subject to the same market 
influences and tend to follow a consistent trend. In this respect the situa- 
tion is no different than for spot and futures in the commodity market. 
The anticipation in April that franc drafts drawn the following August . 
will be higher causes the April rate to strengthen, and vice versa. Purchase 
or sale of spots can always be postponed and futures can be dealt in at present; 
thus.competition ties the two together. 


RELATIONSHIP OF EXCHANGE RATES IN TWO MARKETS.—Com- 
petition causes exchange rates between two markets to maintain a consistent 
relationship. The situation is very much the same as that which arises 
when traders in cotton, grain, wool, or other commodities, noticing a dis- 
crepancy in prices in two cities, buy in one for immediate sale in the other. 
To illustrate: when exchange on Paris is at a discount in New York, dollar 
exchange is at a corresponding premium in Paris. Expressed more con- 
eretely, when france cable transfers are quoted at 8 cents in New York, a 
dollar draft ordinarily costs 12.50 francs in Paris ($1+8). Assume that the 
rate in Paris advances to 13 francs without a corresponding change in New 
York. Although on a market subject to violent fluctuations foreign exchange 
traders may consider the risks too great to warrant trying for a profit, never- 
theless any such condition as the one under consideration is only temporary. 
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A New York foreign exchange trader cables his Paris correspondent to sell 
dollar cables on New York in the Paris market. At the rate of 13 francs 
for a dollar, $10,000 would place 130,000 franes to the credit of the New 
York banker in Paris. At the same time the New York banker sells franc 
cables in this country at the rate of 8 cents. Therefore, 130,000 franes would 
yield $10,400, or a profit, before allowing for incidental expenses, of $400 on 
the original $10,000 paid by the New York banker for cables drawn against 
him. The result of this transaction and similar ones is a tendency to correct 
the discrepancy in rates through increasing the supply of dollar cables 
in Paris and frane cables in New York. In the first part of the above 
illustration the same results are obtained if the New York banker brings 
cables for remittance to his Paris correspondent instead of instructing latter 
to sell cables on New York. 


TRIANGULAR ARBITRAGE.— Arbitrage in exchange consists essentially 
of buying exchange in one place at a low rate and selling it simultaneously 
in another place at a profit. Triangular arbitrage means operating between 
three markets for the purpose of making a profit due to lack of consistency 
in rates between the points in question. Arbitrage transactions require 
rapid action on the part of the foreign exchange trader and so are almost 
entirely confined to cable transfers. 

Suppose that on a certain date cable transfer rates between New York, 
London, and Paris are quoted as below: 


1. Sterling cables in New York, $4.60. 
2. Cable transfers in New York on Paris, 8 cents. 
3. London cables on Paris, 58.35 francs. 


A foreign exchange trader in New York purchases a cable transfer for 
£10,000, paying $46,000, and at the same time instructs his London corre- 
spondent to purchase with this amount of sterling franc cables in the London 
market. At 58.35 francs per pound, £10,000 will purchase 583,500 francs 
for remittance to a Paris correspondent. The New York banker now 
proceeds to sell cables against his credit in Paris, and at the rate of 8 cents 
per france will realize $46,680. But since he started by purchasing £10,000 
at a cost of $46,000, he has made a profit of $680 before allowing for cable 
charges, commission, and incidental expenses. The possibility of continuing 
to make a profit of this kind tends to be quickly corrected by the very trans- 
action itself; the supply of the dearer exchange is increased and the demand 
for the cheaper exchange is also increased. 


FINANCING IMPORTS AND EXPORTS.—The bulk of imports and 
exports are financed by means of bank drafts drawn under commercial 
letters of credit. A commercial letter of credit is a statement of authoriza- 
tion and undertaking by the issuing bank, naming the conditions under 
which the beneficiary (exporter) may draw drafts against the bank or its 
correspondent. One of the chief purposes which a letter of credit serves is 
to enable the exporter to find a ready market for his bills which will be drawn 
on a bank whose standing is known instead of on a merchant who is not 
widely known. By means of a letter of credit, an importer can readily 
obtain goods from foreign merchants who cannot be expected to know or 
rely upon his business standing. Furthermore, purchases can be safely 
made where the exporter requires cash at time of shipment. By the system 
of letters of credit the importer is enabled to finance the transaction by bor- 
rowing funds ultimately from the world’s monetary centers at the compara- 
tively low rates of interest regularly prevailing there. 
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To point out the main steps in financing an importation: Importer & 
Co. of New York arrange with their bank, the Prosperity Trust Co., to open 
a 90 days’ credit in favor of Exporter & Co., of Rio de Janeiro. The trans- 
action involves a purchase of coffee amounting to $12,000. After receiving 
the New York bank’s letter of credit authorizing drafts under certain stipu- 
lated conditions, the Brazilian export house, already having secured cargo 
space, makes shipment. At the same time it draws on the New York bank. 
a 90-day sight bill for the purchase price of the coffee. To the draft are 
attached the ocean bill of lading, commercial invoice, consular invoice, and 
other shipping papers. The draft is then turned over by Exporter & Co. 
to their local bank which either discounts the item or receives it for collection. 
Draft and documents are immediately forwarded to the Brazilian bank’s 
New York correspondent which gets in touch with the drawee, the Pros- 
perity Trust Co. Upon acceptance of the draft, the documents, but not 
the draft, are surrendered to the Prosperity Trust Co., and the latter notifies 
its customer, Importer & Co. Before being able to obtain the cargo from 
the steamship company, Importer & Co. will need possession of the bill of 
lading calling for the delivery of the coffee. In order to protect its interests 
the Prosperity Trust Co. requires Importer & Co. to sign a trust receipt in 
return for obtaining the bill of lading. Trust receipts vary in form and 
terms but in general specify that title to the goods rests with the bank to 
which the proceeds of the sale must be given until the debt is settled. It 
is not customary, however, for a bank to insist rigidly upon the terms of the 
contract, unless there is danger that the customer will not be able to meet 
his obligations. At the end of 90 days the Prosperity Trust Co. will look 
to Importer & Co. for funds to cover the maturing draft, and also for the 
usual or agreed-upon commission of, say $%, figured on the amount of the 
letter of credit. 


DOCUMENTARY INSTRUCTIONS.— When drafts have attached bills 
of lading or other shipping papers they are known as “documentary” bills, 
whereas if no such papers are attached they are called ‘‘olean”’ bills. The 
shipping papers of a documentary bill include, in addition to the bill of lading, 
insurance policies, consular invoices, certificate of origin, certificates of 
inspection, and similar papers, according to the character and destination 
of the shipment. Most important of these papers is the bill of lading which 
carries title to the merchandise, the sale of which the draft represents. The 
importer, who is the drawer of a documentary bill, has the right in any 
event to receive attached bill of lading and other papers when he makes 
payment. However, he may be treated more liberally. Shipping docu- 
ments may be handed to him for his mere acceptance of the draft. The 
disposition to be made of .the shipping papers by the negotiating banker is 
indicated by the documentary instructions accompanying the draft. These 
instructions may be: 


1. Documents for payment (D. P.) 
2. Documents for acceptance (D. A.) 
3. Documents for delivery (D. D.) 


Of the three types of instructions, ‘‘documents for payment”’ give holder 
the greatest security because he retains possession of the collateral until 
payment has been made by the foreign importer. These are the usual 
instructions when the draft is drawn on a merchant. In the event of such 
a draft being a time bill, the importer becomes entitled to a rebate of interest 
for taking up the item before maturity. When the drawee of the draft is a 
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bank, the terms are never ‘‘documents for payment,” but rather ‘“‘documents 
for acceptance”’ or perhaps ‘‘documents for delivery.’’ Drafts drawn with 
the instructions ‘‘documents for delivery”’ are exceptional. Instructions of 
this third class confer authority upon the agent of the exporter to surrender 
bill of lading and other shipping papers even before acceptance is made. 


Accounting Procedure 


COMMERCIAL LETTERS OF CREDIT.—These are instruments by 
which exporters are authorized to draw their drafts against banks, for the 
account of importers. (See Form 2.) The bank accounting procedure 
required depends upon: (a) whether or not the drafts are to be drawn in 
the currency of the exporter, (b) the method of notifying the beneficiary of 
the existence of the credit, (c) how the foreign accepting bank is reimbursed. 


Credit No..... 5388.... 
PROSPERITY TRUST COMPANY 


Forrign DEPARTMENT 
For $12,000—U. S. C. 


New York City,...... March 10, 1923. 
EXPORTER AND COMPANY 
Rio de Janeiro, Brazil 


Dear Sirs: 

At the request of...... Importer and Company, New York Oj ies we hereby 
authorize you to value on Prosperity Trust Company, by your -dragts, at...) 
three (3) months...... sight for any sum or sums not exceeding a total of...... 


Twelve Thousand Dollars...... accompanied by commercial invoice, consular in- 
voice, bills of lading representing.......... shipmenteotes ae coffee from Rio de 


eer, 2 marine, to be effected by shippers. 


Bills of lading for such shipments must be drawn to the order of Prosperity 
Trust Company unless otherwise specified in this credit. 


A copy of the consular invoice and one bill of lading must be sent by the bank or 


bankers negotiating drafts, direct to the Prosperity Trust Company, New York 
City) UPS A. - 


The amount of each draft negotiated together with the date of negotiation must 
be endorsed hereon. 


We hereby agree with bona fide holders that all drafts drawn by virtue of this 
credit, and in accordance with the above stipulated terms, shall be honored upon 
presentation at Prosperity Trust Company if drawn and negotiated on or before 
bo hat June 10, 1923. 


N.B. All drafts drawn under this credit PROSPERITY TRUST COMPANY 
must bear clause “drawn under 
Prosperity Trust Company Let- 
ter of Credit No. 538 dated New 
Morki@ity.. \1agy 


Form 2. Import Letter of Credit (Dollars) 
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For convenience the importer’s bank which arranges for the granting of the 
credit to the exporter is referred to as, the “‘opening” bank. By “notify- 
ing” bank is meant the institution which advises the beneficiary of the 
granting of the credit. In some cases one bank may perform both functions. 

If the drafts are to be drawn in terms of the money of importer’s country, 
the opening bank issues a letter of credit on itself which is probably trans- 
mitted directly to the exporter either by the bank or by the importer. The 
bank may choose, however, to have a foreign correspondent notify the 
beneficiary. In the latter case the notifying bank simply forwards the 
instructions; no credit relations are involved and therefore the transmission 
of such advice calls for no accounting debits or credits for either bank. 
If notifying bank, or some other institution located in beneficiary’s vicinity, 
voluntarily, and not at request of opening bank, purchases beneficiary’s 
draft, accounting transactions are required. As drawer of the draft the 
beneficiary is contingently liable to purchasing bank. The transaction in 
this respect involves same accounting procedure as a domestic bank discount 
or loan. Opening bank now becomes liable to purchasing bank as a holder 
of the draft, but no accounting record is necessary until the item is presented 
to drawee (opening bank) for payment. 

When the letter of credit specifies that the drafts are to be drawn in the 
currency of beneficiary’s country, a foreign correspondent is requested to 
pay the drafts of which it is customarily the drawee. Opening bank probably 
has a deposit balance with the foreign correspondent. The latter simply 
makes its charges against this account. The American bank in turn credits 
its account with the foreign bank; this credit is offset by a debit to the 
customer’s account or by funds received from him. In case no accounts 
with foreign correspondent exists, or the opening bank prefers not to have 
this account debited, foreign correspondent may reimburse itself by drawing 
a draft either on the opening bank or on another correspondent bank with 
which the opening bank maintains a balance. 

In handling commercial letters of credit the important accounts which 
a foreign exchange department of a typical bank must keep are as follows: 

(a) Customers’ Liability under Commercial Credits—Asset Account.— 
Represents the amount of cover which customers must furnish the bank to 
meet drafts drawn under credits issued at request of such customers. This 
account is debited for drafts which the bank itself accepts or when foreign 
banks advise that they have accepted drafts. Credits to this account are 
made for payments received from customers. 

(b) Our Acceptances under Commercial Credits—Liability Account.— 
Shows amount of drafts accepted by bank itself; it is credited when accep- 
tances are made and debited when they are paid. 

(c) Acceptances of Foreign Banks under Commercial Credits—Liability 
Accounts, Similar to (b).—Represents liability of bank to provide funds to 
cover acceptances made by foreign correspondents at bank’s request under 
letters of credit. The account is credited upon advice from abroad that 
acceptance has been made. It is debited at maturity of draft or before 
that time if payment is made in advance. Offsetting credit is the account 
of the foreign bank. 

(d) Commissions—Revenue Account.—Commissions earned under com- 
mercial credits are credited to this account. Debits are made for adjustments 
and closing entries. 

(e) Commercial Letters of Credit Issued (Foreign Currency)—Contingent 
Liability Account.—The face value of each commercial credit issued in foreign 


1416 FOREIGN EXCHANGE [Sec. 30 


currency is converted into United States money at a predetermined or an 
arbitrary rate and resulting figure, is credited to this account. It shows 
contingent liability of the bank to meet total amount of drafts, drafts not 
yet drawn but which foreign beneficiaries are entitled to draw under out- 
standing letters of credit. Debits are made to this account upon advice of 
acceptance by foreign banks, which act changes the contingent liability to 
areal one. Debits are also made to take care of canceled or expired credits. 

(f) Commercial Letters of Credit Issued (Dollars)—Contingent Liability 
Account.—This account is similar to (e) and represents contingent liability 
for drafts which have not yet been drawn but which beneficiaries are entitled 
to draw on this bank under dollar letters of credit. Debits are made to this 
account when drafts are accepted and the contingent liability thereby becomes 
real. Debits are also recorded when credits have expired or are canceled. 


FOREIGN BRANCH ACCOUNTING.—Exchange rates on nearly every 
gold standard country (this includes most important commercial nations) 
prior to the Great War fluctuated within very narrow limits. Foreign 
branch accounting was then a comparatively simple matter. Par rates or 
a figure close to that point was used to convert foreign currencies into dollars. 
Any difference between the rates so used and the actual market rate was 
unimportant, being taken care of in the Profit and Loss account on books 
of home office. Although some concerns still adhere to the old policy of 
conversion, the results are misleading. Both sales and expenses for the 
foreign branch are overstated. 

From the point of view of the home office the accounting problem centers 
about the consolidated balance sheet and profit and loss statement. The 
accounting principles and procedure applying in this country to transactions 
between a concern and a domestic branch are not altered when branch is 
located abroad. Only the details vary to some extent, depending upon 
method of invoicing and manner of making remittance. In an illustrative 
case home office ships goods to foreign branch, charging latter at same 
prices which would be quoted to an independent dealer. When remittances 
are received from abroad the foreign branch account at home office is credited 
for invoice price of goods thus paid for. If remittance includes a profit on 
sale of goods, home office also credits Profit and Loss account. If a loss 
results, a debit is made to same account. 

When consolidated statements are prepared by home office, figures on 
books of foreign branch should as a rule be converted into dollars at rate 
of exchange effective on last day of period. This assumes that exchange 
rates have not returned to their pre-war levels. An exception to the above 
rule may be desirable in converting the value of fixed assets of foreign 
branch. If this item is a comparatively large one and exchange rates have 
depreciated heavily since such investments were made, it is best accounting 
practice to convert the values either on the basis of actual rates or of average 
monthly rate at time fixed assets were puréhased. These assets will be 
serviceable for a number of years; their value for this purpose is not depen- 
dent upon current fluctuations in exchange. Same treatment should be 
given to corresponding depreciation reserves. Reserves should also be 
set up on consolidated balance sheet to provide for difference between cost 
of merchandise to home office and price at which it was invoiced to foreign 
branch. Adjustment reserves of this kind should be figured on basis of 
exchange rate used to convert merchandise. 

For illustration of foreign exchange accounting see section on ‘‘ Account- 
ing Principles.” 
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PURCHASE OF TIME BILLS.— Purchasing of 30, 60, or 90-day time drafts 
or acceptances is a common type of bank transaction. The bills are immedi- 
ately forwarded to a foreign correspondent either for rediscount or to be 
held until maturity. At the time of purchase the American bank debits 
Advances on Time Bills, or an account with some such appropriate title, 
and credits Cash, and Purchase Discounts on Time Bills. Whether the 
bills are sent abroad for rediscount or to be held until maturity, foreign 
correspondent in either case credits in foreign currency the American bank’s 
deposit account for the proceeds. A letter of advice is also sent to the 
American bank, which thereupon debits the account with its foreign cor- 
espondent. The debit is shown both in foreign currency and in dollars 
converted at market rate at time of collection or discount. 


EXCHANGE SALES.— When a bank sells to a customer, or to another 
bank, drafts or cables on a foreign correspondent, Accounts Receivable or 
Exchange Sales is debited and the account with the foreign correspondent 
is credited. The handling of charges to the customer for brokerage com- 
missions and cable costs follows the regular routine of general accounting. 
Exchange Sales is debited, not credited, at time of sale. This is because 
Exchange Sales represents the amount due the bank. It is the practice for 
sales of drafts or cables to be paid immediately or within a few days. 
Exchange Sales is, therefore, not only a controlling account, but also in effect 
a clearing account. When payments are received, the bank debits Cash 
and credits Exchange Sales. 

POSITION SHEETS.—One of the most important routine duties of the 
foreign exchange department is recording the ‘‘position” of the purchases 
and sales of exchange and commitments for the future. Position records 
are kept so that the trader can tell at a glance not only where and how 
much funds the bank has abroad, but also what these foreign balances will 
be as a result of items in transit and future contracts which have been entered 
into. 

A sight position sheet is arranged to show in advance the amount of 
foreign funds available for drawing sight or time drafts upon arrival abroad 
of the next mail steamer; the calculations do not include purchases or sales 
of exchange that will take place while vessel is en route. To determine 
sight position at beginning of any day, add to the cable balance at end of 
previous day those bills purchased and those drafts sold which will go 
forward on the steamer under consideration, also any previously purchased 
bills which the foreign correspondent has been instructed to hold until 
maturity and which become due on that day. 

A cable position sheet shows the bank’s balances abroad available for cable 
sales. Separate data are kept for each foreign correspondent, indicating 
amount of the deposit and the different dates on which the funds become 
available. Opposite each correspondent’s name appears in the first column the 
cable transfer balance for a given day. In the next column is shown the net 
debits or credits which will affect the balance on the succeeding day. The 
debits are found by adding to the cable transfers sold calling for payment 
on that day, draft advices and other debit items due to arrive abroad that 
day, also amounts to meet maturing drafts drawn under commercial letters 
of credit. The credits are computed by adding all the bank’s payments 
and remittances, whether by bought transfers, cable, or otherwise, that 
will be received by the foreign correspondent on that day. Similarly the 
cable position can be determined for as many succeeding days as desired. 
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ACCOUNTING PRINCIPLES 


Fundamentals 


DEBIT AND CREDIT.—The rules for debits and credits are as follows: 


1. Debit wealth received by us. 

2. Debit expenses incurred by us. 
3. Debit losses incurred by us. 

4. Credit wealth surrendered by us. 
5. Credit debts incurred by us. 

6. Credit profits made by us. 


Debit and Credit Rules Illustrated.—These rules are illustrated by the fol- 


lowing examples: 


Purchases (wealth received—Rule 1).................- 
Anson Company (debt incurred—Rule 5)........ 


For purchase of goods on credit. 


Cash (wealth received—Rule 1).......6.....0 ccc eue, 
Sales (wealth surrendered—Rule 4)............. 
Profit and Loss (profit made—Rule 6)........... 

For sale of goods, profit being shown separately. 
Gash-Gwealth recetved—Rule 1).5).......-.----5-2--- 
Profit and Loss (loss incurred—Rule 3).......... 
Sales (wealth surrendered—Rule 4)............. 


For sale of goods, loss being shown separately. 


Profit and Loss (loss incurred—Rule 3)..........-...5. 
Purchases (wealth surrendered—Rule 4)......... 


Record loss of goods due to fire. 


James Thompson (wealth received—Rule 1)............ 
Sales (wealth surrendered—Rule 4)............. 
Profit and Loss (profits made—Rule 6).......... 


Record sale and profit made thereon. 


Profit and Loss (expense incurred—Rule 2)............ 
Cash (wealth surrendered))... ..,.00..06..--+..5-- 


For payment of rent expense. 


.... $200 


Bs of BaD 


20 


.... $300 


$500 


$180 
20 


$ 30 


In the above illustrations the profit and loss element is separated from 
sales to bring out the differentiation which, in practice, is made at the end 


of the accounting period. 


APPLICATION OF DEBIT AND CREDIT TO ASSET AND LIABILITY 
ACCOUNTS.—A set-up of a few accounts is given below, and such entries 


as are more frequently used are given. 
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The cash account is outlined below: 


Cash 


Debit: For amount of cash on hand | Credit: For all disbursements or 
at beginning. outgoing items. 
For all receipts or incoming items. 


The transactions with cash are self-explanatory, and the balance represents 
an asset. 
Accounts receivable accounts are outlined below: 


(NAME oF CUSTOMER) 


Debit: For amount he owes us at | Credit: For money he pays us on | 


beginning. account. 
For goods sold to him on account. For notes he gives us on account. 
For goods he returns to us. 
For discount we give him. 
For claims we allow him. 


The balance of this account is an asset, representing what the customer owes us 
Fixed asset accounts are set up according to the following outline: 


(Name or Account) 


Debit: For full cost to the business | Credit: For sale or loss, at cost price. 
in position ready for use. 


The charge to this account should include all expenditures necessary to secure 
full title and to piace the asset in position ready for use, such as freight, cartage, 
and placement costs. If a part or all of the asset is sold at purchase price, 
balance shows pro rata cost of part left. If it is sold at a profit, cost is credited 
in the account and excess of selling price above cost is carried to a profit and 
loss or nominal account. If the asset sells at a loss, this account is credited 
with the amount received therefor and with the difference between this sum 
and the cost of the asset. This difference represents loss, and is charged to a 
profit and loss account. 

Accounts payable accounts are outlined below 


(NaME oF CREDITOR) 


Debit: For money paid to creditor on | Credit: For amount we owe creditor 


account. at beginning. 
For notes given him on account. For goods sold us on account by 
For goods returned to him. creditor. 


For discounts he gives us. 
For claims he allows us. 
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APPLICATION OF DEBIT AND CREDIT TC PROPRIETORSHIP AC- 
COUNTS.—Proprietorship accounts record the effects of business transactions 
upon net worth or proprietorship. The receipt of income and the payment of 
expenses result, respectively, in increase and decrease of proprietorship. These 
increases and decreases are recorded temporarily in income and expense accounts. 
At close of the fiscal period these accounts are summarized to determine net 
effect of all transactions on net worth or proprietorship. Temporary proprietor- 
ship accounts are used to record immediately the results of transactions and 
influences. If the business is successful these result in a profit. They set 
forth in detail the efforts to make a profit. Vested proprietorship accounts 
record the summarized results of these transactions and influences. They 
record the original investment and its subsequent net increases and decreases. 
Income and expense accounts are set up to record temporarily pronrietorship 
changes. Later their balances are transferred, by a process of summarization, 
to the vested proprietorship accounts. 

Income accounts are outlined thus: 


(NAME oF AccouUNT) 


Debit: For all deductions from yield | Credit: For the yield. 
shown contra. 
For transfers to Profit and Loss. 


As shown in the outline, items representing yield appear on the credit side of 
income accounts. When debits are required they indicate: (1) adjustments 
of overstatements of amount of yield as originally credited; (2) adjustments 
of errors in originally crediting items of income to a given account; and (3) trans- 
fers to a summary account for purposes of closing at the end of accounting 
periods. 

Expense accounts are outlined thus: 


(NAME or Account) 


—b 


Debit: For cost incurred. Credit: For any deductions from 
cost. 


In general, the principles governing debits and credits to expense accounts 
are the same as those governing debits and credits to income accounts, except 
that the situation is reversed. 

Vested proprietorship accounts are outlined as follows: 


(NAME or Account) 


Debit: For items transferred or with- | Credit: For items invested. 
drawn. 


The proprietorship account passes under various titles. In case of a sole pro- 
prietorship it consists of the name of the proprietor plus the suffix ‘‘ Capital,” 
as ‘‘John Doe, Capital.’’ The same designation is used in case of partnerships, 
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but there are as many proprietorship accounts as there are partners. In 
corporation accounting the ‘‘Capital Stock”’ and ‘‘Surplus”’ accounts perform 
the function of showing proprietorship. Ordinarily the capital account shows 
no change until the end of the period, when net increase or decrease of wealth 
for the period is transferred to it. In case of sole proprietorships and partner- 
ships, personal accounts are kept in which more or less regular withdrawals 
of cash or merchandise and like transactions are recorded. Withdrawals are 
shown on the debit side, also payment of the proprietor’s personal debts. 
On the credit side are shown the temporary investment of funds in the business, 
and retention by the business of funds belonging to the proprietor. 


APPLICATION OF DEBIT AND CREDIT TO MIXED ACCOUNTS.— The 
term ‘‘mixed account”’ is applied to accounts which possess a mixed character, 
i.e., contain both real and nominal elements. Many accounts begin the fiscal 
period as real accounts but take on a mixed character as time passes. This 
is illustrated by the Machinery account, which becomes a mixed account 
through the effects of depreciation. Effect is given to this in the account only 
periodically because of the impossibility of making daily allowance therefor. 

The Merchandise account in its original form is an illustration of the mixed 
account. Assume the case of a sale of merchandise, costing $10, for $15. 
Theoretically, the sale price $15 can be split up into two parts, $10 covering 
cost price, $5 representing profit. But as the old Merchandise account is 
used, the entire $15 is credited to it. The Merchandise account thus used 
becomes a mixed account. It is outlined as follows: 


Merchandise 


Debit: For goods on hand at beginning | Credit: For sales. 


of period. For returned purchases. 
For purchases, including freight-in and | For purchases, rebates and allow- 
drayage. ances. 


For returned sales. 
For sales rebates and allowances. 


At the end of each accounting period the inventory as at that time is credited 
in the Merchandise account, after which the account becomes purely nominal, 
representing either gross profit or loss on sales. Under modern methods the 
old form of Merchandise account has been abandoned largely, separate accounts 
being kept for the distinctive elements formerly entering into the one account. 

Assets subject to depreciation are the subject matter for another class of 
mixed accounts. The amount of depreciation is estimated at the close of each 
period. This constitutes an expense which must be deducted from the old 
balance of the account in order to reduce it agdin to a real basis. Depreciation 
occurs daily but cannot be recorded daily, which accounts for the fact that 
accounts for wasting assets are mixed accounts except on the dates when the 
necessary adjustments are made to separate the nominal and real elements 
thereof. In order to leave the account for such an asset in its original condition, 
it is customary to credit a depreciation reserve instead of the asset account 
itself. To secure a true valuation of the asset account, it must be considered 
in connection with its corresponding depreciation reserve. The depreciation 
reserve is sometimes called a valuation reserve. These prineivles are illustrated 
as follows: 
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Building 


1922 

Deon Siig: wos seams. Aseaeueyters $1,000 
1923 

NDC Ub bere temomm oman dt 1,000 


At the end of 1923 the building has depreciated $2,000 and possesses a theoretical 
value of $23,000. 


The Financial Statement 


THE PROPRIETORSHIP EQUATION.—The proprietorship equation is 

expressed thus: 
Assets — Liabilities = Proprietorship, or 
Assets = Liabilities + Proprietorship 
Proprietorship is the difference between assets and liabilities, being positive 
when assets exceed liabilities and negative when liabilities exceed assets. When 
there are no liabilities the equation becomes: 
Assets = Proprietorship 
If the assets consist entirely of cash, $10,000 the equation is: 
Assets ($10,000 in cash) = Proprietorship ($10,000) 

If the assets consist of cash $1,000, real estate $3,000, and merchandise $4,000, 
and liabilities consist of accounts payable amounting to $3,500, the equation is: 


Assets Liabilities and Proprietorship 
Gash Pees tie Motes ee $1,000 Accounts Payable.......... $3,500 
Real Wstater stance. oe nee 2.000" Proprietorship’... ....-.- > 4,500 
Merchandises: aeuet casas see 4,000 
$8 , 000 $8 , 000 
This may be expressed also in the following form: 
Assets 
TOT Oe Sa cpus eh Gucs See ene CHOR BOTCON on $1,000 
Reals State wee nie caiala a MeIOMEn. eaulbtans oe eae Chelly 3,000 
Nierohian ciseremtantae. bul Abel Ghee tiats, yanee tiers nate 4,000 
“atonal UNECTAR, oun came homie: a chats Ort cnnas Gn mee $8,000 
Liabilities 
Accountssbavable, yeiwrerwned waco is santo se) 93), 000 
Dray hal IU OUTER, ape & 0 Gu alcavo cla Swe GieONmo a tioecsoRD 3,500 
Proprietorship 


INST, VON HOI & Bip GLa Bly OG b Hae eee emer NCR oo emia $4, 500 
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THE BALANCE SHEET.—When arranged according to conventional rules 
the proprietorship equation becomes the balance sheet. The purpose of the 
balance sheet is to show the financial condition of a business at any time. 
Although the balance sheet shows the financial condition of a business at a given 
date, it does not afford all data necessary for the interpretation of the results 
of a business over a period of time. The balance sheet may be discussed under 
the two titles of form and content. 

By form of a balance sheet is meant its arrangement and the classification 
of its items. There is no standard form, and in general the form of the balance 
sheet depends upon the purpose to be served. Sometimes other expressions 
are employed in place of the expression ‘‘Balance Sheet,” as, ‘‘Statement of 
Assets and Liabilities,” or ‘Financial Statement.’ The title of the balance 
sheet should show clearly to what firm or company it belongs and to what 
date it applies, as: 


The Brooklyn Edison Company 
Balance Sheet, as at December 31, 19— 


Since the chief use of a balance sheet is to show the degree of solvency or 
insolvency of a business for purposes of credit granting, the arrangement must 
be subordinated to that end. Solvency is determined not simply by the quantity 
of assets but also by the amounts of the different classes of assets and the rela- 
tionship which they bear to the liabilities. If funds are tied up in form of fixed 
assets, they are useless for liquidation of current liabilities. Items in a balance 
sheet should be so arranged that the application of assets to liabilities will be 
clearly indicated. Usually debts are paid in cash and fall due at definite dates. 
Arrangements must be made to meet these obligations at maturity. The cycle 
of operations must be so arranged as to provide funds to meet debts as they fall 
due. Occasionally it becomes necessary to borrow at a bank, in which case the 
bank demands a balance sheet showing the credit status of the borrower. 

Cash is the most liquid asset. Next in order usually come notes receivable 
because these can be converted into cash when properly indorsed. Next, 
ordinarily, come accounts receivable, and finally merchandise. These con- 
stitute the current assets. Usually items may be regarded as current if con- 
vertible into cash within six months from date, although in case of manufac- 
turers this period may be considerably longer. Sometimes investments in 
stocks or bonds of other companies are included among current assets. This 
is correct if they are readily convertible into cash. 

The corresponding liabilities which these assets are used to liquidate are 
notes payable, accounts payable and accrued expenses. Debts maturing within 
a given time, as six months or one year, may be regarded as current liabilities. 
Excess of current assets over current liabilities is working capital. By a rule- 
of-thumb standard sometimes adopted current assets should be twice the 
amount of current liabilities. . 

Deferred charges. constitute another important subdivision of assets. Items 
such as stationery, fuel, and supplies are known as expense assets and the unex- 
pired debits to these accounts are deferred charges. 

Fixed assets are assets not to be resold. They usually comprise plant, fur- 
niture, fixtures, delivery equipment, etc. Corresponding to these among the 
liabilities are the fixed liabilities, usually comprising debts maturing after one } 
year from date. 

Other assets is an additional group sometimes employed to contain items 
which for some reason cannot be included in the above groups. Similarly a 
division for other liabilities may be required. 
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By content of a balance sheet is meant: (a) inclusion of all assets and liabilities, 
and (b) their correct valuation. The correct valuation consists in including 
them at a figure which may be regarded as conservative in view of all the cir- 
cumstances. Thus in case of accounts receivable there are invariably some 
which prove uncollectible. Allowance must be made for this on the basis of 
past experience in this and similar enterprises. The merchandise inventory 
must be valued according to approved methods, the customary formula being, 
cost or market, whichever is lower. In case of deferred charges the amounts 
must be periodically reduced that reduced values may be accurately shown. 


FINANCIAL STATEMENT ILLUSTRATED.—The balance sheet of a 
partnership shown in Form 1 illustrates much of the foregoing. 


Allen & Thomson 
Balance Sheet, as at December 31, 1923 


Assets 
CURRENT ASSETS: 
Gai le EDO RES Be, b10, OR Te ask eacerastncetew $ 3,127.00 
Accounts Receivable.......----+--- $7 , 900.00 
Less—Reserve for Bad Debts...... 200.00 7,700.00 
Merchandise actacc taacde cet sete bia eieleniery 11,000.00 $21,827.00 
DEFERRED CHARGES: 
Unexpired Imsurance.....------++++eee reese: $ 200.00 
Simppliesh . THR eet. 4 ereet- Gee le le 400.00 600.00 
Frxep ASSETS: 
Wiildince spe wee ers ce teeta $10,300.00 
Less—Reserve for Depreciation... . 200.00 $10,100.00 
Furniture and Fixtures. ........-.-- 1,000.00 
Less—Reserve for Depreciation... . 50.00 950.00 
Land PP Oy OOO OSED DSC DL I ie las eae a a Ce 4,000.00 15,050.00 
A Moswasiy ANSIb SA So quparncomoe om O OOS nr CO OD OMT $37,477.00 
Liabilities 
CuRRENT LIABILITIES: 
Notes Payable.:..6..0.-65-2+ss0e- $4,000.00 
Accounts Payable.........-+++++++5 3,200.00 
Wages Accrued.......----+-seeeees 320.00 $ 7,520.00 
FrxEep LIABILITIES: 
Mortgage on Buildings ...........-++ eer eves 4,000.00 
ToraL LIABILITIES........ A eine moene co cnm yoann 11,520.00 
Proprietorship 
Ne Tout Nuits INS (On TETEWN tio. con dened dae cs load ate losa $15,000.00 
P- ©. THOMSON, @APITAT: 6. 0.2 22s. ee. 10,957.00 $25,957.00 


Form 1. Balance Sheet of Partnership 
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It is sometimes desirable to set balance sheets as at the beginning and end of 
an accounting period in juxtaposition to permit comparison of similar items. 
This is illustrated in Form 2. 


James Gorman 
Comparative Balance Sheet 
As at December 31, 1922, and December 31, 1923 


Increase or 


1923 1922 HoNoase 
Assets 
CuRRENT ASSETS: 
ORSINI nia hctcatvalne nsie genet mitre $ 725.00} $ 920.00 | —$ 195.00 
INotes Neceivable....a. cme tees 200.00 150.00 | + 50.00 
Accounts Receivable............ 5,920.00 6,235.00 | — 315.00 
Merchandise acct. j state 9,000.00 8,725.00 | + 275.00 


$15,845.00 | $16,030.00 | —$ 185.00 


Stove LIXtUres se eee ee $ 500.00} $ 430.00 | +$ 70.00 
Delivery Equipment............ 300.00 320.00 | — 20.00 


l= 


$ 800.00 | $ 750.00 | +$ 50.00 


TotalvAssets.5% eapaceyenns arene $16,645.00 | $16,780.00 | —$ 135.00 


Liabilities 
CurRRENT LIABILITIES: 


INotes bayableses-: aah $ 500.00 | $ 470.00 |} + 30.00 
Accounts Payable.............- 7,230.00 8,727.00 | — 1,497.00 
COrued Wa Sehix teutiaahowrs artie: 320.00 200.00 | + 120.00 


Notalekasbilitiesseeee kc. tn $ 8,050.00 | $ 9,397.00 | —$1,347.00 


Proprietorship 
JAMES GORMAN, CAPITAL......... $ 8,595.00 | $ 7,383.00 | +$1,212.00 


Form 2. Comparative Balance Sheet of Proprietorship 
Net worth shows an increase of $1,212, which is accounted for by a net 
decrease in assets of $135 and a net decrease in liabilities of $1,347. 
Books of Original Entry 
RECORDING FINANCIAL TRANSACTIONS.—BEvery financial transaction 


can be recorded in form of a journal entry. The usual form of journal entry 
is illustrated thus: 
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Which represents an application of the rules of debit and credit. ‘‘Cash”’ is 
debited because it represents wealth received by the business. “ Sales” is 
eredited because it represents wealth surrendered by the business. The arrange- 
ment of the journal entry is arbitrary, being the result of experience in attempt- 
ing to express business transactions in the most convenient form. A form known 
as the journal has been contrived to contain such entries. A simple form of 
journal is shown in Form 3. 


Journal 


iGudts Dr. | (Ore: 


Cash 100 | 00 
Sales 


Form 3. Journal—Simple Form 


SUBDIVISION OF THE JOURNAL.—Transactions occur on either a cash 
or a credit basis. According to this twofold classification the journal is sub- 
divided into two parts, one employed to record cash transactions and the 
other to receive all other transactions. Journal entries may be classified as: 


1. Those in which cash does not enter. 

2. Those in which cash enters as a receipt. 

3. Those in which cash enters as a disbursement. 
On the basis of this classification it is customary to subdivide the original journal 
into two separate books, one the general journal, in which entries for all except 
cash transactions are made, and another known as the cash journal, or more 
frequently the cash book, in which cash transactions only are entered. The 
general journal may take the form shown above or it may vary more or less 
widely from it, depending upon circumstances. 

During a single business day the number of sales is such that separate entry 
cannot be made for each in the general journal without involving unnecessary 
labor. It is customary now to limit the use of the general journal by setting 
up special journals to receive entries for purchases and sales, these being trans- 
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actions which ordinarily involve numerous entries similar in nature. The same 
principle may be extended to other groups of transactions if they are frequent 
enough to justify the step. If, for example, it is customary to receive settle- 
ment of customer’s accounts in notes, a notes receivable journal may be desir- 
able. Likewise a notes payable journal may be useful if many notes are given 
in settlement of purchases. 


PURCHASES AND SALES JOURNALS.—A separate purchases journal 
is frequently employed in which are recorded all purchases of stock-in-trade. 


Purchases Journal 


Date Explanation L..F. 


19— 
Jan. 6 | J. T. Sully 
100 bu. corn @ $0.75 75 | 00 } 
50 bu. wheat@ 1.00 50 | 00 
10 cordwood@ 3.00 50 30 | 00 155 | 00 


Terms 2/10, n/60. jose 


7 | L. G. Luther 
300 bu. oats @ $0.40 120 | 00 
100 bu. corn @ 0.75 54 Zi 00 195 | 00 

Terms 2/10, n/30. SS ea 


8 || C. D. Hanover 
20 bu. wheat @ $1.00 58 20 | 00 
Terms 2/10, n/30. 


31 || Purchases, Dr. 125 370 | 00 


Form 4. Purchases Journal 


Sec. 31] BOOKS OF ORIGINAL ENTRY 1431 


Sometimes this takes the form of an invoice book. Sometimes, too, the pur- 
chases journal is made to record miscellaneous purchases as well as purchases 
of stock-in-trade. “In this case it is usually given the form of the voucher register 
or the accounts payable register, explained elsewhere. All types of purchases 
may be regarded as a debit to purchases and a credit to the vendor, regardless 
of the method of payment pursued. Since all debits are to “Purchases,” in 
making the current entry the formal debit element may be omitted. The 
debit is set up as a total at the end of the month, and the principle of equal 
debits and credits is thus fulfilled. In simple form the purchases and sales 
journals are the same as the general journal. Provision is made for date, 
classification, explanation, ledger folio index, and two money columns. The 
first money column is used for detailed extensions and the second one for the 
total of each purchase. (See Form 4.) Below are shown three purchases 
and their entries in the purchases journal: 


Jan. 6, 19—, from J. T. Sully, 2/10, n/60. | 
100 bu. corn @ $0.75 
50 bu. wheat @ 1.00 
10 cord wood @ 3.00 


Jan. 7, 19—, from L. G. Luther, 2/10, n/30. 
300 bu. oats @ $0.40 
100 bu. corn @ 0.75 


Jan. 8, 19—, from C. D. Hanover, 2/10, n/30. 
20 bu. wheat @ $1.00 


It is usually preferable to use some such form as illustrated in Form 5, which 
provides for the file number of the original invoice (560 B, 569 B, 570 B, etc.) 
in place of the details given in the above form. 


Purchases Journal 


Date Inv. Name Terms Folio 
4 
19— 
Jan. | 6} 25 | J.T. Sully 560B | 2/10, n/60 155 | 00 
7 || 26 | L. G. Luther 569B | 2/10, n/30 195 | 00 
g | 27 | C.D. Hanover 570B | 2/10, n/30 20 | 00 


Form 5. Purchases Journal—Modern Type 


In posting the purchases journal, the credits to vendor accounts should be 
posted daily in order that their accounts may be kept up to date. The debit 
to purchases is posted at the end of each month, after the total of purchases for 
the month is ascertained. This brings the ledger into equilibrium. The 
ledger folio column is for entry of the ledger page to which the posting is made. 
The ledger contains a similar folio column for entry of page of the journal from 
which the posting is made. 
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MN Purchases Journal 


Date L.F. Dept. AijDept. B)Dept. Cl Totals 


1 


5,912|70) 437\80/3, 125/09]9,475|59 


Purchases Dept. A, Dr. 5, 912/70 
“ 66 B, “cc 437 80 
“ i.? Gav 3, 125/09 


Form 6. Departmental Purchases Journal 


Dr. Cash Receipts 
Date Explanation liga a Amount Columns 
Mo 
Jan. 1 | Balance bro’t for’d a/ 2,500 | 00 
2 || Cash Sales 20 7200 
3 | A. B. Southey on acct. 12 50 | 00 
5 | Investment Income 30 170 | 00 
| ——<$S _ + ——____| 
f 
Cash Dr. 392 | 00 
2,892 | 00 
———as| ——  ——— 
Jan. 5 | Balance 2,546 | 00 


ss — ss 


Form 7a. Cash Book (left-hand page) 
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Departmentalization of a business necessitates certain modifications in form 
of purchases journal to permit the segregation of purchases by departments. 

Form 6 is illustrative. 

The sales journal is practically identical in form with the purchases journal 
and subject to the same variations in form. When posting to the ledger ‘‘ Sales 4 
is credited and the customer is charged. When sales are for cash an account 
may be opened with the customer as in case of charge sales, and then be imme- 
diately closed as an offset to the debit to cash. To keep accounts of customers 
up to date, postings of sales are made daily. At end of month a summary entry 
is made in sales journal for total sales for month, which, when posted to credit 
of ‘‘Sales,” brings the ledger into equilibrium. Closing rulings are made as in 
case of the purchases journal. 


THE CASH BOOK.—The two journals required to record cash receipts and 
disbursements, respectively, are usually combined in one book, known as the 
cash book, the pages for each alternating throughout the book. Cash receipts 
are entered on the left-hand page and cash payments on the right-hand page. 
A simple form of cash book is shown in Forms 7a, 7b. 

Function of Cash Book.—The’cash book takes the place of a detailed cash 
account in the general ledger, only the total receipts and payments being posted 
periodically to the cash account. Sometimes no postings are made to a cash 
account in the ledger, in which case the cash book is regarded as a cash account 
and its balance is included when a trial balance of the ledger is taken. On the 


Cash Payments Cr. 
Date Explanation iy eB). Amount Columns 
| i 
19 
Jan. 1 || Rent for month 3 40 | 00 
2 || Advertising 6 31 | 00 
3 4 Mr. Arthur on acct. 8 200 | 00 
4 | Wages 12 75 | 00 
? heemmaas | 
Cash Cr. 346 00 
Balance 2,546 | 00 
| 2,892 | 00 
I 
—— 


Form 7b. Cash Book (right-hand page) 
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debit side of the cash book the debit element is indicated merely by the fact 
that the entry appears on the left-hand page. Likewise on the credit side the 
credit element is indicated by the mere presence of the entry. The manner of 
posting is indicated in the above form. The method of balancing and ruling is 
also shown. When the record is to be carried forward to new pages, either the 
current pages may be balanced and ruled, only the balance being carried 
forward, or the current pages may be totaled and the totals carried forward. 
Both sides are closed and ruled simultaneously even though one page may not 
be entirely used. This always keeps current receipts and disbursements in 
juxtaposition. 

Cash shorts and overs sometime occur when the cash book is balanced and 
the cash on hand and in bank fail to agree with the cash book balance. If the 


Dr. Cash Receipts 
= = i = 
Cash Acc’ts Dis- 
Date Explanation L.F.] Sundry Sais Receiv- |icount on] Net 
e able Sales 
19—] | 
Jan, |1 
Balance bro’t for’d Vv |6,000/00 6 , 000/00 
2|| Sales 246/81 246/81 
5] L. O. Southey inv. 12/27 at 2/10 | 33 500/00 10}00)) 490/00 
6], Sales V 310/40 310/40 
7|| Sales Vv 287/00) 287/00 


6,000/00] 844/21) 500/00 10/00}|7, 334/21 


Total V/ 7, 334/21 
Deduct balance July 1 Vv 6 , 000/00 

Cash, Dr. 4 1,334/21 

_| Discount on Sales, Dr. 16 10}00 
July|8}) Balance Vv (6, 641/21 nal a) ~ I6, 641/21 


Form 8a. Columnar Cash Book—Debit Side 


discrepancy cannot be located, an entry is made to bring the cash book balance 
into agreement with the actual balance. This debit or credit is to a Cash 
Short and Over account. Later if the discrepancy is located the adjustment is 
made through the same account. The Short and Over account should be 
regarded as an income or expense account according as its balance at the close 
of the accounting period is a credit or a debit balance. Sometimes this account 
is treated as an asset or liability account. 

Cash purchases may be cleared through the vendor’s account as are credit 
purchases. A shorter method is as follows: 

Make a record of the purchase in both purchases journal and cash book, 
but do not post any credit to cash from the purchases journal and do not post 
any charge to purchases from the cash book. 

Columnar Cash Book.—It is sometimes desirable to simplify postings by 

segregating certain classes of cash transactions. Thus of all items of cash 
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receipts, usually a large percentage consists of cash sales and of receipts from 
customers. To accommodate these numerous items additional columns may 
be provided on the debit side of the cash book. Under this plan all cash receipts 
are entered in the net or total column and are then distributed to the proper 
special column, cash sales to the cash sales column and receipts from customers 
to the accounts receivable column. Similarly an analysis of cash disbursements 
may be accomplished. Two special columns frequently found on the credit 
side are those for creditors and for expenses. Any particular class of expenses, 
if the items are sufficiently numerous, may be given a separate column. If 
cash purchases are numerous a special column may be employed for them. 
These special columns are particularly important when separate ledgers are 
used for accounts receivable and accounts payable. Frequently sales and pur- 


Cash Payments Cr. 
Acc’ts|| Dise’t 
Date Explanation LF. oe Bee 3 Pay- |lon P’r-|| Net 
“" able |ichases 
\ 
19— 
July|1|| Rent for month 21 80|00 80]00 
Purchases from A. Andrews a/ 225/00 225/00 
2\| Advertising 16 25)00 25/00 
3 K. K. Custer on acct. 44 80}00 80|00 
4)| Wages for wk. ending 7/4 11 200}00 200/00 
6|| Furniture & Fixtures 6 chairs 18 || 24/00 24/00 
6|| Purchases from D. Jones 2% off | V/ || 50/00 1/00 49} 00 
7|| Supplies stationery 8 10/00 10/00 
Balance 6, 641)21 
299]00)/315/00|| 80/00 1)00|\7 , 334/21 
eee | ee 
Cash Cr. 4 694/00 
Discount on Purchases Cr. 22 apy yi 1)00 


Form 8b. Columnar Cash Book—Credit Side 


chases are made on a cash discount basis, as, 2% off if payment is made in 10 
days. These may be cared for in the cash book by introducing a column on the 
credit side for discounts on purchases and a column on the debit side for dis- 
counts on sales. These various points are illustrated in Forms 8a, 8b. 


THE MODERN JOURNAL.—Although the use of a cash book and purchases 
and sales journals takes much detail out of the general journal, there yet remain 
many transactions and adjustments which can be booked only in the general 
journal. Among these are transactions involving notes receivable and payable 
and the opening, closing, and adjusting entries. To meet the requirements 
for such entries the analytical journal has been developed. This is used to 
enable the efficient collection of totals which are to be posted to ledger controlling 
accounts and to aid in the operation of a system of controlling accounts. Form 9 
isan illustration. The columns may be varied to suit requirements. Sometimes 
an account receivable column on the debit side and an account payable column 
on the credit side are desirable in addition to the ones shown. 
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Journal 
| | | 
Accounts 
Accounts| Date “| x ‘ ea 
Payable Sundry 19 Explanation L.F.|| Sundry Bey 
; | 600.00 | Jan. | 20 | Notes Receivable 6 
To L. R. Nash 15 600.00 
Note due in 6 mos. 
at 6%, in payment 
of bill of 6/12/22 


Form 9. Divided Column Journal 


The Ledger 


THE LEDGER ACCOUNT.—The ledger is a record in which accounts are 
kept. An account collects in compact and legible form all data relative to the 
influence or thing to whichit refers. There are two general classes of accounts— 
real and nominal. Real accounts record assets, liabilities, and proprietorship. 
Nominal accounts record gains, expenses, and losses. Fach account is composed 
of two parts, or right and left sections. (See Form 10.) The account head 
or title is placed immediately over the line which separates the two sections. 
The date columns are at the left of the sections. The year appears at the head 
of the date column. Following the date column is a wide column for explana- 
tory matter. Next comes the folio column in which is placed the page of the 
journal from which postings are made. The last column in the section is the 
money column, which in practice is subdivided into columns for the digits. 


Cash 
19— EY 19— Jbpi a, 


Jan. | 1] 8S. T. North 210 | 20 Jan. | 3 gd Wages 43 | 00 
5 | Sales 45 | 00 


Form 10. Ledger 


The account is designed to bring together all items relating to that account, 
and represents a summarization of this data. Items on one side of the account 
_represent additions. Those on the other side represent subtractions. The 
difference between the two sides of the account is the balance. Uf the excess 
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is on the left-hand side of the account, it is a debit balance; if on the right-hand 
side, it is a credit balance. Asset accounts have balances on the left. When- 
ever an asset is increased the entry showing the amount of the increase 1s made 
on the left side of the account. For decreases in assets entries are made on the 
right side. Liability accounts show excess of items on the right side. Increases 
in liabilities are indicated by additional items entered on the right side. De- 
creases in liabilities are indicated by entries on the left side of liability accounts. 
The balances of proprietorship accounts are normally on the right side. as are 
also balances of income accounts. The balances of expense accounts are usually 
on the left side. The ledger accounts taken together form an equation similar 
to that represented by the balance sheet or financial statement, but in addition 
to the asset, liability, and proprietorship items entering into the balance sheet 
there are also income and expense accounts, which affect proprietorship as well 
as assets and liabilities, but whose effect is determined accurately only at the 
end of accounting periods. 

A classification of accounts based upon the requirements of an enterprise is 
one essential feature of a system of accounts. The asset, liability, proprietor- 
ship, and income and expense accounts must be such as represent an intelligent 
and logical analysis of these large groups of accounts. The classification of 
accounts which follows has been adopted by the Committee on Industrial 
Accounting and Executive Reports, Boston Chamber of Commerce. It is not 
intended to fit the requirements of any particular concern or industry, but to 
illustrate broadly the representative accounts used in manufacturing industries. 
For definitions of accounts reference should be made to the section on “Glos- 


” 


sary. 


CLASSIFICATION OF LEDGER ACCOUNTS 
J—Assets and Deductions from Assets 


A. CuRRENT ASSETS (e) Intercompany Notes Receiv- 
) a able 
j ae Beiean dei (f) Personal Notes Receivable 
(1) Officers 
(b) Cash on Hand (2) Partners 


(c) Demand Deposits in Banks 


(1) Domestid (3) Employees 


(gz) Acceptances 


(2) Foreign (1) Trade 
2. Liquid Investments (2), Banks 
(a) Time Deposits 4, Inventories 
(b) Certificates of Deposit (a) Raw Material 
(c) Negotiable Stocks (b) Supplies 
(d) Negotiable Bonds (1) Factory 


(2) Commercial 


3. Receivables (c) Work in Process 


(a) Accounts Receivable (1) Stock 
(1) Customers (2) Special Order 
(2) Sundry Debtors (d) Finished Product 
(b) Amounts due from parent, (1) Stock 
subsidiary, or affiliated (2) Special Order 
companies. (e) Purchases for Resale 
(c) Personal Accounts (f) Perishabie Equipment 
(1) Officers 
(2) Partners B. Fi. ev AssEets 
(3) Employees 1. Real Estate 
(d) Notes Receivable (a) Operating 
(1) Customers (1) Land 


(2) Sundry Debtors (2) Land Improvements 
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(8) Buildings 
(a) Buildings Proper 
(b) Plumbing and 
Sanitary Fix- 
tures 
(c) Heatingand Ven- 
tilating Equip- 
ment 
(d) Wiring and 
Piping 
(b) Non-operating 
(1) Tenements 
(2) Club Houses 
(3) Parks and Recreation 
Grounds 
(4) Miscellaneous 
2. Power Equipment 
(a) Plant 
(b) Transmission 
3. Machinery 
4. Tools 
(a) Machine 
(b) Hand 
5. Transportation Equipment 
6. Furniture 
(a) Plant 
(b) Office 
7. Non-Operating Equipment 
(a) Equipment of Tenements and 


Clubhouses 

(b) Lunchroom and _ Hospital 
Equipment 

(c) Miscellaneous Non-operating 
Equipment 


8. Other Tangible Property 
(a) Patterns 
(b) Drawings 
(c) Miscellaneous 

9. Miscellaneous Equipment 


C. Securitins 


(a) For Investment 
(1) Bonds 
(2) Stocks 
(3) Leases 
(4) Mortgages 
(b) For Control 
(1) Stocks 
(2) Subsidiary Securities 


D. INTANGIBLE AssEets 


1. Patents 
2. Trade-Marks 
3. Good-Will 


E. MisceLnLaNeous Assets 
FERRED ACCOUNTS 


1. Deferred Charges to Operations 
(a) Unexpired Insurance 


AND Dr- 
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(b) Prepaid Rent 
(c) Prepaid Interest 
(d) Other Prepaid Accounts 
. Cash Value of Life Insurance 
. Accrued Earnings 
(a) Interest Receivable 
(b) Rent Receivable 
4. Claims Receivable 
(a) Insurance 
(b) Damages . 
5. Organization Expenses 
6. Capital Deficit (deductions from 
Net Worth) 


F. AuLowaNncres FoR DEPRECIATION OF 
Frxep anp Reat Assers 


wre 


1. Depreciation (deductions from cor- 
responding assets) 
(a) Buildings 
(1) Buildings Proper 
(2) Plumbing and Sani- 
tary Fixtures 
(3) Heating and Venti- 
lating Equipment 
(4) Wiring and Piping 
(b) Non-operating Property 
(1) Tenements 
(2) Clubhouses 
(3) Parks 
(4) Miscellaneous 
(c) Power Equipment 
(1) Plant 
(2) Transmission 
(d) Machinery 
(e) Tools 
(1) Machine 
(2) Hand 
(f) Transportation Equipment 
(g) Furniture 
(1) Plant 
(2) Office 
(h) Non-operating Equipment 
(1) Equipment of Tene- 
ments and  Club- 
houses 
(2) Lunchrooms and Hos- 
pital Equipment 


(3) Miscellaneous Non- 
3 operating Equip- 
, ment 


(i) Other Tangible Property 
(1) Patterns 
(2) Drawings 
(3) Miscellaneous 

(j) Miscellaneous Equipment 


2. Miscellaneous Allowances affecting 
other Assets 
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IIl—Liabilities 


A, CurRRENT LIABILITIES 2. Surplus 
1. Accounts Payable _(a) General 
2. Notes Payable 3. Undivided Profits 
gt es Payable D. Reserves To Mrrer Exprcren Losses 
- Interest Payable or Exprcrep LIABILITIES 
5. Other Payables 
6. Accrued Expenses 1. Bad Debts 
(a) Wages 8 ee 
(b) Taxes ri ate 
(c) Insurance - Interest ; 
(d) Interest 5. Foreign Deposits 
(e) Rent | 6. Losses in Inventory 
(f) Others 7. Miscellaneous 


E. Treasury Stock 


1. Preferred 
2. Common 


B. Funpep LiaBiLities 


1. Long-time Notes 
(a) Secured 


(b) Unsecured F. Sinzinc Funp INVESTMENTS AND 
2. Mortgages Payable Desits TO FunpEp Drsr 
3. Bonds 


1. Pledged Assets 


4. Debentures 2. Miscellaneous 


C. Carrray LrabiLirins G. ContincEent LisBILitizs 
1, Stock 1. Purchase Commitments 
(a) Par 


2. Accounts Receivable Discounted 

3. Notes Receivable Discounted 

4. Guaranteed Bonds and Notes of 
Subsidiaries . 


(1) Preferred 
(2) Common 

(b) No-par 

(c) Premium Surplus and (or) 
Capital Surplus 


IlI—Profit and Loss 


A. SAEs (c) Prepaid Charges (deductions 
from Sales) 


1. Gross Sales (1) Freight 


2. Returns 
(2) Express 
3. Rebates (3) Miscellaneous 
(a) Shortages 
- (b) Damages B. Cost or Goons Soup 
(c) Factory Errors 1. Processed Products 
(d) Commercial Office Errors (a) When cost of product is 
(e) Salesmen’s Errors determined by depend- 
(f) Transportation Claims able cost system: 
(g) Policy Allowances (customers’ (1) Having a Controlled 
errors) Operating Ledger 
(h) Miscellaneous Reasons (2) Having the Accounts 
4. Collected Discounts Carried in the Gen- 
5. Transportation Deductions eral Ledger 
(a) F.o.b. Allowances (b) When Cost is Determined by 
(b) Miscellaneous Allowances the Inventory Plan 


2. Purchases for Resale 
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C. SELLInGe EXPENSES 


1. First Alternative (expense classi- 
fication) 
(a) Salaries 
(1) Officers and Depart- 
ment Heads 
(2) Selling Force 
(3) Engineering and Draft 
ing Force 
(4) Clerical Force 
(5) Other Employees 
(b) Rent, Light, Heat, and 
Power 
(c) Office Equipment, 
tions, Repairs, 
placements 
(d) Traveling and Entertain- 
ment Expenses 
(e) Telephone and Telegraph 
Expenses 
(f) Postage 
(g) Stationery and Office Sup- 
plies 
(h) Advertising 
(i) Miscellaneous Expense Ac- 
counts 
2. Second Alternative (responsibility 
classification) 
(a) By Functions 
(b) By Location 
(c) By Products 


Altera- 
and Re- 


Use Hither One 


D. OTHER INCOME 
1. Income from Investments 
2. Income from Outside Buildings, 
Tenements, and Miscellaneous 
Properties 
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3. Interest from Notes Receivable 
4. Income from Miscellaneous Sources 


E. Cuarces To OTHER INCOME 
1. Taxes, Maintenance and Deprecia- 
tion of Outside Buildings, Tene- 
ments, and Miscellaneous Proper~ 
ties 
2. Collection Charges 
3. Miscellaneous Charges 


F. GENERAL EXPENSES 

1. Administrative Expenses Not Pre- 
viously Apportioned 

2. Interest Paid and Accrued 
(a) Interest on Funded Debt 
(b) Interest on Other Obligations 

3. Neglected Discounts 

4. Losses on Bad Debts 

5. Miscellaneous Expenses 


G. Loss anp Gain 


1. Adjustment Accounts 
(a) Inventory Adjustment Ac. 
counts 
(b) Idleness Accounts 
(c) Miscellaneous Adjustment 
Accounts 
2. Income Taxes 
3. Profit and Loss Account 
(a) Monthly Profit and Loss 
Account 
(b) Cumulative Profit and Loss 
Account (for the year only) 


The principles of classification are discussed in the section on ‘‘ Classification.”’ 
In any case there must be a broad classification into assets, liabilities and proprie- 
torship accounts. But in addition there must be details as to kind of assets 
owned, liabilities owed, and sources of increments and decrements in proprietor- 
ship. The nature of the information desired must determine the amount of 
detail to be required. The classification must be logical and the titles of 
accounts therein should indicate their function clearly with little or no additional 
explanation. In matching transactions with accounts affected, first determine 
the main group of accounts affected, then determine the particular account. 


SUBDIVISION OF LEDGERS.—A single general ledger suffices only in 
case of comparatively small businesses. It soon becomes necessary to segregate 
certain classes of accounts in subordinate ledgers; the accounts thus treated 
first are in most instances those with customers and creditors. But the prin- 
ciple of segregation of accounts in subordinate ledgers may be carried out with 
as many different classes of accounts as conditions warrant. Sometimes a 
given class is further subdivided, as when accounts receivable are classified 
as ‘‘city’”’ and ‘“‘country,” or ‘A to M”’ and ‘‘N to Z.’”’ Sometimes the ledgers 
oe customers’ accounts are arbitrarily subdivided on the basis of geographical 
* districts. 
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Standard Ledger—Divided Column 
Standard Ledger—Center Column 


Form 11. 
Form 12. 
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Balance Ledger Rulings 


Form 13. 
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THE LEDGER 


Form 14. Balance Ledger Rulings 
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KINDS OF LEDGERS.—As to rulings, ledgers are standard, balance, and 
progressive. (See Forms 11-15.) Standard ruling has two duplicate parts, debit 
and credit, division line usually being in center of page. (See Forms 11, 12.) 
Balance ruling is a three- or four-column ledger with money columns either at 
center or at right-hand margin, or at both center and right-hand margin (see 
Forms 13, 14). Extra columns are tor account balances. If balance is usually 
either a debit or a credit, only one balance column is necessary; but if the balance 
is apt to change from a debit to a credit, or vice versa, both debit balance and 
credit balance columns should be provided. This form of ruling is particularly 
useful for personal accounts which require that the balance be kept up to date. 
When this ledger is used, entry of new debits or credits should always be made 
on next blank line as shown in balance column, to permit extension of new 
balance opposite the last entry even when the several preceding lines on the 
debit and credit sides are blank. The progressive form, sometimes known as 
the Boston or tabular (see Form 15), makes provision for progress horizontally 
according to time. Account title is written at left-hand margin of master 
sheet, and is sometimes repeated at right margin in case of very wide sheets. 
The page contains columns for each day of the period, short-margin insert 
sheets being bound in to provide room for an entire period. 

As to bindings, ledgers are solid-bound, loose-leaf, and card. Loose-leaf 
and card ledgers possess greater flexibility than do bound books. They may 
be arranged according to any desired grouping and all dead material is easily 
discarded or filed away in reserve binders. Removal of leaves or cards makes 
it possible to subdivide clerical work. There is the danger, however, of failing 
to return a leaf or card which has been removed. 


The Interpretative Process 


PERIODIC WORK ON LEDGER.—The process of interpretation of data 
contained in ledger accounts is comprised under the following heads: 


1. Taking a trial balance. 
2. Making the adjusting entries. 
3. Making the closing entries. 


TAKING A TRIAL BALANCE.—A trial balance is taken, after all trans- 
actions applicable to the current accounting period have been posted to the 
ledger, by listing the debit and credit balances of all accounts. This furnishes 
mathematical proof of the accuracy of the work, but is not absolute proof that 
all items have been posted to the right accounts and does not detect certain 
offsetting errors. Before a trial balance is taken the accounts should all be 
totaled on each side, the totals being shown in small pencil figures directly 
beneath the last entry, sufficiently close up to it not to prevent making a regular 
entry on the line directly below. The difference between these two totals 
should be written jn pencil in the explanation column on the side of the account 
having the larger total. Sometimes, however, it is desirable to balance the 
account. This is done by bringing in the balance on the side of the account 
having the smaller total and then ruling up the account, the totals on both 
sides now being equal. Form 16 indicates the procedure. On the line below 
the double ruling the balance is brought down on its proper side. For ruling 
the account, black ink is preferable to red ink. It is sometimes desirable to 
transfer an account from one page to another. This process 1s similar to balanc- 
ing, but in place of the word ‘“‘Balance’”’ the words whe orwarded to page 
should be used, the pase to which it is transferred being entered in the folio 


1446 ACCOUNTING PRINCIPLES (Sec. 31 


column. The name of the account appears on the page to which the transfer 
is made. The first entry is for the balance transferred, page reference to the 
old account being made in the folio column and the words ‘‘ Forwarded from 
page”’ placed in the explanation column. A trial balance appears in Form 17. 


Cash 
19> 19== 
Jan.| 1} Balance 4,310/40|]| Jan.) 1) Purchases 400|00 
3|| Sales 625] 30 2) Purchases 20/00 
6] J. Astor 230|00 6] Delivery Equipment 100|00 
15] Sales 40|00 10) Wages 60/00 
27|| Interest 60/00 12] Advertising 80/00 — 
4508.70 5,265|70 15] Supplies 12)\00 | 
20) Expense 15]00_ 
29] Purchases 70/00 — 
757|00 
Balance 4,508/70 
5, 265|70 5,265|70 | 
July|30] Balance 4 ,508|70 
I 
Form 16. Balancing the Ledger Account 
Trial Balance, June 30, 19— 
X—Capital.£.. jl... RRBOOIS. | SVT et. $ 240,000. 
Ne—Canitall it nk termes A otaie oe Mts ke eee ny eon posers 160,000 
Plant‘and Machinery 5.19 90g A ees $ 187,500 | 
Material, per inventory, June 30, 19— [previous year] 102,625 
SEAS ee nets @ gee METS RATE Rite 4c ees cane Sire etn 657,025 
TES Tage abshe (ot meen eR ards RR eae PURER, eAPMeN Race, he skates 240,000 
AsO see hos Ok RE: LO aay hab) chaRnea cicero ae ome? 172,500 
Office Salaries 25, See ettetow ee asenpcbre phe uate aes 35,000 
A irennelbuaeed Dy-g eye ase) Siges ok ae Staaten Chole Ula Chowpacicnc 12,000 
(IMGONOS Chee texte ach attain wad ustee ceeusteueitactapeetnc acer ene 3,000 
Stationery. ama munin oe chan cociecus seen nettcr ocean mire 875 
Ren Gani La kOG-s ees ioen cite ee scare etre tar oe anerenauan eropete senate 21,000 
Discount, and Allowances. . 4.06 es- a. oot an) nat 11,250 
TANT) i ee ote tor in ts oe seatene adeete Aemarpatpedan theses dpepiier 23,000 
IMSUTANCE a. Pecict’ tates carte aot eas concrete tesa ee the 875 
rovoht. Ln wands he a4 sect ae: <i caper tte a BW Babe 8,750 
WOEIMISSIONN < heabts fecie dere Oe aticke oer eee 31,875 
AGVELUSING So cteyaghammhalctan ca ais eee eee ee oes 2,500 
NotestRecenvable. + sect oe oka ee es 30,575 
Notes Payables sana tsar anise ok stakes cee ote meta 5,500 
ACcountS EeCOLVADIC.. aan. chin. GoLite eee ie ae oe aie 180,575 
ACCOUNTS Ea Via Olen. © cht aia are one eens 39,250 
Gasht occa. sak etnaickertteere ae otras Bieta see Selo 


$1,101,775 $1,101,775 


Form 17. Trial Balance 
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PERIODIC ADJUSTMENTS OF LEDGER.—At the end of an accounting 
period the ledger does not indicate conditions accurately because some of the 
accounts it contains are out of adjustment. Thus the depreciation of buildings 
and machinery which has occurred during the period has not been allowed for. 
Likewise some of the accounts receivable entered during the month will prove 
to be uncollectible. Other items may require adjustment. Certain expenses 
have accrued during the period and are not liquidated until some later period. 
Adjustments are necessary to show their status at the date of closing. Some- 
times expenses are incurred the full benefit from which does not accrue until 
later periods. The value remaining in these at the end of the period is called 
a deferred charge and is in reality an asset. Sometimes income is received in 
advance in payment of services to be rendered in a succeeding period. Such 
income should not be credited to current income but is in the nature of a sus- 
pense item as at the close of the current period. Merchandise is bought at one 
price and sold at another. As a result an element of profit arises which can 


be determined only by making adjustments for the merchandise remaining on 
hand. 


ACCRUALS AND DEFERRED CHARGES.—A frequent item of expense 
incurred for use of borrowed money is interest. When loans are made to 
others it is an item of income. 

Interest is reckoned as a per cent per annum on the principal sum, and nor- 
mally ranges from, say, 3% to 7%, depending on the risk involved. Interest 
is usually payable at regular intervals determined upon at the time the loan is 
made. Interest periods and accounting periods are co-terminous only in excep- 
tional cases. If nominal accounts are closed at end of each month while inter- 
est payments are made semiannually, adjustments must be made for interest 
accruing during intervening months. To permit the proper distribution of the 
interest expense an Accrued Interest account is employed. 

Assume that on Jan. 1, A borrows $6,000 for a term of years, interest at 5%, 
payable semiannually Dec. 31 and June 30. Interest amounts to $300 yearly, 
each semiannual amount being $150. The interest incident to each month is 
$25. The adjusting entry on January 31 is: 


MNLeTeSt vA CELUCGM gn aces aice Ler eeaater wicks ene aie Ghee Chae $25 


When posted, Interest account is charged for the month’s proportion of expense 
and the Interest Accrued records the liability thereon. This ‘interest accrued”’ 
does not become payable until the end of the 6-month period. It isa real ac- 
count. If above entry is made each month for 6 months, there is $150 to the 
credit of ‘‘Interest Accrued”’ at the end of the interest period, when interest 
falls due. When paid the following entry is made: 


CRISES ASS Fo nage sear Spe et OUCH SRR Re French anya $150 


Wages and salaries may require some treatment as interest. Salaries are 
usually paid monthly and when so paid are charged to a Salaries account. 
When not paid monthly and the period of accrual is not co-terminous with the 
accounting period, the theory of accruals applies. Wages are usually paid 
weekly or semimonthly. As a rule,monthly accounting periods do not ter- 
minate on same day as do wage periods, in which case there is an overlapping 
of wages expense in a weekly or semimonthly period which extends from one 
month into the next. 

Assume that a merchant pays his assistants semimonthiy. One pay-day 
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falls on June 7. Profit and loss for May must be charged for wages accruing 
during last week of May, although not due until June 7. If the week’s wages 
are $50, adjusting entry is: 
Wages Expense... 2.0008. sb aides ete ee elete alan e oad le eels $50 
Wages Accrued!) Sur iitiat. Pais iyeeis ofalell Saveraye aielel ait? atats $50 


“Wages Expense” is carried to Profit and Loss. ‘Wages Accrued”’ enters 
balance sheet at May 31 as a liability. : 

Deferred charges are expenses paid in advance of the period to which they 
are incident. Organization expenses are of this type. Also costs of ore- 
stripping in mines. 

A concern invests $500,000 cash in a mine which it will exploit. $60,000 is 
spent to strip ores of overlying strata, enough ore bed being uncovered to 
last 6 years. Each year 1/6 of this $50,000 should be charged off, distribution 
being on a monthly basis if books are closed monthly. Entry is: 


ProfitcandWossieeanc cet sot abort n- Sess $8,333 .33 
Deferred @hargves,. 5-90-40. eae $8 , 333 .33 


In a broad sense the theory of deferred charges applies to all assets whose value 
diminishes as time expires. 

DEPRECIATION.—Depreciation is fully discussed in the section on “ Depre- 
ciation.” It is an accruing expense resulting from the wear and tear to which 
physical assets are subjected. Failure to make due allowance for it results in 
financial embarrassment and frequently bankruptcy. The correct treatment 
of depreciation involves the use of valuation reserves. Assume case of a building 
costing $100,000 and possessing an estimated life of 50 years with no-scrap value. 
Each year the depreciation expense amounts to $2,000 and if books are closed 
monthly the charge is 1/12 of $2,000, or $166:67. This is journalized thus: 


IProftvand [OsSs cn oe nie crsaeteeuen ivaueee or ethene me lone ccenerers $166.67 
Reserve for Depreciation of Building.......... $166.67 


In the balance sheet the reserve for depreciation should be shown as a deduction 
from the asset account which it evaluates. The charge to Profit and Loss 
represents the current month’s depreciation expense. When it comes time 
to make the replacement, the reserve serves as a clearing account, the old build- 
ing account being charged against the reserve, thus: 


Reserve for Depreciation of Building.............. $100, 000 
dBA EL YG Win yeas ect ee imeeMareai mela tia etmcas cow igi apis ate $100 , 000 


BAD AND DOUBTFUL DEBTS.—Accounting procedure to care for uncol- 
lectible accounts receivable is similar to that employed to take care of depreciation. 
Amount of loss from this source depends on nature of business and methods 
employed in collecting accounts. Its amount during any current period is 2 
matter of estimate, because some of the accounts receivable originating during 
such period cannot be liquidated until a later period. This estimate is made on 
basis of past losses and a journal entry is made charging estimated loss t¢ 
Profit and Loss and crediting a reserve for bad debts, thus: 

Prostiandioss: te Oo HINER LT IERALL. elds, nee Sees Bieate Seta 
Reser v® for! Bad*Debts.rce teckel mle hile He $i. be 


When an individual account receivable is found to be worthless, it should b 
charged against the reserve, thus: 
Reservestor Bad Debts... san se dels eieienee tokeraers Biden aan 
(QamplefParty)) siaikedas bie epee Sra $... cane 
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MERCHANDISE.—Modern accounting practice approves keeping the 
sllowing separate accounts: Merchandise Inventory, Purchases, Freight and 
‘artage Inward, Returned Purchases, Rebates and Allowances on Purchases, 
ales, Returned Sales, and Rebates and Allowances on Sales. This plan makes 
ertain information more available than where simply a single merchandise 
ecount is kept. To determine gross profit on sales it is necessary to bring this 
ata together and in conjunction therewith the amount of merchandise remain- 
ng unsold. Gross profit is determined by deducting net cost of goods soid from 
et amount of sales. For illustration of procedure see section on “Inventories.” 

The following is adapted from R. B. Kester’s ‘‘Accounting Theory and 
-ractice’’:! 

Careful analysis and study of the adjustment of merchandise records should 
.o made to see how the logic of the trading section of the profit and loss state- 
nent is worked out in the ledger. Record of the merchandise asset should 
»e kept, in strict theory, same as that of any other asset, viz., the accounts 
hould be charged with the full cost of the asset and credited at cost with the 
yortion sold, profit or loss on sale being carried in a separate account. Balance 
sf Merchandise account then shows value of merchandise on hand at any time. 

Theory, however, gives way to practical difficulties of handling the account 
nthis way. Therefore, periodically the mixture of asset decreases and income 
mnereases brought about through the practical method of handling merchandise 
-ecords must be corrected, or “unmixed,” so that these elements will appear 
separately. The Purchases account, after the opening inventory, inward 
freight, and purchase returns, rebates, and allowances are transferred to it, 
sives net total of the merchandise asset for the period. This net total 
represents two things: (1) merchandise still on hand, and (2) merchandise sold. 
To adjust records, goods on hand, as shown by physical inventory, are sepa- 
rated from the total and put into the Merchandise Inventory account, which 
shows by its title that it is an asset. That leaves in Purchases account cost of 
goods sold. The credits which should indicate the decrease in the asset, equal 
to cost of goods sold, are found in net merchandise sales as shown by Sales 
account after transferring to it sales returns, rebates, and allowances. But 
these credits are here mixed with gross profit. Portion of net sales representing 
cost of sales of merchandise should now, in strict theory, be transferred from 
Sales account, to Purchases account. This transfer would effect balancing of 
Purchases account, indicating that there are no merchandise asset values in 
that account, these having been transferred to Merchandise Inventory account. 
Result of this theoretically correct procedure would be to bring about a segre- 
gation of. merchandise records into their two elements, the asset element as 
shown by the Merchandise Inventory account, and the income element as 


shown by the remaining balance in the Sales account. 

PROFIT AND LOSS ACCOUNT.—After all necessary adjustments have 
been made, the ledger accounts may be said to reflect actual conditions, the 
real accounts showing the true status of assets and liabilities and the nominal 
accounts expressing the facts regarding current gains and losses. There remain 
no mixed accounts. The capital account or accounts stand as at the beginning 
of the period, while the increases and decreases resulting from the period’s 
transactions still stand in the nominal accounts. To summarize them, a 
Profit and Loss account is opened and their balances are transferred to it. 
This account must not be confused with the profit and loss statement which is 
made up, not as a ledger account, but as a separate document. 


1 Vol, I, pp. 121-128. 
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ADJUSTING AND CLOSING; ENTRIES ILLUSTRATED.—Seven types 
of adjustment entries are needed for the ledger of a mercantile concern :? 


. Merchandise Inventory 
. Depreciation 

. Bad Debts 

. Accrued Income 

. Deferred Expenses 

. Accrued Expenses 

. Deferred Income 


NOOR WW eH 


These are illustrated in the following trial balance taken from the ledger of 


U. R. Smart as at Dee. 31, 19—: 


Trial Balance, December 31, 19— 
INewsvork National\iBanikkeiy. gi 2 cit ast. eterere res 
Petty Cash Tien. hoe was walt arr racial? Soltas 
Notes Receivable! xan au. beires sented das tenes 


hibertyr Bonds oh. cise vitae at, P eatlaainatc os 
Mierchandiselimventoryie loc: Jo aden tlh easiae es ae 
Office Purnitureiand! Fixtures..2. . askin ate dee dees 
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12 Depreciation Reserve for Store Furniture and Fix- 


(se DelivenysHauipmient ia see ae, eee tae dak ee 
14 Depreciation Reserve for Delivery Equipment....... 
SME Oil lings Slee. ak ter eee ee eed Oe 


Ue Landes aoe. sit eae tear, ihr eee eaetccatedarn, Faison cane 


ZT? Smart, Capital ens ..v3 ste athe as aed otis 
22S Smarty Persomallenesan ae career aes aise el srcarii 


2Seln=hreight and, Carta cena. Ui enas ete Pe Os 
20 alesmenisisalaries,as bis: weeeeel aes KES Feet 
30 Selling Supplies and Expense....................-. 
SlaAdvertising:. Crcectl tonne Reise Nees EUR ae 


$ 17,600 
100 
15,000 
35,000 
3,000 


30,000 
2,800 


12,000 


4,500 
35,000 


15,000 


10,500 


1,850 


2,250 
| 
7,000 | 
12,000 
25,000 
17,500 
90,000 


195, 000 


5,400 


2R. B. Kester, Accounting Theory and Practice, Vol. I, Chs. XXVII, XXVIII. 
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BBN AXKOS 5 PV aM ANE Ea: cael: tiation oie eS Sloe ee 2,840 
PDN STAICO tery OMEN ths Pid ear Re eae SLAC ICs er eS 1,750 
PUPIMEErest COSGAM I: «ates oie suis ce cx ant eae eRe GOED 900 
pie Collection and Mxchange.. 540.054. aveboeriicns oes 85 
ro ales! Discoumiiees. 26 Be icute wae cn oo OREO oat 850 
Po ntereseuInCcome. «A... aug ecows pop ress ee Seeleer bE 1,500 
fA Purchases DaseOUnbs ae .4..2.0.00 haere eee: "GMS Soke 1,300 
Po Sub—Rontaleelncomes 4... 0.00... 2-0 swktensyoe setae cette 650 
#6 Special Police on Strike Duty..............-...--- 1,200 
Wet rae ees “ie Renee ei  aaeetemn ics Sotcrcts $362,175 $362,175 
Adjustment Data, December 31, 19— 
imiventory of Merchandise...-. 5.26 66 serene el caters slele sieloloiier a) - $ 26,500 
Estimated Depreciation: 
Office Furniture and Fixtures, 10% of original cost. 
Store Furniture and Fixtures, 10% of original cost. 
Delivery Equipment, 16 2/3% of original cost. 
Buildings, 4% of original cost. 
Doubtful Accounts, 144% of Net Sales. 
Accrued Income: 
Interest Accrued on Notes Receivable. .......0.0 ese ee eee eee eeee 150 
Deferred Expenses: 
AnsunanceWmexpITed siete. we el-\cleretsrs fee hs Slee s i <fa> oielpiexeqege> srishcte (e 250 
Advertising Paid in Advance......-.....:2 see ee eee eee teeters 300 
Printing and Stationery Supplies on hand.............++++++0++- 150 
Selling Supplies and Expense.........-- ++ 0+ sees cess cere serene 200 
Accrued Expenses: 
ADR ew wa - stbeetety Se arenes eon Ceo ie rao teeta eaeciecir A gern 340 
aT OSIMET SEG alATles  ueus sia crete oe o ores cuvey alana s lelcuaesel cove uirnioae a: tennis 175 
Interest on Notes Payable. ........:e cece cece rece e etter tees 50 
Special Police on Strike Duty........... 5000s eset 150 
ONii ey SIEVE) i wesc bern Sete a cnc nIOI Ore cao en ini Od Dae Oe tC HO OIL 100 
Deferred Income: 
Sub-Rentals Paid in Advance........--. +2 +s eres terre tent eeees 50 
Adjusting entries for above trial balance are as follows: 
PTEC MACS Reis cast) t toe are cr oe seers Pn aeleels $30,000.00 
Merchandise Inventory......-.---++++: $30,000.00 
Merchandise Inventory... j..6..5++20c+ss0005 $26,500.00 
IPUrchasesiencin cis oc oeoe et tae aude $26,500.00 
IDV Sa Sak aededsunduc we deomeo ee Ol $ 3,630.00 
Depreciation Reserve for Office Furniture 
yeroh hb anolnscty es AO oo oo ae ceoicerectD ela Gita $ 280.00 
Depreciation Reserve for Store Furniture 
Crave bal Sul-q Abu Cote -A Win, Biel eeencke eieenencn howe oibrttic 1,200.00 
Depreciation Reserve for Delivery Equip- 
TIVO TG ere eta hee Ser a Ne) cae ce 750.00 
Depreciation Reserve for Buildings.... . 1,400.00 
BadelDebts ween stewed ee rs 6 hawitrkags $ 482.88 
Reserve for Doubtful Accounts......... $ 482.88 
Interest Income (Accrued)..........--+++5055 $ 150.00 
PnterestulnGomerreaeiic<levarngee crcl anes ahs $ §©150.00 
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Insurance: (Wetenred) see et eee eee pe $ 250.00 

TRSUPATICS:; B59. LN em ies hh: eee, Leer $ 250.00 
Adventismen (Metered) inne notte ten era $ 300.00 

Ny CLbISIN Gna re ssh OL err ore ered ete $ 300.00 
Printing and Stationery (Deferred)........... $ 150.00 

Printing and! Stationery. «sca «<n $ 150.00 
Selling Supplies and Expense (Deferred)....... $ 200.00 

Selling Supplies and Expense........... $ 200.00 
PL AK OG RM A. 3. Schon Pea ear, Rane ele Ritter ey EE $ 340.00 

faxesaCACCriUed)) ater rein eter rena aren $ 340.00 
Salesmen si salaricgeros. (tae in ee $ 175.00 

Salesmen’s Salaries (Accrued).......... $ 175.00 
Interest: Cost... 158k abou ta ceo ae $ 50.00 

Interesti€ ost, CAccrucd) petit eee $ 50.00 
PpecialsPolice*on' Strike Duty see... 6sn es oes $ 150.00 

Special Police on Strike Duty (Accrued). $ 150.00 
Office Salaries «5... das bo ee eee $ 100.00 

Office Salaries (Accrued)........... aah: $ 100.00 
Sub=Rentalsiin come serra en eee $ 50.00 

Sub-Rentals Income (Deferred)......... $ 50.00 


After these adjustment entries are posted, the ledger reflects the true status 
of affairs, but the necessary information is scattered over many accounts. 
The next step is to summarize this information. This is done by means of the 
Profit and Loss account, to which the balances of nominal accounts are trans- 
ferred, by means of the closing entries. These closing entries are as follows: 


IBUrCHASES ie Shine mie DA ea en Ae ce Pe eae $ 1,350.00 
In-Freight and Cartage.............. $ 1,350.00 
Purchase Returns and Allowance........... $ 5,400.00 
Purch asesarh yet era wen eerie $ 5,400.00 
IProfitzandlioss+ee dee cee ae a noe $134,450.00 
Purchasesis, . cmererucce meme terres: $134,450.00 
aes Riaete (Str nok oA ogertuat oa oath rege ee $ 1,850.00 
Sales Returns and Allowances........ $ 1,850.00 
ALCS cai. Sian s b:4 ey ce ae ete entero ee $193,150.00 
Preit ian duljoss-crecsnestecine teers are $193, 150.00 
Proftt:and Toss. tet SA eee ees tee $ 25,225.00 
Salesmen!sicalaries....... cscs sad use ee $ 13,675.00 
Selling Supplies and Expense......... 1,400.00 
NAOT biSin Stet es cece ast cinta Siar anes 4,500.00 
Out Eretoh (ge Neate ewe eae 400.00 
Delivery, Expense). 44.4.0 0.45.2. + 0, 3,300.00 
Depreciation. ee ee oe Pe ae 1,950.00 
Store Furniture and Fix- 
CLIMOS roach act Se eR ease $1,200.00 
Delivery Equipment... . 750.00 
Profit: and Loss: 4.0.2 ete oe ee $ 18,560.00 
Ohiserstileunsa a4 ccpecdecdonnecebacs $ 5,100.00 
OfficesBixpensen tsi Mem mere iee 4,500.00 
Generale bixpenso sate aan reer 2,000.00 
Printing and Stationery sa. seen 600.00 
PAROS cries atc cas ee RE eee 3,180.00 
Insurance 


Sarah mites navigate i a | 1,500.00 
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Wepreeiationi: SAG. se MEANS A * 1,680.00 
Office Furniture and Fix- 
GURES Ameer oid eae teres $ 280.00 
Building 2s 305. teen 1,400.00 

Proutpan GLOSS aes ee et teen ote eee eee $ 2,367.88 

InterestiGost.l kaneis. alowed $ 950.00 

SalessDiscount >. F2e esr ees 850.00 

BEALS tse Bir ky, a cveiane ke keke 482 .88 

Collection and Exchange............. 85.00 
Bnterest ll COMe tn: wee wie ctr 9 4s ORS eaten $ 1,650.00 
IPUTChasesDISCOUILi aN aie mienHs cewtinoee estore come ie 1,300.00 

Profitivan del Gsse4 5.26 caw 2 cnt ad eke $ 2,950.00 
Profit rand MOSS eae ee ree te one eee $ 1,350.00 

Special Police on Strike Duty........ $ 1,350.00 
Sub-Rentalsmincome sc. ..6. 6-45 424 oe eerie $ 600.00 

iProfitvand! Voss see ett meat $ 600.00 
PPT OMGIDT Oe LOSS ce yas er eee sean crenee eeen e $ 14,747.12 

Uae smart eersonals. ase oewieae $ 14,747.12 
Merk Omart. bersonalic-cee. reser eer CS el pylee 12 . 

Wah simattn @ alta lemurs Lat $ 4,247.12 


Note that after net sales and cost of goods sold are transferred to profit and 
loss, expenses connected directly with sales are closed into Profit and Loss. 

The groups of accounts next closed are those covering administrative expenses, 
fnancial management expenses, financial management income, non-operating 
sxpense, and non-operating income. Order of closing follows order in which 
same items appear in profit and loss statement (see Form 19). The Profit 
and Loss account is shown in Form 18. The balance of profit and loss is trans- 
ferred to Smart’s Personal account and the balance of that account is in turn 
transferred to Smart’s Capital account. This completes the process of closing. 
The final step in the interpretative process consists in setting up a profit and 
loss statement and a balance sheet. 


Profit and Loss 


Lo 19— 
Dec. 31 Purchases......... $134,450.00 | Dec. 31 Sales...........-- $193,150.00 
Selling Expenses... 25,225.00 Financial Manage- 
Administrative Ex- ment Income... . 2,950.00 
DEDSES en ia sees 18,560.00 Sub-Rentals In- 

Financial Manage- COMES Ara ea 600 .00 
ment Expenses. . 2,367.88 

Special Police on 
Strike Duty..... 1,350.00 


Net Profit, to U. R. 
Smart, Personal. 14,747.12 


$196 , 700.00 $196 , 700.00 


Form 18. Profit and Loss Account in Ledger 


PROFIT AND LOSS STATEMENT.—The profit and loss statement is 
shown in both report and account form (Forms 19. 20). The account form 
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resembles the Profit and Loss account in form and content, the chief difference 
being the greater detail introduced in showing sales and cost of goods sold. 


U. R. Smart 
Statement of Profit and Loss 
For the Year Ending December 31, 19— 


PIAS ery, ee ccre hin co nami anasee tat enO ee ake Re Meen ee RO Be $195,000.00 

Sales Returns and Allowances............... 0. amis ie. 1,850.00 
FS SBeR SSE Aor ok Sk Peach cc ne cae Sp ah, thas rele wa hict bes ae Goel ad a ae oueeeta: oN ee $193,150.00 
Cost or Goons Soup: 

Inventory of Merchandise, Jan. 1, 19—.............. $ 80,000.00 

Purchases during the year............. $135,000.00 

¥n-Freight and Cartage............... 1,350.00 136,350.00 

Less: $166 , 350.00 
Purchases Returns and Allowances..... $ 5,400.00 
Inventory, Dee; ad, 19s te as 26,500.00 31,900.00 


CosHior Goods} SOD s. 2 scan susie io ecca: ccm he eee ete 


WSR ARO RD woah 0 oc Alena a Kee aia serosa) s i, FTL TERA D Ghee 5 ERROR AR ee, a ea 
SELLING EXPENSES: 


Salesmien-si Salaries wo userac srayseeerenae $ 13,675.00 
Selling Supplies and Expense.......... 1,400.00 
Aa Viertisine aot ele Se asdist kts es cares 4,500.00 
Ountalireie bites, eset stiaie., ack Wee ee cs 400.00 
MICHEVELY Lox peDeey.. : <.3 shy man matprerek 3,300.00 
Depreciation: | 
Store Furniture and Fix- 
UTC ants atcha kat $1,200.00 
Delivery Equipment.... 750.00 1,950.00 $ 25,225.00 
GENERAL ADMINISTRATIVE EXPENSES: 
Office Salaniesin al. oir cpu cate e ines $ 5,100.00 
Office LIXpenseseee es cnc mete ae 4,500.00 
Generalthixpensertnn Ss. okt. aacumiler. eee 2,000.00 
Printing and Stationery...:...0.....+5. 600.00 
By ROG Oese eee he sey ca unre eos Cea ea 3,180.00 
AMSULANCEN ctr Ae ee ee eee 1,500.00 
Depreciation: 
Office Furniture and Fix- 
(WINSSale ein cr OS cc oaoe ic $ 280.00 
Buildings ae nem as ee 1,400.00 1,680.00 18,560.00 
Financia MANAGEMENT EXPENSES: 
interest Coste semen teat ccs eo $ 950.00 
Hales Discount. mee care le a eon eelnts 850.00 
Bad: Debts at Aenea tet penton a 482.88 
Collection and Exchange.............. 85.00 2,367.88 
Tota OPERATING EXPENSES..........8.%.... $ 46,152.88 
FinancraL MANAGEMENT INCOME: 
Interest Incomes. <2 20n eniekece ce ME SlOOOy 00 
Purchase, Discount... seen 1,300.00 2,950.00 43 , 202.87 


QOPERATING*P ROPER | in 5.0: bra geto epee eM ere eee es FL eae $ 15,497.12 
Non-OPERATING EXPENSE AND INCOME: ' 


Expense—Special Police on Strike Duty............. $ 1,350.00 
Income—Sub-hKental Income. sane eee: Ae 600.00 750.00 
NED PROFIT POR( THO YHAR Wadi ste cenit Dene ees Rn ee $ 14, 747,12 


Form 19. Statement of Profit and Loss—Report Form 
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U. R. Smart 
Balance Sheet, as at December 31, 19— 
Assets 
CURRENT ASSETS: 
Cash—New York National Bank........ $17,600.00 
Petty @asht occ. eae coer copes 100.00 $17,700.00 < 
Notes Receivable.......... $15,000.00 
Trade Customers.......... 35,000.00 $50,000.00 
Less—Reserve for Doubtful Accounts. . 1,357.88 48 ,642.12 
iNMerchandise: Lnvientory aenaeiuie stasis) ean aeons ia tames 26,500.00 
IST ta al Cs aTe oto eae whom are eds laa aoe SAO SD 3,000.00 
Accrued Income (interest due but not paid)........... 150.00 $ 95,992.12 
DEFERRED CHARGES TO OPERATIONS: 
Wngarance: Prepaid :. crac crcay re cis eles eno taledemeretensiens ia sh sae fete $ 250.00 
Ndvertising Prepalde...a. crc ete eee winiatass eelea tel oer cea 300.06 
Printing and Stationery Supplies...................-. 150.00 
SellingiSuppliestand! Eixpensé..--- eee ee ee 200.00 900 . 00 
Frxep ASSETS: 
Office Furniture and Fixtures............ $ 2,800.00 
Less—Depreciation Reserve........... 980.00 $ 1,820.00 
Store Furniture and Fixtures...,0......--- $12,000.00 
Less—Depreciation Reserve........... 4,200.00 7,800.00 
Delivery Equipment. . extern $ 4,500.00 
Less—Depreciation ‘Reserve. Be ey ae 3,000.00 1,500.00 
BS uildingay ert eee Aaa ok eee eee $35 ,000 .00 
Less—Depreciation Reserve........... 8,400.00 26,600 .00 
1 EST he ee es Nii ail are oar A ir ea en ara ME Reco ere es CS 15,000.00 52,720.06 
PGOPAT ABBE a's acs. 5 Baa 8 oN hao ok COLE ES Steno) wae Perea ee ate $149 612.1: 
Liabilities 
Current LIABILITIES: 
NotesuPayable:, sseemiin. dees ee enn ee, OOOT00 
Trade: Creditors.;. eat thet es ee 25,000.00 
Accrued Expenses: 
"EROS, wee te tins» ccconta (ASME We $340.00 
Salesmen’s Salaries.......... 175.00 
Interest Cost.... 50.00 
Special Police on ‘Strike Duty 150.00 
Office ‘Salariesz auc etee ane 100.00 815.00 $37,815.00 
DEFERRED INCOME: 
Ee Sub-Rentals Incomess.a.a4. Mtn astee kee ane tise e 50.00 
Frxep LIABILITIES: 
Niort gares: Payable. vce ck eee oe, on re eed 17,500.00 
EVODAT, LEABILITTE Se > vedere ierenor she ese vccairccat ey ietarede scare eae 55, 365.0 
Net Worth 
Represented by: 
Uke omart, Capital, Jans, 1 jolO—-ch ean Meee, (es coy ie $90,000.00 
Profitgiorathe Vear 2 - er. acne ane $14,747.12 
DORA WA Sates wipe hs «ame Bh anteater eee eee 10,500.00 4,247.12 $ 94, 247.1 


Form 21. 


Balance Sheet—Report Form 
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BALANCE SHEET.—Balance sheet may be arranged in accordance with 
either of two forms. The first form shown (Form 21) is called the report form. 
It is non-technical and easily understood by business men not skilled in ac- 
counts. The second balance sheet (Form 22) is given in account form, sub- 
traction of liabilities from assets being indicated by their respective debit and 
credit positions in the account. 


Controlling Accounts 


PURPOSE OF CONTROLLING ACCOUNTS.—Accounting records must 
be adaptable to conditions as well as be correct in principle. As markets 
widen customers and creditors grow more numerous, so that the simple arrange- 
ment of general and cash journals and of general ledger becomes inadequate. 
The cash journal remains an adequate record so far as cash is concerned, but 
by the use of columns the handling of certain classes of receipts and disburse- 
ments may be improved. The ledger becomes encumbered with the increasing 
number of accounts receivable and payable, making it difficult to avoid errors 
or to locate them after they are made. Subdivision of work among clerks 
becomes difficult. 

The principle of columnar journals and controlling accounts supplies a remedy 
for such a situation. Controlling accounts are accounts kept in the general 
ledger to which are posted, from the journals, totals of debits and credits. 
The details of debits and credits are posted to subordinate ledgers which the 
controlling accounts govern. Frequently the subordinate ledger is given the 
same name as its controlling account. Thus the accounts receivable ledger 
contains the accounts receivable and is controlled by the Accounts Receivable 
controlling account in the general ledger. Also the accounts payable ledger 
contains the accounts payable and is controlled by the Accounts Payable 
controlling account in the general ledger. 

Use of controlling accounts necessitates specialization in the forms of journals. 
In so far as possible those entries which affect accounts in subordinate ledgers 
should be removed from the general journal, or special columns should be 
provided in the general journal for their reception. Special columns for the 
reception of these entries should also be provided in the cash book. By pro- 
viding (a) special journals, or (b) special columns in general and cash journals 
or both, to receive items to be posted in detail to subordinate ledgers, it is 
possible to post totals to controlling accounts, thus fulfilling the requirements 
of carrying to controlling accounts totals of debits and credits posted in detail 
to subordinate ledgers. 


DEBITS TO CONTROLLING ACCOUNTS RECEIVABLE.—Ficures to 
be entered in controlling account must be debit and credit summaries and must 
be secured with least possible effort. Most debits to customer’s accounts 
are from the sales journal, but some may come from the credit side of cash jour- 
nal, as when cash payments are made as a rebate or refund. Others come from 
the general journal for various adjustments. This class of debits is not numer- 
ous, however. As usually operated the sales journal carries a column for 
credit sales whose total represents the total of all detailed debits to customers’ 
accounts. Total of credit sales column determines total debits to all customers 
on account of charge sales. In showing this total it should be indicated that 
it is to be posted both to credit side of sales account.and to debit side of control- 
ling accounts receivable account in the general ledger. This latter is so because 
the controlling account takes the place of the accounts receivable ledger in the 
general ledger. : 
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5 If total sales per sales journal includes both cash and credit sales, the following 
is a summary entry thereof: 


The Cash debit is not posted, being set up simply to show the eauality of the 
summary. It is posted from the cash book. The debit to Accounts Receivable 
when posted to the general ledger account of that title secures 4 charge to that 
account equal to all individual debit postings to the accounts receivable ledger. 
Debits to this controlling account are also posted from general journal and 
cash book. An accounts receivable analysis column may appear on debit 
side of general journal in which charges to customers are made. At end of 
month the total of this column gives in one figure item to be posted to the general 
ledger accounts receivable account. This is equal to the individual debits 
Ronee from general journal to customers’ accounts in the accounts receivable 
edger. 

Ordinarily, on account of fewness of items involved, it is not necessary to 
provide an accounts receivable column on the credit side of the cash book. 
‘Each item posted to debit of an account receivable in the accounts receivable 
ledger must be posted separately to general ledger accounts receivable controlling 
account. 


CREDITS TO CONTROLLING ACCOUNTS RECEIVABLE.—Four main 
sources of credits to accounts receivable accounts are: 
Payments by customers entered in cash book. 
Goods returned by customers entered in returned sales journal. 
Notes received in payment entered in notes receivable journal. 
Adjustments of various kinds entered in general journal, also notes 
and returned sales entered in general journal where special journals 
for those transactions are not kept. 


se se 


Special credit columns may be provided in cash journal and general journal 
the totals of which are posted to credit of the Accounts Receivable controlling 
account, the details to the individual accounts receivable in the subordinate 
accounts receivable ledger. The posting from the returned sales journal at 
the month end is summarized thus: 


SEchU PXernbinotcte Sm Oh cer itha.e cia bby cepolee cmO PAA Oicid CCl Da sates 
Accounts Receivable. .-4.22.0..... 0G. ae. $i. Aa 


This total credit posting equals in amount the individual postings to the credit 
of the accounts receivable accounts posted from the returned sales journal. 
If a notes receivable journal is kept a similar entry is required for it, thus: 


Notes mecelvablon facmee tick: eiiciiaca: ce yemate -topionels G caches eye 
Aocounts ecetvablemm. tener er Rant oer Stays eee 


Thus all debits and credits which are carried in detail to subordinate ledgers 
are represented in summary form in the general ledger controlling account. 
It is possible to secure a trial balance of the general ledger without considering 
the detailed accounts found in the subordinate ledger. Nevertheless part of 
the work of checking up at end of period consists in making a list of customers’ 
balances and seeing that their total agrees with the controlling account balance. , 


CONTROLLING ACCOUNTS PAYABLE ACCOUNT.—The principles 
governing the controlling Accounts Payable account are the same as those 
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governing the controlling accounts receivable accounts, but the details differ, 
Summary entry for purchases journal is: 


Cashin, Suees ee tation joetme hae hak Seale or eR Ate. aki eee 


The cash item should not be posted. 

Debits to accounts payable controlling account come from accounts payable 
columns in cash book, credit side, general journal, and summaries for notes 
payable and returned purchases journals. 


SELF-BALANCING SUBORDINATE LEDGERS.—The subordinate ledger 
may be made self-balancing by setting up an exact duplicate of the controlling 
account in the subordinate ledger but with the sides reversed. 


INTRODUCING CONTROLLING ACCOUNTS.—If desired to introduce 
controlling accounts where not formerly used, adjustments are necessary. 
Accounts to be controlled should be segregated and controlling account columns 
provided for in books of original entry. With transfer of these accounts to a 
separate ledger and introduction of controlling accounts in general ledger, 
latter’s balance is preserved. Opening entry in the newly established con- 
trolling account is sum of balances of transferred accounts. The new con- 
trolling account may be established by journal entry as shown in Form 23. 
Posting this entry opens the accounts receivable controlling account in the 
general ledger and closes the individual customers’ accounts in the general 
ledger. The individual customers’ accounts are in turn opened in the accounts 
receivable ledger. 


TREATMENT OF WITHDRAWALS OF STOCK-IN-TRADE.—Sales 
Journal is designed to contain only sales of stock-in-trade. Sometimes goods 
are withdrawn at cost for use in the business or for proprietor’s personal use. 
Although it is not strictly correct to enter these at cost price in sales journal, 
it is sometimes done as a matter of convenience. Results for statistical purposes 
are not thereby vitiated materially if such withdrawals are small, or if they 
continue fairly constant from period to period. When so recorded a problem 
arises in summarizing the sales journal if controlling accounts are used. The 
accounts receivable ledger is limited to customer’s accounts only. Proprietors’ 
accounts and other accounts to which withdrawals might be charged are kept 
in the general ledger. Whereas most items entered in sales journal are posted 
to the accounts receivable ledger, such withdrawals at cost must be posted in 
detail to the general ledger. This total of sales journal does not represent 
correct debit to Accounts Receivable controlling account. It is necessary to 
make an analysis of the sales journal contents to secure this figure. To do 
this, if possible three columns in addition to departmental columns should be 
used. Column titles would be: ‘Sales ledger,’? ‘*Cash,”’ and “Sundry.” Sum 
of these three gives total to check against total of other distributive columns, 
but only “‘sales ledger” total is posted to accounts receivable controlling 
accounts, and individual items in that column are posted to customers’ accounts 
in accounts receivable ledger. Items in the ‘ sundry” ¢ lumn are posted to 
proper accounts in the general ledger. If number of such withdrawal 
items is small, they may be recorded in the regular column in the sales 
journal and be given some distinguishing mark. At month’s end these must 
be totaled separately and their sum subtracted from total of sales column to 
secure correct amount to post to the controlling account. Another plan is to 
make a correcting journal entry when entry for total of the sales journal is 
made. The special items being included in the total of the sales column, an 
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Cash Book 
Accounts Sales 
Date L.F.|| General || Receiv- Deeonnt Bank 
able 
Dec./31} Totals 13 ,050/00/41 , 250/00} 1,800 o0l52, 500 00 
Balance Dec. 1 5, 000/00 5,000)00 
8,050}00) 
Bank, Dr. 47 ,500/00 
Sales Discount, Dr. | 1,800]00 
Accounts Receivable, Cr. 41 , 250/00 j 
49 , 300/00! 49 , 300/00 
Jan. el Balance 11 ,350)00) 11,350|00 
I I 
Form 26a. Cash Book Summary—Receipts Side 
Cash Book 
7 Accounts| Purchase; 
Date L. F.| General Payable di tnscoant Bank 
Dec.|31] Totals 8,000 |00//37 , 500/00}, 4,350/00 
Bank, Cr. 41,150/00 
Purchase Discount, Cr. 4,350/00 
Accounts Payable, Dr. 37,500 ]00) 
45 , 500 |00 45 ,500|00 
Bank, as above 5 41,150/00 
Balance 11,350}00 
52, 500/00 


Form 26b. Cash Book Summary—Disbursements Side 


overcharge occurs to the Accounts Receivable controlling account. <A cor- 
recting journal entry is made crediting the controlling Accounts Receivable 
account and charging the proprietor’s Personal account, thus: 

‘Proprietor, wRersonal.... 9. etme ee ae $ 


The debit to the proprietor should be checked here and posted from sales 
journal, or vice versa. 

TREATMENT OF CASH SALES.—A separate column for cash sales in the 
sales journal may be dispensed with. Under one plan cash. sales are included 
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in the charge to accounts receivable controlling account although the individual 
items are not posted to the subsidiary ledger. They are also included in the 
total to be credited to the accounts receivable controlling account as per the 
debit side of the cash book. Inflated debit in controlling account is offset by 
an equally inflated credit item. 


EXTRANEOUS ITEMS IN PURCHASES JOURNAL.—When items not 
intended for stock are purchased and entered in purchases journal, such items 
should not be charged to purchases but to the personal account of proprietor, 
or whatever account is affected. 


SUMMARY ENTRIES FOR COLUMNAR BOOKS.—The summary entries 
for special journals may be made in the general journal, but are preferably 
made directly in the special journals. A sales journal summary is shown in 
Form 24. A general journal summary is shown in Form 25. A cash book 
summary is shown in Forms 26a, 26b. 


Partnership Accounting 


PARTNERSHIP DEFINED.—The New York law say that ‘'a partnership, 
as between the members thereof, is the association, not incorporated, of two or 
more persons who have agreed to combine their labor, property and skill, or 
some of them, for the purpose of engaging in any lawful trade or business, and 
sharing the profits and losses as such between them.” 

The English Partnership Act of 1890 defines a partnership as “the relation 
which subsists between persons carrying on a business with a view of profit.” 


PARTNERSHIPS CLASSIFIED.—In general, partnerships are either common 
law or limited, but other special subdivisions may occur. ‘Thus under the 
Income Tax Law of 1918 personal service corporations were regarded as part- 
nerships and were taxed accordingly. Common law partnerships are meant 
when reference is made to partnerships without limitation or qualification. 
These are governed not by statute but by the common law. Of course the 
common law may be modified by statute. According to the principles governing 
common law partnerships, the members are subject to unlimited liability. 
Limited partnerships are those in which restrictions are placed on the liability 
of some of the partners, providing certain requirements of the law are met. 
Partners limited in liability to their investments are special partners. Those 
who retain unlimited liability are general partners. In order to become a 
limited partnership the usua! requirement is that a certificate be deposited in a 
public office, stating: 


Name of firm. 

Name and residence of each partner, and whether general or special. 
Nature of business. 

Amount of each partner’s investment, 

Amount of capital. 

Duration of partnership. 


POUR we 


The New York law governing formation of limited partnerships reads: 


Two or more persons may form a limited partnership which shall consist of one or 
more persons of full age, called general partners, and also of one or more persons 


of full age who contribute in actual cash payments, a special sum as capital, to the 
common stock—or fund—called special partners, for the transaction within this state 
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of any lawful business, except banking and insurance by making, severally signing and 
acknowledging and causing to be filed and recorded in the clerk’s office in the county 
where the principal place of business of such partnership is located, a certificate in which 
is stated: 


1, The name or firm under which such partnership is to be conducted and the county 
wherein the principal place of business is to be located. 

2. The general nature of the business intended to be transacted. 

3. The names, and whether of full age, of all general and special partners therein, 
distinguishing which are general and which are special partners, and their 
places of residence. : 

4. The amount of capital which each special partner has contributed to the commop 
stock—or fund. 

5. The time at which the partnership is to begin and end. 


JOINT-STOCK COMPANY.—This is a partnership or association in which 
a participation in ownership and control and in a right to a proportion of profits 
is evidenced by transferable shares of stock. A board of directors chosen by 
the stockholders exercises management and control. In above respects the 
joint-stock company resembles the corporation, but insufficiency of assets te 
pay debts in case of bankruptcy is made good out of private fortunes of partners 
as is done in case of general partnerships. 


CLASSIFICATION OF PARTNERS.—An ostensible partner is one who 
holds himself out as and is known to be a partner. A nominal partner is one 
known as a partner but who possesses no real interest in the firm. A dormant 
or silent partner is one who does not take an active part in the firm’s affairs and 
who is not known as a partner to outsiders. A secret partner is one who pos- 
sesses an interest in a firm and takes an active part in its affairs but who is not 
known as a partner to outsiders. 


ARTICLES OF AGREEMENT.—Prospective partners usually form apr 


agreement regarding management of the future enterprise. Points to be 
covered in this agreement are: 


1. Capital to be invested by individual partners. Amounts and proportions 
of contributions should be stated. Admission of new partners 
should be covered. Good-will adjustments should be set forth. 

- Provision for division of profits or losses among partners. 

. Provision regarding allowance of interest on capital invested by partners. 

- Provision regarding treatment of withdrawals. 

. Provision for admission of new partners. In this it may be desirable 
to indicate method to be pursued in adjusting book values to real 
values, and treatment of good-will. 

6. Provision for keeping of records. Preferably by double entry, and 

periodical audits by certified public aécountants may be desirable. 

7. Provision for dissolution. After creditors are satisfied any excess of 

assets over capital is divided equally among partners, unless there is 
provision to the contrary. 


oe 


; Other topics may require treatment. One requiring extended consideration 
is the question of interest on drawings. If desirable, a limit to drawings may 
be prescribed, interest being charged on excesses drawn over the prescribed 
amount and credited on any excess of amount prescribed over amount with- 
drawn. 

Provision may be made to avoid dissolution in case of death of a ‘partner. 
A partner’s death is likely to occur at a time when it would be inconvenient to 
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close the books. If profits do not fluctuate greatly, provision may be made 
that the outgoing partner or the estate of the deceased partner be compensated 
on basis of past year’s profits. If desirable to avoid disbursement of too great 
an amount at one time, such payment may be arranged on the instalment plan. 


DISSOLUTION OF PARTNERSHIPS.—Partnerships are dissolved, 


By arrival of a time predetermined by agreement. 

By illegality of purpose. 

By impossibility of accomplishing purpose for which formed. 

By unanimous consent of partners. 

By assignment of interest of a partner without consent of all other 
partners. 

6. By death of a partner. 

7. By anything incapacitating a partner, as insanity or drunkenness. 


SESS 


Distribution of Assets at Dissolution.—Obligations are liquidated in the 
following order: 


Creditors. 

Loans from partners. 

Capital of partners. 

Residue is distributed among partners in ratio in which profits and losses 
are shared. 


OPENING ENTRIES.—The opening entry should express clearly the con- 
tribution of each partner. Assume that two individuals about to form a part- 
nership possess following assets and liabilities: 


We Coa 


E. Johnson: 
Assets: 
(GET onenise oid tere toes ooen oon Ty ORIG CT $ 2,000 
VISTO ATICASC EER RetC cane eden ee ee cabs 6,000 
Realilistate mt Ateneo kroner at etter ore aes 15,000 
iAccountséReceivabloweny uiacames tenes sae: 4,000 
Burniture and Pixturessrt «i. ace eieehid: --). iar 800 
INGtESTELECOLVADLG miracle clemerettecie cna oneh doh iRaenite 900 
$28,700 
Liabilities 
Mortcacemcsnsvyes duie ielot! siialaltan sts Gaeta lohmn atest. $ 8,000 
AGCOUNES ARB alole aan) ite miatitels onereloiens stele sume. oul tetas 1,200 
$ 9,200 
S. Arthur: 
Assets: 
(CRS ao ote cia oon Sect OM Icha CCIE CLO cen ecee rae nacre $12,000 
Liabilities: 
None. 


It may be agreed that Arthur’s investment entitles him to one-half of profits 
and interest in the entire investment proportionate to his contribution; or he 
may be given a half-interest in the whole investment, in which case capital 
accounts of partners require adjusting to make them equal. If each partner’s 
interest in the investment is to be proportionate to his contribution, opening 
entry is: 
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E. Johnson and S. Arthur agree to form a partner- 
ship this day under the firm name of Johnson and 
Arthur. Assets, liabilities, and capital are as 


follows: 

CS ec Wy Syayee os seven 1. nee ee RR PR RTE APIS GRO $14,000 

IMEC T CHAN CISC aretin str Meese ep TE Ee OE I 6,000 

Real Mstatecs.tSetactoaeS -<o hene eee ER CAE By 15,000 

ACCOUNTSEEVECELV a blo ae dee nies eee 4,000 

Purnituretandphixtures exec: Ween eee 800 

Notes! Receivable: 2 00.8 See eee 900 
Mortgage AuOOt ie se LO Tere iQ TIve $ 8,000 
INCOMING) IDENT. 54 oacnncoe sonupmohenanoee 1,200 
BF Ohm soxies © citi tel] ae eee ea 19,500 
SuArchuriGaprtales cee = ee ees 12,000 


If thought preferable, the assets each partner contributes may be set out 
separately, instead of being shown in a compound entry as above. 

If it is desired to give each partner a half-interest in the business, the capital 
accounts require adjusting. Either (a) Johnson’s account should be charged 
and Arthur’s account should be accredited with half the difference between the 
accounts as they stand above, or (b) good-will should be brought in as part 
of Arthur’s investment. 

For (a) the adjustment is: 


diy SO VAS Oy CNS UETE Pears oleh ok tele Oy he NE set $3,750 
Sheva ors OL Wesel he te eho a) sola cele te eo adn ene $3,750 
To equalize capital accounts of partners. 


For (b) the adjusting entry is: 
GGORAWANERS -: SAO ES Wt tee Cat Repke CGA Pele HL tea wre Up $7, 500 
eran tub; (Capital enean aoe aoe, Siete AGI ie tap ; $7,500 


There can be no objection to bringing good-will into books if it represents a 
real condition. If there is no good-will then method (a) should be followed. 


DISTRIBUTION OF PROFITS.—The fundamental principles governing 
profit distribution are: 


1. In absence of agreement to contrary, profits are divided equally 
among partners. 

2. If profits are to be divided in ratio of capital interests, it should be 
specified in agreement whether original investments or capital accounts 
as at beginning of period should determine ratio of subdivision. 

3. Agreement should contain provision for a change in profit-sharing 
ratio in case one partner should withdraw a part of his investent. 

4. Unless special provision is made for sharing of losses the profit- 
sharing ratio controls. 

5. Salaries are not allowed to partners unless provided for in the articles 
or later agreement. 

6. Provision should be made for handling of profits not drawn by part- 
ners. They may be carried either as open balances in the partners’ Draw- 
ing accounts or they may be transferred to the Capital accounts. 


Average Investment Basis for Profit-Sharing—Sometimes special partner- 
ships are formed to undertake a special contract or to do some special kind of 
work. Total capital required may not be known at beginning, or it may be a 
policy to let whatever partner happens to have funds in readiness advance 
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them for a longer or shorter period. Under these circumstances the average 
investment of the partners may be made the basis of profit-sharing. 

Determining Average Investment.— Assume that two partners, A and B, 
invest $6,000 and $12,000, respectively, on Jan. 1, and make the following 
withdrawals and additional investments: 


Withdrawals: 
TN hoe Sl, Pee ee Bode noe Spe ED Oe OCs 0 Ue a cio oO $ 500 
INA les utes tisiteroeisl ais suki etka treseicie ses ar 700 
Bea ine cots sca ceoen its sae taki) docsters 200 
Ree de tac iio ates eae eae A Se 2,000 
(Os Bee ecm ne onto opr D Ud cocoa CE ote C 300 
Additional Investments: 
RETIRE cen os Oona op oot hoot Hck $ 2,000 
Be Atig. SOsemmus akentas calimen or setraenait ts tse 6, 000 
At end of year A has invested: 
$6,000 for 12 most,,or). 2211.1. Sheree lie ials oie eine os =: $ 72,000 for 1 mo. 
DAVOS? ay CE er eS es i oF ec AO aca 10,000 352 ae 


$ 82,000 sc be sé 
He has withdrawn: 
$500 for O MOS: Oa ee ate ieee by “ecko meas $ 4,500 for 1 mo. 
ZOOM ae EEN MHRA cant eieoneicciareneye ere ere eRe AS 900) aoa 


$ 9,400 % 4 


His investment is $82,000 — $9,400, or $72,600 for 1 month, or an average 
investment of $72,600 + 12 = $6,050. At end of year B has invested: 


SIO MOOOM OLE 2a Oss Olena ets ee eyes ice eset al te $144,000 for 1 mo. 
6,000 “ 4 g (hse ah ae bene ere ari eMC ei rE Ted COO ee A 


PGS O00 aaammnee 
He has withdrawn: 


GP Gy ore Ocrtshs itn cmap vido Domaine Om ORUIOISS $ 1,200 for 1 mo. 
2000s tone CS rk oe A ue a ES IC MORD SET MONOTONE AG aay Se 
UNI ee an rahe ic 0 Mone eben Ceiocas C-SI 6000 Amo 


$11, S00 ae ie 


His investment is $168,000— $11,800, or $156,200 for 1 month, or an average 
investment of $156,200 + 12 = $13,016.67. 

Interest on Investments.—In partnership accounting interest question arises 
in connection with: (a) adjustment of profits, and (b) withdrawals. | When 
interest is employed to adjust profits, the purpose is to give one partner more 
and another less than the rule of equal division of profits would permit. If 
A, B, and C invest, respectively, $500,000, $750,000 and $1,000,000, average 
investment of all is $750,000. If each is credited 6% on capital, the charge 
therefor being carried to profit and loss, the partners’ capital accounts are 
credited, for interest with following amounts: 


NUE ass, EAD MME CEE PRIORY ted ia connate Gat snerecerearse ges Fst $ 30,000 
De eee sett ola ind cae ently Cetera eh Rca a 45,000 
Ceo con cio ci Sou ost Dans RCRA ONO LO ae Ea a 60, 000 
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Since the $135,000 is charged to profit and loss, each partner bears 1/3 of it, 
or $45,000. B does not gain or lose, but A gets $15,000 less and C $15,000 more 
than if interest were not brought in. A simple way of accomplishing the same 
result, so far as Capital accounts are affected, is by means of the following 
adjusting entry: 
HENS (CORN sr) Ls eaeiies een ety ane at AN tea Wd Reh EL $15,000 
OE Gapi tall yea cairo nn hae oe rior $15,000 


Sometimes when partners contribute more or less than the agreed amount, 
those contributing more are allowed interest on the excess and those who con- 
tribute less are charged interest on the deficit. Usually these adjustments are 
handled through Profit and Loss, the final balance of Profit and Loss being 
distributed in profit and loss sharing ratio. Some accountants advocate 
that this interest adjustment be made direct through appropriation section of 
profit and loss; others that it be carried to regular interest accounts. 

A, B, and C, equal partners, each agree to contribute $10,000. 6% is to be 
credited on excess contributions and charged on deficits. A contributes $15,000, 
B, $9,000, and C, $7,000. 


A’s excess is $5,000; interest thereon is $300. 
B’s deficit is $1,000; interest thereon is $ 60. 
C’s deficit is $3,000; interest thereon is $180. 


Entries to bring these interest items into books are as follows 


PONE SO LOSS... wos bilan cect hunter aan Te teas nee ee $300 

eRe or cas. Le ee ht hres SA $300 
TELAT erin cher gs our Ay am etd NE RE eat Lae nage $ 60 
OO ae ng oe as Ee ae 180 


Sts aa etremicateens Aten es onmnyat: $240 


As a result the balance in Profit and Loss is a debit of $60 which is distributed 
among partners as per following entry: 


Sve ee ae 5 7 RS OE Sy UN bet eae ae $20 
STOR AU SIRS oS ae? MELE SIL) TS ATG IR CRE 1h 5 REL 20 
CREDITOR ob Pe eee te Seale Aon em 20 


STi NRCS Cha Orochi tin, Gita, teen, $60 


CHANGES IN PARTNERS’ CAPITAL ACCOUNTS.—Since amount of 
profit left in Capital accounts of partners differs, the ratio of the accounts may 
be different at the end of a period than at the beginning. If profits are to be 
shared on basis of investments, profit-sharing ratio changes with changes in 
investments. The agreement should cover this point specifically. In event 
of dissolution, accretions through profits constitute claims ranking ahead of 
partners’ capitals. They are in the nature of loans from partners and may he 
carried in special partners’ Loan accounts. Sometimes such accretions are 
carried in the partners’ Personal accounts. 


CAPITAL CONTRIBUTIONS vs. LOANS FROM PARTNERS.— Money 
advanced by partners may be either an additional contribution of capital or a 
loan to the partnership. It is important that there be a specific understanding 
on this point and it may be desirable to include a provision thereon. in the 
articles of agreement. If advances are to be regarded as capital contributions 
they should be reflected in the capital account of the partner making the 

advance. This will require a recomputation of the profit-sharing ratio if this 
* is based on invested capital. If they are loans they are reflected in partners’ 
Loan accounts. If evidenced by notes payable of the firm, these notes should 
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not be carried in the regular Notes Payable account representing liability to 
outsiders. At common law a partner cannot bring suit against his firm. 

CLOSING ENTRIES.—Balance of Profit and Loss must be transferred to 
Capital accounts according to an accepted ratio or, in absence of agreement, 
by equal subdivision. Balances of Withdrawal accounts are not carried to 
Profit and Loss, but direct to Capital accounts, if closed out. Usual plan is to 
bring net profits into personal accounts and then carry balance of personal 
accounts to capital accounts. i 

A, B, and C are partners and share profits equally. Balance of Profit and Loss 
for a period is $30,000. Their Personal accounts stand charged with $200, 
$400, and $700, respectively, for withdrawals. Entries to carry net profit to 
withdrawals and thence to capital are: 


roti rand OSs tac are cule tech rear aA re heas aaa caara $30,000 
NS Porsonell eee aitetat ieee pera a hac $10,000 
Bu Personal, Wort ere aces oaatemee “ears 10,000 
i Gy Rersomall sere at datas tant akg ateciaangts veers as 10,000 
To carry profits to partners’ Personal accounts. 
(AmsPersonaliteeyiea. 9) eeu Cees eee eas $ 9,800 
[AM Capitalvn wee acer cb ae Cr rata ans $ 9,800 
1B. Personals cee) anee ae dees a esa ie ea $ 9,600 
BaCapitalig ar ocean Fleur <a eh aan $ 9,600 
GaParsoialin tuednn rari: sea Gas aes $ 9,300 
GECHVGUEN, annie Of dewm icp oars Gingsimtoshs ery eo. $ 9,300 


To carry balance of Personal accounts to Capital 
accounts as additional investments of partners. 


ACCOUNTING FOR PARTNERSHIP DISSOLUTION.— Theoretically, 
capital invested is returned to partners at dissolution in ratio in which it was 
invested. An increment in investment over contributions is due to accumula- 
tion of profits; its distribution is governed by rule governing distribution of 
profits. A deficit is governed by rule governing distribution of losses. First 
step is to divide accumulated profit or deficit among partners as per rule. 
Remaining investment is distributed among partners in proportion to Capital 
accounts. If a deficit exists, ratio of partners’ capital is changed, unless profit 
and loss distribution ratio is same as ratio of investments. 

Assume that balance sheet of C and D is: 


INCOR eee aba aplade aw $100, 000 GAOapital accessoires $100, 000 
GICLEE petite 40,000 1D), Coyotes coooms a vous 40,000 
$140,000 $140, 000 


If there is equal distribution of profits and losses, balance sheet becomes: 


iNasetat tate heeren isonet: cerns $100, 000 @uG@apitales crise es $ 80,000 
ID: (OIE so ooo nCOT 20,000 


$100, 000 $100,000 


Asset distribution is now made in ratio of 4 to 1, whereas ratio of original invest- 
men? was 5 to 2. 

Distribution of deficit may change Capital account of one or more partners 
to a deficit. Assume balance sheet of E, F, G, and H is as follows: 
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HAISSOLSEAYY. Renn apthiternowed Geer $ 400,000 Hi Capitalists) cre cen $ 500,000 
Wefierteep ait goaekin oe 600,000 H«Capitaleetersy i ets cens 100,000 
Gra@ apical eee eee 200,000 
EL (Capitaleerrasmtion aut 200, 000 
$1,000, 000 $1,000, 000 

Distribution of the deficit leaves it thus: 
IN GSC US he Mere teTNN ER .. $ 400,000 ‘By Capital eee coe aoe $ 350,000 
Eee @apltalen. = et aya 50, 000 Ge Capitals tae ee 50,000 
Hy Capital\an coe oe eee 50,000 
$ 450,000 $ 450,000 


E, G, and H receive amounts indicated by their capital accounts if F makes 
good his deficit. If he does not, the loss must be distributed equally among 
the three solvent partners. 


ADMISSION OF NEW PARTNERS.— When a new partner is to be admitted, 
the question of valuation of assets arises. If the book value of these is not 
satisfactory, steps must be taken to determine a satisfactory valuation. When 
the existing book value is accepted, it is necessary merely to make an entry 
charging the proper account for his contribution and crediting his Capital 
account. Thus if his contribution consists of $25,000 in cash the entry is: 


Cashis.. soy Mieco, Ome & 1 BBs $25,000 
A; Capitals. cue aeel, hh SRE e LE MRE eae. $25,000 


Another case is where a new valuation of the old assets of the existing partner- 
ship is necessary to permit the admission of an additional partner on an equi- 
table basis. After proper revision of book values are made, the new partner is 
admitted as in preceding illustrations. - 

A third case. arises where there is a good-will value additional to values 
indicated on books. Good-will value being determined, an entry is necessary 
to bring it upon books as an asset, Capital accounts of partners being credited. 
An entry is next in order to bring in the new partner’s investment. 


Consignments 


DEFINITION.—A consignment is a shipment of goods to another party 
to be sold by latter for the account of the shipper. . The owner or shipper is the 
consignor. The party receiving the goods is the consignee. A consignment- 
out is a shipment of goods on consignment to another. <A consignment-in is a 
receipt of goods on consignment from another. Consignments are governed 
by the law of bailments and agency. The consignor is principal and the con- 
signee is agent. A broker is not usually a consignee, but acts as middleman, 
bringing buyer and seller together. His charge for his service is a commission 
usually known as brokerage. A commission merchant is sometimes known as a 
factor. A broker sells goods for account of his principal, but the principal 
delivers the goods direct to the purchaser and collects the account. A factor 
has his principal’s goods in his own possession and may sell either in his own 
name or that of his principal. The factor may or may not operate under s 
formal contract. If he operates under a formal contract it may be either 
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specific or general, 1.e., it may cover a single consignment or it may cover all 
consignments between the two parties. 


RIGHTS AND DUTIES OF FACTOR.—The factor is expected to exercise 
the same care with the goods of his principal as with his own. He may extend 
credit to the purchaser according to custom, but must use care in determining 
his credit rating. He must use ordinary diligence in making collections. 
He can transfer title to the goods and if principal is unknown to purchaser 
he may give a better title than was possessed by principal. While goods are in 
possession of factor he must give them adequate protection, but he is not 
liable in case they are damaged by forces over which he has no control. The 
character of the goods determines the degree of diligence factor must exercise. 
Factor must keep goods and funds of principal separate from his own goods 
and funds. It is usually sufficient, however, if funds are carefully separated 
in factor’s accounts so that actual physical separation can be accomplished at 
any time if necessary. Factor may incur necessary expenses, as insurance, 
duty, freight, etc., properly to handle principal’s goods and effect their sale. 
These are charges against the principal. The factor holds a lien on princi- 
pal’s goods for legitimate expenses incurred as well as for any money advanced 
to principal in advance of regular settlement. He also possesses a lien for 
commission and may apply proceeds of sale towards its payment. Factor 
must sell at the price fixed by his principal if acting under specific instructions; 
otherwise at highest price obtainable, exerting due diligence to that end. If 
a minimum sale price is fixed by consignor a sale below that price makes the 
factor liable for the difference. Factor is not liable to principal for money 
value of sales until amount due therefor is collected; but this rule does not 
hold if factor has not used due diligence in granting credit or in making 
collections. Under del credere agreements, factors, in consideration of a 
higher commission, hold themselves responsible for proceeds of sales. Con- 
signee must not pledge as his own, goods received by him on consignment; 
but if he has made advances to his principal, to secure his debt he may 
deposit goods equivalent to his advances, provided third party is given 
notice. In absence of contrary instructions factor may accept buyer’s promis- 
sory note in payment for consigned goods. He is not held liable for its dishonor 
if he has at time of acceptance thereof determined credit standing of maker 
and has not discounted it for his own use. Disposition of proceeds of a sale 
must accord with wishes of the principal. Factor is not chargeable with inter- 
est unless so provided in agreement or unless such a provision can be implied 
either from the contract or from custom. Concerning factor’s duty to account, 
Francis B. Tiffany, in ‘‘ Handbook of the Law of Principal and Agent,” says: 

It is the duty of the agent to account to the principal for all the money and property 
coming into his hands by virtue of his employment, including all profits resulting from 
the transactions, either as agent, or on his own account in breach of his duty as agent. 

His specific duties in this respect are: 

1. To keep accounts of all his transactions in the course of the agency, and to render 
kis accounts whenever required by the terms of his employment, or upon 
demand. 

2. To keep money and property of the principal separate from his own, and from 
those of third persons. 

3. To pay or deliver to the principal all money and property of the principal coming 
into his hands as agent, whether required by the terms of the employment, 
or upon demand. 

The factor may keep accounts affecting consignments either in his general 
books or he may keep a special set of agency books. If he keeps consignment 
accounts in general books, they must be so kept as to be readily distinguishable 


1474 ACCOUNTING PRINCIPLES [See. 31 


from his other interests. If he keeps special books, he will from time to time 
transfer results of his commission business to his general books in order to show 
the effect on his assets, liabilities, and income. 


ACCOUNT SALES.—Upon completion of his work for his consignor the 
factor renders to him an account sales, which is a summarized statement of 
transactions. It shows what goods were received by factor, what he has sold, 
expenses incurred in connection therewith, and amount due principal. This 
may be credited to the principal’s account on the factor’s books, or it may be 
remitted to him. The factor’s accounting takes no account of price at which 
principal bills goods to him, which may be at cost, current market, or a fictitious 
price. The price at which the factor sells is the amount against which he charges 
his expenses. An account sales is shown in Form 27. 


Account Sales 
of fruit received via P & Q Steamboat Line, 
from A. T. Gorpvon, Portland, Ore., 
to be sold for his account 
and risk. 


Rendered by Arxins & Lorn, 21 Spruce St. New York, April 10, 19— 


ik 
Mar. 2 || Received 
300 bbl. apples @ $10.00 | $3,000 | 00 
30 “ pears @ 8.00 240 | 00 | $3,240 | 00 
Sales 
Mar. | 5 50 bbl. apples @ $12.00 | $ 600 | 00 
20 “ pears @ 9.50 190 | 00 
8 200 “ apples @ 13.00 2,600 | 00 
10 10 “ pears @ 9.00 90 | 00 
13 | 50 “ apples @ 138.50 675 | 00 | $4,155 | 00 
{ Charges 
Freight & Drayage $ 75.00 
H Commission 5% 207.75 Pep WtAs 
Net proceeds by check | $3,872 | 25 
| Be Onn 


Form 27. Account Sales 


ENTRIES ON BOOKS OF CONSIGNOR.—The consignor desires to learn 
the outcome on each consignment and to do so must keep a separate record for it. 
This account may be kept either in a subsidiary consignments ledger or in the 
general ledger, the number of accounts determining which policy should be 
pursued in this respect. Sending a consignment of goods is not a sale, and 
entry is not made therefor in the Sales account. One method is to transfer 
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the goods from the Purchases account to a Consignment account. The word 
“‘Consignment’’ should be followed by the consignee’s name and be given a 
number, as, ‘‘Consignment No. 27, L. T. Morton.’ The transfer from Pur- 
chases to Consignment account is made at cost price and this Consignment 
account is also charged with all expenses applicable to the consignment—insur- 
ance, freight, taxes, etc. When account sales is received Consignment account 
is credited with gross sales and charged with expenses, or credited with net 
proceeds, final result being same in either case. If factor remits money with 
account sales, cash is debited, but if he does not, his account is charged for 
amount of net proceeds. As it stands thus, Consignment account shows a 
purely nominal balance—profit or loss. When a Consignment account has 
been completed its balance should be transferred to a Consignments Profit 
and Loss account, the balance of which is transferred to general Profit and 
Loss at end of accounting period. 

Another plan is to set up memorandum accounts at time consignment is 
sent, charging a Consignment account and crediting a Consignment Sales 
account for invoice value of goods. No entry is made in Purchases account, 
and any expenses incurred are charged to regular expense accounts, not to the 
Consignment account as in above case. For original entry a special consign- 
ments journal is required only if consignments are numerous. When account 
sales is received, regular sales account is credited with net or gross proceeds. 
If with gross proceeds, cash or consignee and expenses are at the time charged. 
If with net proceeds, cash or consignee is charged. Memorandum accounts 
are then canceled by a reversal entry. Under this method consignment and 
regular sales are merged and it is impossible to ascertain results secured from 
each. 

At end of consignor’s fiscal period, if any consignments are outstanding, 
under first method explained above goods shown in Consignment account are 
included in the inventory; under second method unsold consigned goods are 
so included. 


ENTRIES ON BOOKS OF CONSIGNEE.—One plan is to open memoran- 
dum accounts, ‘‘Consignments”’ and ‘‘Consignments-In,” the former being 
charged for invoice price of goods when received and latter being credited. 
A third account is operated with the principal, as, for example, “James Lott, 
Principal,’ and is charged with expenses and commission and credited with 
sales. Its balance, when all goods are sold and all expenses and commissions 
charged, is amount due principal. It is closed by a debit when amount is 
transmitted to principal. So long as this account with principal stands open 
on books of consignee, it represents a trustee’s liability, not an ordinary account 
payable. 

Another plan is to record receipt of goods in a memorandum book or consign- 
ments received book, along with information as to price, amount, etc. In 
general books a Consignment account in principal’s name is opened and charged 
with expenses and credited with sales. After all sales are completed, balance 
of this account represents amount due principal. 

It is always important that all transactions relating to a given consignment 
be so designated that this relationship is always evident. If consigned goods 
are sold on account, it is important to be able to distinguish to what consign- 
ment any uncollectible account belongs. 


PROFIT ON FACTOR’S BOOKS.—In case of transactions which are com- 
pleted, the profit earned thereon is reflected by credits in a Commissions Earned 
account, the corresponding debits having been made to accounts of proper 
principals. In case all goods:in a given consignment are not sold at end of an 
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accounting period, it is necessary to make an adjusting entry charging account 
of principal for amount of commission earned to date and crediting commissions 
earned account. Unsold goods of principal must be excluded from inventory 
of factor. 

Illustration.—T. B. Arthur ships a consignment of goods costing $800 to 
L. O. McGinnis to be sold on his account. Arthur pays insurance $12, and 
cartage $5. McGinnis pays expenses amounting to $21.42. He sells the goods 
for $1,300 and charges 5% commission. 


Books of T. B. Arthur: 
(a) When goods are shipped : 


Consignment, L. O. McGinnis, No. 1............ $ 800.00 

PUL CHASES hearts o ate aah el E AE Teenie is $ 800.00 
Consignment, L. O. McGinnis, No. 1............ $ §©6©17.00 

Cash aust}, 3@: Fie Ode AOE Ieee. Ge, $ 17.00 


Insurance $12, cartage $5. 
(6) Upon receiving account sales : 


Consignment, L. O. McGinnis, No. 1............ $ 86.42 
A POV CG 1S eee oie ah yes Sern NE Org ae ay Pg Te UU APANIBY the! 
Consignment, L. O. McGinnis, No. 1...... $1,300.00 


To credit consignment with total amount sold, 
charge it for expenses paid by factor, and 
charge factor for balance. 
Consignment, L. O. McGinnis, No. 1............ $ 461.58 
Consignments Profit and Loss............ $ 461.58 
To carry profit to profit and loss. 
(c) Upon receiving payment : ; 
Washi: Spire eae). Drseris = ee), ca ROA Senora ce $1,213.58 
ie Os MeGinnis= ieee sie ae $1,213.58 


Books of L. O. McGinnis: 


(a) When goods are received : 
COnsI pT ent ee es ee oe eae nc $ 800.00 
Gonsionments-lnee ee ace neer ce wee 800.00 
Memo account for goods received on consign- 
ment from T. B. Arthur. 


Udon Syma retHaypany etapa GONG eio Gaeiie Dos macuc Selo $ 21.42 
(Cashin craton er caicon te ce ee esr $21.42 
Expenses paid. 


(b) During transactions : ot 
ACCOUNTS RECOV bled we cen qe ote aie Sheer eis $1,300.00 
ANS ABS WNiad aie lPrsbKohow 3 Gr goak oo oeoceeet $1,300.00 
For sale of goods. 
‘Pe B> Arthur, Prine peebaschycs nce eather aerator ick $ 65.00 
COMMISSIONS ic: hee Gut antonneetee tea $ 65.00 
For commission of 5%. 
Consigiments=Inyee fie see ey ieieter rare Tea tel oi eek hep $ 800.00 
ConsignmMentsa-pomke rd wee ce $ 800.00 
To reverse. 
(c) When cash is sent: 
De BVArthuree rincipal sys secitake tates riers $1,213.58 
Cashes cts s:-stan Rares ACO ee eee $1,213.58 
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Under second plan suggested under ‘‘Entries on Books of Consignee”’ 
(page 1475), on books of Arthur: 


(a) becomes : 


Consignment, L. O. McGinnis, No. 1............ $ 800.00 
Cle ta ante Sele Civttin ees ia ag Ow abe eo nme $ 800.00 
MSU A TYCO MRM TCI ae. cco e atacolatare se POs erosetenis $4122.00 
CATLA LOREM eee cs. diners 6:8 8 ee iets ol sroxe ol one 5.00 
(CIs eee Mor Go or ada oo aie eet $ 17.00 
and (b) becomes : 
PEPOIASO lacie earahio dsicieun oti eer nee ore etenshe ens $ 21.42 
Commissions es aac ee ee os cheep eras: 65.00 
1 By, Cal (a CATT aW Mocs. chee eve ncatsies cara See ea iaeter eaCCeoe Ie2is.os 
Sales eres Perea a ne recta thtarn, ayaicds, p sases, Sati $1,300.00 
Wonsignments- (iba seen ieiich tse loa ae $ 800.00 
Consignment, L. O. McGinnis, No. 1...... $ 800.00 


Branch House Accounts 


BRANCH vs. AGENCY.—An agency acts as a local salesman, securing 
buying orders and forwarding them to the head office. Head office assumes all 
responsibility for the sale and pays agent a commission for securing the order. 
A branch is more highly organized and possesses a greater degree of self-manage- 
ment. Usually it makes its own sales, and it may pass on its own credits and 
make its own collections. Sometimes it pays all branch expenses. The degree 
of autonomy of branches varies greatly. In some cases the branch deposits 
all receipts to credit of home office, in which case its own disbursements are 
made from a petty cash fund run on the imprest basis. In other cases the 
branch receives and pays out funds and at intervals remits surplus amounts to 
head office as if it were independent. As a consequence of varying conditions 
of interrelationship between branch and main office varying methods of control 
have been adopted. If it is necessary for local management to have on hand a 
large stock of merchandise and to exercise a great amount of discretion, the 
unit must be largely independent except in so far as it forms a part of a more 
general organization. 

PRINCIPLES OF BRANCH ACCOUNTING.—The three chief factors to 
be kept in mind are: (a) method of control by head office, (b) results secured 
by each branch, and (c¢) method of presentation of results. No exact line of 
distinction can be drawn between agency and branch organizations. In case 
of a simple sales agency little in the way of an accounting control is necessary. 
The agency is supplied with an expense fund and sends orders and sales to head 
office. The expense fund should be operated under the imprest system. On 
the head office books a separate record of the activities of each branch must 
be kept. In some instances the records kept at the branch office are compara- 
tively simple; in other instances they are fairly complex. Periodic reports 
may be required by the head office of all branches. 

Illustration No. 1.—Home office in Philadelphia sends $200,000 to branch 
manager in St. Louis, who is to construct a factory building. In home office 
books an account is opened with “St Louis Branch Investment’’ and is 
debited for the amount advanced, $200,000. On books of St. Louis branch an 
account ‘Home Office” is credited with the $200,000 advanced. Balance 
sheet of the branch is somewhat as follows: 
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Balance Sheet—St. Louis Branch 
As at December 31, 1923 


CAVE etary Raiocete tee eae de Hee $l), OOO} |SElome Offices... ee $200, 000 
IPTAN GReeies ac Ae ee ee 140,000 | Accounts Payable........ 20,000 
Machinery. WV eet ..08...-4~ 30,000 
inventories went... hei 35,000 


$220,000 $220, 000 


When home office sets up its balance sheet, it may either bring in the account 
“St. Louis Branch Investment” as an asset, or it may make a journal entry 
bringing into home office books the items on the branch’s books which the 
“St. Louis Branch Investment” account stands for. The first plan is usually 
followed, and is somewhat simpler. 

During the following year home office advances an additional $100,000, and 
the branch earns a profit of $27,000. Before bringing this profit into books of 
home office, latter’s books show ‘‘St. Louis Branch Investment’”’ charged with 
$300,000; ‘‘Home Office” account on books of branch showing an equal credit 
before the net profit for the year, $27,000, is transferred to it. Balance sheet 
of branch should be somewhat as follows on Dec. 31, 1924: 


Balance Sheet—St. Louis Branch 
As at December 31, 1924 


is eras PRR SES THO De | PLLA OOOM tome Otticoten teens $300, 000 
Pianta A Re 180,000 | Accounts Payable........ 16,000 
Machinery teh fete 35,000 | Profit and Loss........... 27, 000 
imventories*. + stem tae 11,000 

$343 , 000 $343, 000 


The profit and loss item on branch books should be transferred to ‘‘Home 
Office” account, increasing it to $327,000; while on books of home office ‘‘St. 
Louis Branch Investment’ should be charged and Profit and Loss eredited. 
Instead of showing ‘‘St. Louis Branch Investment”’ charged with $327,000, the 
home office on its balance sheet may bring in the assets and liabilities of the 
branch. This illustration indicates a great degree of autonomy on part of the 
branch, which acts independently of head office in all routine matters, such as 
buying and selling. If the home office should at times find it desirable to make 
purchases for the branch, home office makes an entry charging Branch, and 
branch office credits Home Office account, at same time charging Purchases. 
If branch sells goods but home office receives payment therefor, home office 
credits Branch and branch debits Home Office and credits customer. 

Illustration No. 2.—Assume that head office supplies cash required to begin 
operations, also all stock-in-trade. Branch keeps complete records. During 
year head office forwards $6,000 cash and $70,000 stock-in-trade. Branch 
sells $37,000 on account and $27,000 for cash. Expenses amount to $10,500. 
Collections from customers $33,000. Cash is remitted to head office $50,000. 
Closing inventory of stock-in-trade is $20,000. 
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Entries on branch books, in summary form: 


(CECE as pn? eo ERE nuns Pee ok SL oeraD hs RP eRe $ 6,000 

Elie@adv@Hicete 5 Seek. J a er Ou $ 6,000 
Merchandise....... Deni neny nine nee a ss eter sie oo kia $70,000 

IBIQAOL OSTEO .5 Ries corpo ote elon Hie emai rouia $70,000 
PAECOUNUS FLCCCLVA DIC. nia. eee Bee Sie ee ee $37,000 . 

Wier chan Gases «cack scsieos.<nstonedeounebeussls areteienscsus 50 $37 , 000 
(CENS 1; rere AIAG HPAES AO DO. O.chO Bro coche BeOS Caer $27,000 

IMPOR CHATACISC Ss «cia aver ctararanevoleveiciavebetonavarouepetcedelors $27,000 
HERP OH SOS 5 oper s Siayeye tees saeucrole ie falehetorede sietetee) chsh $10,500 

Gashiewers. BAe oso nine ls ane reas esi eet ere $10,500 
(CRG, Seeley a ere meen creat, Oto emo Las ich $33 , 000 

INCCOUMTS reCOlW ables. s scmtis a hee ns ernie: $33,000 
eae Ofer, s.o5, oie sa as SR a ee dette Se aise oe $50,000 

Cashews: sep SAS ob A Se Oe ee ee $50,000 
Enventiony: ie 2 Feel 22, SPI. GR ne GEE Aneta ta cra oak $20,000 

Nene hraniicdise rete OPAL SEA OURO eka s $20,000 
Mierohandise: ic... ss vein a mene Akos ae eee pacts $14,000 

Profiting AuGS8s nie keer Se Ayes R a const tian $14,000 
provtiand Mossaaces nae Aes Ge rio eo $10,500 

Ip carlos pba nun ean on DOCU UNO COM OMOs GON $10,500 
Proftind Wosse na. sn cous eee oe eee ole urepeg pes $ 3,500 

EL aac) © fia cemes hae ee Poe error: eats eens $ 3,500 

Entries on head office books, in summary form: 

WranchiyO Micor secede ee eel Lane. Sapaere vee ve vias $76,000 

BY G| cee eee GL anna ELE rece CRURCPE EE RUA A) Dace EOE Dero $ 6,000 

Merchandise nn nmi sciannr cocina entre enstar: 70,000 
yA MONC e ono s daa hbphovoguc Gbmmecudome oud $ 3,500 

Profit anGmlOssnerie wwice etree tenet a elers $ 3,500 


Illustration No. 3.—Merchandise is sent to branch at a fictitious price and 
branch manager is not to be permitted to know profit or loss secured. One 
account is opened on head office books to record merchandise transactions with 
branch and another to record all other transactions with branch. Transactions 
are same as in illustration No. 2 above, except that merchandise is billed to 
branch at $80,000, a fictitious figure $10,000 in excess of its true cost, and closing 
inventory is also taken at same price and amounts to $22,857.14. 

Two accounts opened on branch books are “Head Office General’’ and 
“Head Office Merchandise.””’ Other accounts appear on branch books as in 
preceding illustration. 


Entries on books of branch: 


Se AEs cache een riieanenes fet $ 6,000.00 
clean a te apie eal ogo gboc006 09 
Aeon ea se etiirmerachinten B18 Ts BED Gt 
(EF TEU bib) ous tad cod EASIOED) go OIC OCA $27 , 000.00 eee 
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Expenses. sss. Sen Ta ee $10,500.00 
@ash 22.207 cok Gel. Sheer nae ae $10,500.00 

GACH eh ee Dn ee TE $33,000.00 
Wecounts Receivables. aeecmuae se selene $33,000.00 

iElead OticesG eneralis-e= = eta e ee eeeeer $50,000.00 
WASH Sha: oh oe RR eon CR ee $50,000.00 

VER tOT Ve cies AA teeta hoe remade aetete teers tees $22,857.14 
_ Purchases from Head Office............ $22,857.14 

Head Office Wlerchandisemeunnis eeu ees $57,142.86 
Purchase from Head Office............. $57,142.86 

Sale Sinraes cu ycas Bee eta eS Ce CLE o™ saemc aes $64, 000.00 
Heade@fncesGenerals 2. seocc eee er ee $64,000.00 

iElea di Ofice:Generaliesens oe oes eens ae $10,500.00 
lUbgayetolc(oiy memucne Ree ns oot h s cee net ne ates ae $10,500.00 


“Head Office General’? account serves aS a summary account in place of 
Profit and Loss. This is preferable because profit or loss cannot be determined 
on books of branch. Expenses are purposely grouped under one account. 


Entries on books of head office: 


iBranchi© fice, perce en as Ae too oe eka $ 6,000.00 
(CPC enn een Ree ae it eee $ 6,000.00 
Branch Ofiee Merchandise.....-e.0r coe eee $80,000.00 
Sales to: Branchscs-eeeae seen ee eas eee $80, 000.00 
Gay ib tee ake Oe cee Ee ee $50,000.00 
Branch ‘Office: ..... «crac nko oe $50,000.00 
At close of period 
Branch Oficen 0p te eee ae eee ee ete $64,000.00 
ASE (SiR Rae ge PRE cur 8G Aca entre corm ereaity $64,000.00 
BIR PONSEB.s. 5 ges aad oicee ok OU us ps eiae Sees elena gt chegoee cepa $10,500.00 
Branch’ Omice v4 aiaiyae erga ye = seule ne $10,500.00 
Or this alternative: 
BranchiOfice af saad rae oe tS ens ie $64,000.00 
Branch) Erouvednd WOssas mee eters teeta » $64,000.00 
Branch ieronmandiloscas siete ae eed $10,500.00 
BranchiOficeraeeece sae oceans $10,500.00 


When the latter alternative is followed activities of branch are not merged 
with activities of head office as they are undér former alternative. When 
former alternative is pursued it is necessary to make up a statistical abstract 
for each branch showing the results of its activities for the period. 

Where policy of billing goods to branch at a fictitious price is pursued, an 
adjustment is necessary on books of head office to show true cost of goods 
sold by branch. Information necessary to accomplish this is found in memoran- 
dum accounts covering merchandise transactions with branch. If, for example, 
goods are billed at 20% above cost, billed price is 120% of cost and by dividing 
billed price of goods sold by 1.2, their true cost is determined. If all activities 
are merged with head office activities, consolidated gross profit can be ascer- 
tained by finding cost of all inventories at branches and merging this with head 
office inventory. But if, as is usual, it is desirable to ascertain results secured 
by each brarch and to set these up on head office books, billed cost of sales made 
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by each branch must be converted to a true cost basis and this amount must 
then be credited to head office purchases account and charged to branch profit 
and loss account. When all such transfers have been made, balance remaining 
in head office purchases account is proper amount to be considered in deter- 
mining head office gross profit. 

In above illustration goods were shipped to branch at a billed price of $80,000 
and inventory at close was $22,857.14, same valuation; hence billed value of 
goods sold is $57,142.86. Goods were billed to branch at 114.28% of cost. 
Hence true cost was $57,142.86 + 1.1428 = $50,002.50. Adjustment is made 
as follows: 


Branch erontrand ls08e a. scsi sie elie eres $50,002.50 
Purchases enna ras cial ae oe Rees ee $50,002 .50 


Branch Profit and Loss now stands charged and credited as follows: 


Branch Profit and Loss 


Branch Office,.........- $10,500.00 | Branch Office.......... $64,000.00 
MPT CHASCS See cc cease 50,002.50 
Balance, Gross Profit... . 3,497.50 

$64,000.00 $64, 000.00 


Balance, Gross Profit... $ 3,497.50 


The branch inventory of goods on hand must also be converted to a cost basis 
and be included in head office inventory before head office gross profit can be 
determined. 


BRANCH OFFICE REPORTS.—No universally applicable forms of reports 
can be prescribed. If branch office books are kept in duplicate, duplicates 
being sent to head office at least once a month, head office can secure all neces- 
sary data therefrom. Sometimes head office requires daily duplicate copies 
of all business papers reflecting transactions at branch. Sales tickets are mani- 
folded, one copy being sent to head office and if branch keeps a bank account a 
duplicate ticket of all deposits is sent to head office. Banker forwards all 
canceled checks to head office. Instead of daily reports, periodic summaries 
may be preferable. If traveling auditors are maintained, daily reports are 
unnecessary. 


FOREIGN EXCHANGE.—Equivalence of one currency expressed in terms 
of another is rate of exchange. Par rate of exchange is the rate at which two 
currencies exchange on a hasis of equality. Between United States and Eng- 
land it is $4.8665, as the vold content of that number of dollars equals the gold 
content of one pound sterling. The market rate of exchange varies from the 
par rate. When foreign branches exist the problem of conversion of foreign 
money, in which books of branches are kept, into terms of the currency of the 
country in which head office is located arises, in order that at the close of each 
accounting period the results may be incorporated in the books of head office. 
Since all transactions of the branch cannot be converted at rate of exchange 
prevailing at time transactions occur, it is customary to convert at the rate 
prevailing at close of fiscal period. 

Branch books contain a Head Office Adjustment account representing the 
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head office’s ownership in the branch, and a similar complementary accoun 
appears on books of head office. Sometimes in addition a Remittance accoun 
is carried, in which are entered remittances from branch to head office. 

Branch trial balance must be converted before being incorporated in book: 
of head office and chief problem is to determine on what basis the various item: 
therein should be converted. Under certain conditions a uniform rate of con. 
version may be employed, but under other conditions such a uniform rate fo. 
all items would prove inequitable. If different rates are used, after conversior 
branch trial balance is usually out of balance. Difference is charged or creditec 
to a Fluctuations in Exchange account. Conversion may show either a profit 
oraloss. Hither of two methods of handling the resulting profit or loss may be 
followed. 


1. Set up a reserve for Fluctuations in Exchange account, credit 
all conversion profits to it, and charge all conversion losses against it 
In case a loss occurs in first accounting period, appropriate sufficien' 
profits to wipe it out. 

2. Regard the result as a current profit or loss, as the case may be. 


Except under abnormal conditions the item is not likely to be large and debits 
and credits offset each other fairly closely. 

The basis of conversion is the rate adopted. If fluctuations are not abnormal 
an average rate is usually sufficiently accurate, all profits or losses resulting from 
differences between actual rates and the average rate being carried to the 
Fluctuations in Exchange account. If branch is located in a country having 
a silver currency or a depreciated currency, an average rate is not satisfactory. 
Following is a summary of practices to be followed under such conditions. 

First convert foreign currency into dollars at following rates: 


1. Fixed assets at same rate as before, i.e., rate at time of purchase, or at 
average rate for purchases of a fiscal period. Reason for this is that 
fluctuations in value of fixed assets should not affect results of period. 

Floating assets and liabilities at rate current as of date of balance sheet. 

Revenue items at an average rate for period. 

Remittances at actual rates paid. 

Control or Adjustment account at same rate as was established on 
head office books at last period. 


babe Get 


To secure average rate for fixed assets, take rate prevailing at end of each 
month of year and divide the sum by 12. If rate resulting is below par, differ- 
ence is a credit to capital expenditure and a charge to Profit and Loss on books 
of head office. For same item the branch charges Exchange and credits Head 
Office account. ee 

Convert current assets and liabilities at rates current at balance sheet date. 
Convert revenue items at average rate. Remittance account should not be 
changed because it represents actual cash paid for cash transmitted, and there 
is no reason for changing the rate thus used at various times during the period. 
Same is true of the Control or Adjustment account. After all conversions are 
made, a reserve should be provided to cover losses on exchange not provided 
for by such conversion. This is desirable because the conversion is merely an 
estimate of the worth in head office currency of the branch business. 

IMustration.—Trial balance of Liverpool branch of a Philadelphia concern 
is as follows: 


3R. B. Kester, Accounting Theory and Practice, Vol. II, pp. 546-548. 
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Trial Balance—Liverpool Branch 
Philadelphia Control ($4.7475).........:ck008 .AGlaiabs £150,000 
PP eTnttANGeS: WS AROe RUE ecu Largan ome teat os eieras £ 70,000 
cases Rese a tear Sa Ee, whore ea 120,000 
Sultan DAL A ae Nee den ton ene oe aire, oS Gian Cae eo 150,000 
BE PIORISOS nN eee trae ie oe cen dh ene ceo Obes ihn eedeter 10,000 
Aus} 0h eal pee aes nan tare aie Ar eee nes oa 6,000 
NASETVERIEY RYO orn i ol leks ay eos et eet mr Pes ha noir Pn he ac Ol 16,000 
PNG COUMTSMEAY AD Cine caric ori epaye Spas oe ire ons eaeee tote 7,000 
TLOWON einem nq oO Gee mS One Aer ati a eeaaramidia oe Set On 70,000 
Sect UIMG ee eee es eres ic oni casas Sates aes coeMrs| sic teks RRR 15,000 


£307 , 000 


Inventory at close £75,000. 


£307 , 000 


On Philadelphia books Liverpool Control account shows a balance of $712,125, 
and Remittance account $332,785, composed of five drafts, as follows: 


£10,000 @ $4.75 
20,000 @ 4.73825 
10,000 @ 4.76 
10,000 @ 4.752 
20,000 @ 4.77 


It is required to set up on Philadelphia books results of Liverpool transactions 
for the period and show Liverpool Control and Liverpool Profit and Loss 


accounts after adjustment. 
Current rate of exchange is $4.7545. 
Average rate is $4.762. 
Rate when fixed assets were purchased was $4.86. 
Depreciation and bad debts are to be ignored. 
A reserve for exchange fluctuation is to be set up. 


£ £ Rate of $ $ 
conversion 

Philadelphia Con- 

trol 150,000 4.7475 712,125.00 
Remittances 70,000 (See above) 332,785.00 
Purchases 120,000 4.762 571,440.00 
Sales 150 ,000 4.762 714,300.00 
Expenses 10,000 4.762 47,620.00 
Cash 6,000 4.7545 28,527.00 
Accounts Receiv- 

able 16,000 4.7545 76,072.00 
Accounts Payable 17,000 4.7545 80,826.50 
Inventory 70,000 4.7545 332,815.00 
Fixtures 25,000 4.86 121,500.00 
Fluctuation of Ex- 

change Reserve | 3,507.50 

317,000 | 317,000 1,510,759.00 | 1,510,759.00 


Form 28. Conversion of Foreign Branch Trial Balance 


1484 ACCOUNTING PRINCIPLES [Sec. 31 


Closing inventory £75,000 @ $4.7545 = $356,587.50. 
Entries to adjust Philadelphia books: 


Remittancesthc nce ween. 5 Net Saat eee $332,785.00 
Biverpool ‘Controls stance ake $332,785.00 
To credit Liverpool with its remittances, 
as follows: 
ESOT OO (ORY i oo 8 sou $47,500.00 
20,000 @ 4.73825...... 94,765.00 
HOLCOD @ BL7Booe oonnae 47,600.00 
10,000 @ 4.752........ 47,520.00 
AD OOO Oy 7b ces on bec 95,400.00 
laverpoolaControl. aces fons et $714,300.00 
Liverpooli Profit andi Losss-ee ec in $714,300.00 


To charge Liverpool with its sales: 
£150,000 @ $4.764 
TaverpoolbProfit and Mosse a.mtn lai eee $332,815.00 
Liverpool Control...... aT ea ae $332,815.00 
To credit Liverpool with opening inventory: 
£70,000 @ $4.7545 
Liverpool erofit. andl Oss saws nae aerre eae $571,440.00 
Thiver DOOM C On GRO lara 4.7 eee errr $571,440.00 
To credit Liverpool with its purchases: 
£120,000 @ $4.762 
5 Ghscera orarodlid Oroveniin(ol Maen aaa s Werth Band Adis $356, 587.50 
Liverpool Profit and Loss............ $356, 587 .50 
To charge Liverpool with final inventory: 
£75,000 @ $4.7545 
iverpool Eront, aud. WoOss rn wearer re $ 47,620.00 
Ii NOOMOWarmles Sha SAse Sas SHA we € $ 47,620.00 
To credit Liverpool with its expenses: 
£10,000 @ $4.762 
Miverpooli@ ontroles saci Reon eee $ 3,507.50 
Reserve for Exchange Fluctuations... . $ 3,507.50 
To charge Liverpool with profit from 
conversion. 


Liverpool Profit and Loss.................. $119,012.50 
Profit. and Osseo tee oe cote er $119,012.50 
To carry Liverpool branch profit to 
general profit and loss. 


FOREIGN SELLING AGENCIES.—If foreign branch serves simply as a 
selling agency, the home office makes out the invoice but in terms of the foreign 
currency. A separate set of records should be kept for each foreign currency 
involved. The books should consist of a foreign sales journal, a customers 
ledger, a cash receipts journal, and, if necessary, foreign notes receivable and 
sales returns and allowances journals. By this plan all transactions for sales 
and returns and allowances thereon are kept in terms of the foreign currency. 
At certain periods the transactions thus recorded should be converted into 
home currency and brought into general ledger. Under normal conditions 
a fixed rate of exchange may be sufficiently accurate. Under abnormal condi- 
tions the prevailing rate for the day or possibly the monthly average of daily 
rates may be used. When converted the general ledger Accounts Receivable 
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and Sales accounts are debited and credited, respectively, for sales, and credited 
and debited, respectively, for returns and allowances. Total of discount columr 
of cash receipts journal, after being converted at the average rate, should be 
charged to Sales Discount account and credited to Accounts Receivable con- 
trolling account. 

For cash received conversion is at actual rate at which foreign draft is con- 
verted when sold toa banker. This necessitates an adjustment of the Accounts 
Receivable control to bring it into agreement with the foreign customers ledge1 
when latter is converted at the average rate. In general, cash books provide 
two additional columns: “profit on exchange” and “loss on exchange,’’ respec- 
tively. When a foreign draft is received it is entered in foreign cash receipts 
book and posted therefrom to customer’s credit. When draft is sold it is entered 
in accounts receivable column at fixed average rate of conversion and difference 
between this figure and amount actually received from bank for sale of draft 
is entered in profit on exchange column or in loss on exchange column, as case 
may be. 


Voucher Systems 


EVOLUTION OF PURCHASE JOURNAL.— Originally the purchase journal 
was a scrap book in which invoices were posted. It contained an extension 
column for amounts of invoices. This column totaled gave purchases for periods 
under consideration, and, where necessary, two or more columns gave the desired 
analysis of purchases. The modern purchase journal is either bound or loose- 
leaf. Analysis of purchases is secured by introducing the necessary columns. 
Name of creditor, amount of invoice, and number of invoice appear. When 
purchase invoices are received duplicate purchase orders may be corrected to 
correspond and then be used as basis for purchase journal entry. A step in the 
development of the purchase journal has been the entering therein of such 
expense items as salaries, supplies, etc., as purchases, the entry being made at, 
time of securing the service, not when paid for. By using a formal document. 
as basis for the entry, what is known as the voucher record system has been 
developed and the purchase journal has become the voucher register. 

If business engaged in is manufacturing, the problem of purchasing is more 
complicated than in case of one buying merchandise merely to sell it again in 
the same form. A larger variety of purchases must be made and a rather com- 
plicated group of expenses must be accounted for. The introduction of a 
sufficient number of columns enables the desired analysis to be secured. 

An essential feature of the voucher register is the manner in which accounts 
with creditors are handled. Instead of being posted to an accounts payable 
subordinate ledger, the voucher register itself serves the purpose of the subor- 
dinate ledger. In many concerns the creditors’ list is undergoing constant 
change, old names being dropped and new ones being added. If an accounts 
payable ledger is kept it is necessary to be making changes therein constantly. 
By eliminating the necessity of posting to an accounts payable ledger much 
detailed work is avoided. : | 


THE VOUCHER.—In a broad sense a voucher is some sort of receipt or 
evidence. In a narrower sense it is a formal document containing an itemized 
statement of goods or services and a space for receipting by the vendor when. 
he receives payment therefor. The essential feature of the voucher as thus. 
understood is that it provides for receipting for specific items or services. 
In addition to providing for a statement of bill being paid and proper space for 
acknowledgment of receipt by payee, provision is also usually made for certi-. 
fication as to correctness of details by an official of the company issuing the 
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voucher and for a distribution of items according to the classification of accounts 
of issuing company. Such a voucher is shown in Forms 3la, 3lb. Face of form 
provides for detailed statement of bill, approval by proper authorities, and 


Voucher No. 
Check No. 


THE GooD STYLE MANUFACTURING Co. 
To CName of Creditor Or 
(Address) 


Terms 


(Details of items covered by voucher. 


APPROVED Passed for Payment 


(Purchasing Dept: ) (General Manager) 
PPeROVED == 
5 (Place and Date) [bee fics © 
RECEIVED Dollars 
In full settlement of above items pect Cereditor) 
PLEASE RECEIPT AND RETURN 


Form 3la. Voucher (face) 
(From R. B. Kester, ‘Accounting, Theory and Practice,” Vol. II.) 


pace for receipt by payee. On reverse side is space for distribution to accounts 
o be charged. This entry may be made by bookkeeper either from the original 
r from a duplicate office copy thereof. 
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THE VOUCHER CHECK.—A chief objection to the above voucher is thai 
payee frequently fails to receipt and return it, thus leaving files of payor incom 
plete. To remedy this defect the voucher check has been contrived. It is < 
combination of voucher and check. Indorsement of check serves as receipt © 


PeMARCEn On) eae Nt nie | No. 
Total forward : seal (Name of Creditor) 
Office Salaries (Address) 


Office Supplies 
Office Expenses 
Tel. & Tel. 


( 
Interest 


Goop STYLE MANUFACTURINGGO. | 
YONKERS. NY 
VOUCHER 


PAID BY CHECK No. 
DATE 


a 
In-Freight & Cartage [al 
Direct Labor eae oe meee 
| Indirect Labor,factory |_| 
| Light,HeataPower | 
| Factory Supphes | 
[Row Materialsies sree | pan 
ey 

mene 

Eater 

Cras 

eae) 


SS 


Machinery 


pMenere| 
omen 
a 
2 
aes) 
pa 
aay 
ae 
ues 
bos 
Mase 
| Furniture Fixtures | | 
eo 
Ihevas 
ese 


beeie 
Advan tisirige re eer et | aaa 
a ee 
inal) 
se A 


ey Delivery Expense 


mei) 
[ES el 


Form 3lb. Voucher (reverse) 


bill and, being attached to check, it inevitably is returned to party issuing sam« 
Legality of signature of payee serving both as indorsement and receipt has bee 
established. Voucher checks are both folded and single in form. Folde 
voucher check is shown in Form 32. Single voucher check is shown in Form 3: 
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Single form is appropriate where detailed statement of invoices is not required. 
It is frequently used for dividend payments. 

VOUCHER REGISTER FORM.—The essential data on the vovcher is 
shown properly entered and distributed in the voucher register. It is essentially 
a purchases journal but with expanded functions so that it also takes the place 
of the accounts payable ledger. In its essential form it provides space for date, 
name of creditor, voucher number, amount and distribution of payment, and 
mode of payment. A form of voucher register is shown in Form 34. A slightly 
modified form of the voucher register is shown in Form 35. 


MAKE ALL ENDORSEMENTS BELOW 


DO NOT BETACB 


NEw YOR 


IRVING NATIONAL BANK 127 


NEW YORK 


Ss 


Tnaovde New Youu Ci¥anrxo Boone 


To THE OBDEB OF 
Jy youn PAYMENT OF THR ACCOURT OTATED E THE YoUOREE 
WitKis THI8 OMEQUS 


THE SMITH - JONES COMPANY 


Form 32a. Folder Voucher Check (face) 


ROUTINE PROCEDURE.—After an invoice has been checked up and 
approved, a voucher is made out for it, the distribution made thereon, and entry 
made in voucher register. Vouchers are numbered consecutively and are 
entered in same sequence in voucher register, amount thereof in vouchers 
payable column and distribution in analytical columns. The sundries column 
is intended to receive items whick. do not occur with sufficient frequency to 
make special columns therefor desirable. The final column is intended to show 
unpaid vouchers at end of period, and total of these should agree with vouchers 
payable control in general ledger. In practice the number of columns is some- 
times much greater than that shown in forms here given. By use of short- 
margin insert sheets as many columns as desirable may be introduced, subject 
only to physical limitations. 

At end of each accounting peroid voucher register columns are totaled and 
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posted. This posting represents a complete double entry, but it is not now 
customary to make a general journal entry of it. It can best be posted direct 


VOUCHER CHECK 
THE SMITH-JONES COMPANY 


137 EASTON STREET NEW YORK CITY 


DESCRIPTION 


DISTRIBUTION 


Pay to the 
order of 


Form 33. Single Voucher Check 


as shown in Form 35. In case of the sundries column items must be posted 
in detail, as indicated in Form 34. Before posting, proof of accuracy of items 
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to be posted should be made by comparing totals of distributive columns with 
total of vouchers payable column. In posting, the distributive column totals 
are debits, while the totals of the vouchers payable column and discount on 
purchases columns are credits. Under voucher register system it is unnecessary 
to enter checks in detail in cash book because all are charges to vouchers payable; 
yet it is usually the practice to do so. Checks are sometimes given a new 
series of numbers when issued to pay vouchers. These are known as treasurer’s 
numbers and the checks are entered in their sequence. These are used because 
vouchers are not necessarily paid in order of their numbers. Check should be 
made out for net amount of voucher if there is a deductible cash discount. 
An unpaid vouchers tickler is used for filing vouchers which are to be paid ata 
later date, arrangement being such that they come up automatically for 
payment on proper date. Original invoice should be filed temporarily in a 
file arranged alphabetically. When voucher is paid it should be filed per- 
manently with it. 

An alphabetic index of creditors is frequently desirable to permit reference 
to all transactions with any given creditor. This is usually in form of a card 
index, one card being assigned to each creditor. Thereon is noted a list of all 
vouchers representing transactions with a given creditor. To a certain extent 
this index fulfils the function of a customers ledger by making it possible to 
collect data on all transactions with any given party. 

When voucher system is to be introduced where a creditors ledger is in opera- 
tion, open accounts in creditors ledger are closed and transferred to voucher 
register. Either of two ways may be followed: (1) Balance creditors ledger 
accounts, indicating transfer to voucher register in explanation column. In 
voucher register each item of an account payable should be vouchered separately, 
because different credit and discount terms frequently apply. Distribute 
amounts to sundry column and charge to Vouchers Payable control account. 
Total all columns and rule off. Totals may or may not be posted, as they 
represent equal debits and credits to the vouchers payable controlling account. 
(2) Leave register open and include credit to Vouchers Payable account with 
total of vouchers payable at end of current period. A corresponding charge 
must then be made of amounts carried to sundry column, as explained above. 


RETURNS AND ALLOWANCES.—If adjustment can be made _ before 
voucher is made out, voucher is for net amount, so that no change is necessary. 
No account is required for returns and allowances. But when this cannot be 
done, make entry of allowances in small red ink figures just under voucher 
affected, indicating voucher number in red. Give amount of allowance in 
both vouchers payable columns and in columns in which distribution is made. 
When summarizing the columns at end of month deduct red ink amounts from 
totals of black ink figures and bring down net amounts as totals. 

An alternative procedure is to cancel the original voucher and issue a new one 
in its place. Distribution is made in voucher register to sundry column, charg- 
ing Vouchers Payable, Purchases having been charged from original voucher. 
In journal form the transaction is as follows: 


Wouchers: Payable seerierae dren els ciev> ofetelatel amarante (renee $197 .20 
Vouchers Payables.) 5. 25!. of). Saiwnee etree dole $175.20 
Returns and Allowances...) ... 0.2.0.5. s. oee 22.00 


To cancel voucher No. 75 and to authorize in its 
place voucher No. 89, difference being on account 
of returned goods. 


Partial payments should be avoided if possible. If necessary, however, 
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cancel original voucher and in its place issue two new ones, one for amount 
to be paid, other for balance. On voucher register make cross-reference 
between old voucher and ones issued in its place in ‘‘ how paid’”’ column. 

Notes payable given in payment of an invoice cancels the voucher payable. — 
Entry is made in general journal or notes payable journal. If voucher checks 
are used, cancel check on original voucher. Alternative plan is to issue note 
directly at time of purchase, if feasible, charging Purchases and crediting 
Notes Payable. When note falls due, make out voucher therefor charging 
notes payable in the distribution and handle voucher in usual way. 

Cash discounts are cared for by providing a purchase discount column in the 
voucher register, or in cash book, or in both. If all cash discounts are taken, 
the voucher may be made up for net amount; but this should not be done unless 
there is certainty that the discount can be made. If voucher is net, enter 
discount in discount column and carry gross amounts to distribution columns. 
Sum of totals of voucher payable and discount on purchases columns should 
equal sum of totals of distribution columns. When this procedure is followed 
discount column may be dispensed with in cash book or be regarded as a memo 
column. Since purchase discount is not earned until voucher is paid, at close 
of fiscal period it is necessary to make an adjustment for discount entered on 
vouchers not yet paid. If a discount column is kept also in cash book, the 
amount of this item is the difference between voucher register discount column 
total and cash book discount column total. Adjustment may be made by charg- 
ing Purchase Discount account and crediting a Deferred Purchase Discount 
aecount. At opening of next period reverse this entry. 

An alternative method of handling purchase discounts is to make out voucher 
in gross and post earned discounts from the cash book discount column. Dis- 
count column may be omitted in voucher register or used merely as a memo 
column. 


Reserves and Funds 


THEORY OF RESERVES.—The development of the theory of reserves 
has not been wholly satisfactory and uniformity in their uses does not exist. 
Reserves are used to offset reduction in value of assets, as in case of reserves 
for depreciation. They are used to provide for future contingencies which may 
never happen. They are used to represent liabilities the exact amount of which 
cannot be determined until some future date, as in case of reserves for taxes. 
Finally they may represent dispositions of surplus for purposes other than divi- 
dends. The possible uses of reserves are, therefore, to show: 


1. Valuation of assets. 

2. Contingent liabilities. 

3. Actual abilities not definitely ascertained as to amount. 
4. Surplus. . 


Since the use of reserves for these various purposes has become established 
custom it is necessary to secure as logical an outline as possible. The following 
is given by Professor H. A. Finney: 4 


I. Profit and loss reserves, set up by debits to profit and loss, because 
some expense, properly chargeable to current operations, has 
resulted in 
(a) A decrease in the value of an asset; or 
(b) The creation of a liability. 


4 Journal of Accountancy, Oct. 1922, p. 251. 
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II. Surplus reserves, representing 
(a) Conservative provisions for possible future losses not already 
incurred; and 
(b) Appropriations of surplus, earmarked as unavailable for 
dividends because of 
(1) Contracts with bondholders, other creditors, or preferred 
stockholders, in relation to sinking funds. 
(2) Action by stockholders or directors intended to limit 
the payment of dividends for various financial reasons. 
III. Reserves for unrealized profits. 


Reserves of Class I are set up because losses or expenses have occurred in the 
nature of depreciation of assets or the accrual of taxes, thus decreasing net 
profit. Reserves of Class II represent subdivisions of surplus or accumulated 
net profits. Reserves of Class III represent unrealized profits not yet properly 
allocable to surplus. Profit and loss reserves are set up by charges to normal 
accounts which in turn are closed into surplus. Surplus reserves are always 
charged to surplus and thus do not affect profit and loss. 

Where the decrease in the asset value is exactly measurable reserves should 
not be employed, but the credit indicating reduction in value should be carried 
direct to the asset account reduced. An illustration is a leasehold which de- 
creases in value by a fixed definite amount each year. An illustration of proper 
use of reserves to show liabilities is in case of taxes, amount of which at end of 
fiscal period is necessarily an estimate. A reserve for accrued wages should not 
be used because amount of the accrual is definitely ascertainable. Finney 
suggests the following limitation: ‘If the loss is contingent and problematical 
it may be provided for out of surplus, but the provision should not be called a 
reserve. If the loss is certain in amount it should be recorded otherwise than 
by a reserve.” Also, ‘Exactly measurable deductions from assets would be 
recorded by writing down the assets; exactly measurable labilities for expenses 
would be recorded in liability accounts. Contingent deductions from assets 
and contingent liabilities on account of expenses or losses which may or may not 
occur in the future would be provided for as conservative appropriations of 
surplus.” 

Surplus reserves are either contractual or optional. An illustration of former 
is seen in provision. of a trust indenture of bonds providing that surplus be set 
aside in providing a fund for ultimate redemption of bonds. Same provision 
sometimes applies to preferred stock. An illustration of latter is found in 
reservations of surplus for making additions and betterments. Such reserves 
should be returned to surplus when the, liability for liquidation of which they 
were established has been paid. 

Unrealized profit reserves result from writing up of fixed assets due to the 
increase in their market value. Such increase should not be carried to capital 
surplus until profit is realized through conversion. 


ACCOUNTING PROCEDURE FOR RESERVES.—When the theory is 
clear the accounting procedure is not usually complicated. In case of profit 
and loss reserves the charge at end of fiscal period affected is to some nominal 
account and the credit to a reserve account which receives a designation which 
indicates its nature. In case of depreciation reserves the charge is to a depre- 
ciation expense account and a credit to “Reserve for Depreciation.” See section 
on ‘‘Depreciation.”” In case of bad and doubtful debts, the charge is to a 
nominal bad debts account and a credit to ‘‘Reserve for Bad and Doubtful 
Debts.’?- In case of surplus reserves the charge is to Surplus and the credit 
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to an appropriately named reserve account. Thus if surplus is to be reserved 
for the liquidation of bonded indebtedness, surplus is charged and “ Reserve 
for Bond Redemption” is credited, amount applicable to current period having 
been ascertained by proper mathematical calculations. See section on ‘‘ Mathe- 
matics.’’ In case of reserves for unrealized profit charge asset whose valuation 
is increased by appraisal and credit ‘‘ Unrealized Profits Reserves.” 


Illustration of Profit and Loss Reserves.—See pp. 1448 above, for illustra- 
tions of depreciation and bad debt reserves. 


Illustration of Surplus Reserves.—The deed of trust of a bond issue provides 
that there shall be set aside out of surplus $10,000 at the close of each year to 
provide for the payment of the bonds at maturity. The entry is: 


SUPRISE, GAA jor teh. ReOoe sabe: fy oe TO) aie: $10,000 
Reserve for Bond Redemption................ $10,000 


Merely establishing a reserve for redemption of a bond issue does not guarantee 
that cash will be on hand to make the payments when date of maturity arrives. 
To do this it may be desirable to establish a sinking fund. (See treatment of 
funds below, pp. 1496-1499.) Other forms of surplus reserve are established in 
accordance with the same procedure as the above. : 

Illustration of Unrealized Profit Reserve-—Land owned by an enterprise 
cost $100,000 but an appraisal made by experts indicates that its present market 
value is $150,000. The $50,000 is in the nature of an unrealized profit. Were 
it realized by sale it could be carried to surplus; but since it is not realized, if it 
is to be reflected on books of account, it must be credited to an unrealized profits 
reserve, thus: 


UCTING Win Sylar AON Mie eat eel ML PN Un Pena ME) $50, 000 
Reserve for Unrealized Profits................ $50,000 


If this profit is realized later through sale, the reserve for unrealized profits is 
then closed into capital surplus. 


THEORY OF FUNDS.—Funds may or may not be related to corresponding 
reserves. Profit and loss reserves serve to preserve capital by retaining suffi- 
cient gross income to cover loss resulting from diminishing value of some asset. 
Surplus reserves serve to retain a portion of surplus in the business, preventing 
its withdrawal for dividend payments. Neither of these reserves provides 
for the retention of a fund in form of cash or securities which may be said to 
represent the income or surplus thus reserved. The wealth which represents 
this reserved income or surplus is not intact in the form of any one asset but 
may be regarded as being scattered among all the assets, thus resulting in a 
greater total of assets than would exist had the reservation not been made. 
The purpose of a fund is to segregate the wealth thus reserved in the form of a 
special asset account which may be in the form of cash or securities, or possibly 
in some other form of wealth. Funds are asset8 and are established by trans- 
ferring cash to a special account and holding it in that form or using it to purchase 
securities which are placed in the fund. Funds may be established for a great 
variety of purposes, as, sinking funds for the liquidation of bond indebtedness, 
old-age pension funds to provide pensions for superannuated employees, 
improvement and betterment funds for constructing additional facilities, etc. 

ACCOUNTING PROCEDURE FOR FUNDS.—The chief problem in ac- 
counting for funds is to ascertain the amount of cash to put aside at a given time 
in order that, with past and future contributions to the fund, an amount of 
money wili be provided sufficient to accomplish the purpose for which the fund 
is established. If it is desired to have on hand a definite amount of cash at a 
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given future date, the amount to be placed aside at the beginning or end of each 
fiscal period will depend upon the length of time over which the fund is to be 
accumulated, whether or not interest earned by the fund is to be added to it, 
and, if so, what rate can be earned and how often it can be compounded. For 
mathematical principles governing accumulation of funds see section on “‘ Mathe- 
matics.’? When cash is paid into the fund the entry is: 


If interest earned by fund is added to it, naturally the contributions are smalle1 
than if interest earned is turned back into the general fund. 

Bond Redemption Fund and Reserve Illustrated.—Bonds must be redeemed 
out of capital or out of profits. Assume that the Johnson Manufacturing Co. 
sells an issue of bonds at par $1,000,000, receipts therefrom being used to con- 
struct new plant. It is necessary to determine as a matter of policy, whether 
these bonds are to be redeemed out of capital or out of profits. If out of profits 
net worth will be increased $1,000,000; if out of capital net worth will not be 
altered, so far as it is affected by the issue of bonds. Balance sheet, after sale 
of bonds and investment of proceeds, is: 


Fixed Assets: . ...-7: $4,000,000 Gapital’ Stock... -" $3,000, 000 
Accounts Receivable. . 200, 000 Mortgage Bonds..... 1,000,000 
Gashhe eS, CE, 110,000 Accounts Payable. ... 310,000 


$4,310,000 $4,310,000 


Assume that bonds run ten years and that interest is to be disregarded. 
Fach year $100,000 must be placed in a sinking fund. If this is reserved out 
of profits, then balance sheet at end of ten years, but before redemption of 
bonds, stands thus: 


Fixed Assets......... $4,000,000 Capital Stock.......- $3,000,000 

Accounts Receivable. . 200,000 Mortgage Bonds..... 1,000,000 

Washes eas tenieteteh ees 1,110,000 Accounts Payable... - 310,000 
Surplus Reserved to 

Redeem Bonds..... 1,000,000 

$5,310,000 $5,310,000 


When bonds are paid, entry is: 


Mortgage Bonds... . «jens rere tees $1,000,000 

(GIGI ka ine Sloe oe Rie ote co eie eon Nevo. 28. yoNp $1,000,000 
after which balance sheet appears as follows: 

Hixed Assets. oc. ciate $4,000, 000 Capital Stock........ $3,000, 000 
Accounts Receivable. . 200,000 Accounts Payable... . 310,000 

(Gist Panicle a cere ae 110,000 Surplus Reserved to 
Redeem Bonds..... 1,000,000 
$4,310,000 $4,310,000 


Whereas liabilities have not increased, assets have increased $1,000,000, 
because bonds have been redeemed out of profits. Had no profits been reserved 
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and had sufficient fixed assets been converted to redeem bonds (assuming this 
could be done without loss), balance sheet would be as follows: 


Fixed Assets......... $3,110,000 Capital Stock........ $3,000,000 
Accounts Receivable. . 200,000 Accounts Payable.... 310,000 
$3,310,000 $3,310,000 


This plan leaves the company in the same position as at the beginning. 

In the above illustration assumption is made that depreciation is not men- 
tioned. In order to preserve capital as indicated, however, a systematic pro- 
cedure for handling depreciation is necessary. If depreciation is neglected 
and bonds are redeemed out of capital the result will be disastrous, because 
the investment will be diminished. 

In the foregoing illustration no actual reservation of cash in form of a sinking 
fund is made. Whether or not such reservation is desirable is entirely aside 
from the question whether bonds should be redeemed out of capital or profits. 
The sinking fund is intended to serve as a guaranty that cash will be forthcoming 
to pay off a bond issue when due. Usual procedure is for company to pay over 
to a trustee of the sinking fund periodic instalments which are invested, prin- 
cipal and income thereon to be employed in redemption of bonds. Methods 
of redemption vary, but here it is assumed tnat whole issue is redeemed at ma- 
turity. Ignoring interest, to accumulate a fund of $1,000,000 in 10 years 
requires ten annual instalments of $100,000 each. When each instalment is 
paid to trustee, following entry is made: : 


Sinking Fund Trustee.............. iMate AE: Bie $100, 000 
Casbsei at. - heal Scidiei, ab bhoeby ol be $100, 000 
At end of 10 years balance sheet is as follows: 
Fixed Assets......... $4,000,000 Capital Stock........ $3,000,000 
Accounts Receivable. . 200,000 Mortgage Bonds..... 1,000,000 
Sinking Fund........ 1,000,000 Accounts Payable... . 310,000 
Cashinareta: ati “99 a. 110,000 SUT Se eee 1,000,000 
$5,310,000 $5,310,000 
Following entry is made when bonds are redeemed: 
Mortgave, Bonds 02. << ciaorse caecum $1,000,000 
SHEA es VIS, OA ak ook oe ac econ, $1,000,000 


If a surplus for redemption of bonds had been set up, as in illustration of re- 
serves above, this would now be transferred back to-surplus. 

Interest on Sinking Fund.—Interest earned by sinking fund may be added 
to sinking fund or turned back into general funds. If added to sinking fund 
following entry is required monthly: 


Accrued Income on Sinkingylund |e eee aie 
Sinking Fund Income.................... tbs ETS 


When cash is received by trustee in payment of accrued interest, following 
entry is in order: 
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Sinkineibumd) Mrustee...s.5...2.0ee-e eee y SS eeeIaE 
Accrued Income on Sinking Fund.........- Sees 
To charge trustee for cash received by him on 
sinking fund investments. 


If sinking fund trustee turns this cash over to the company, following entry is 
necessary : 


Sinkino Bund iirusteecmn. a evece ceyicr ra Lepore 
For cash received by trustee as interest on sink- 
ing fund investments, same now being paid over 
to company. 


RESERVE AND FUNDS IN BALANCE SHEET.— Funds are assets accounts 
and should appear on the asset side of the balance sheet. Reserves should 
appear on the liability side of the balance sheet if they are surplus reserves 
or reserves representing liabilities not definitely ascertained. If they are 
valuation reserves and therefore complementary to some definite asset account, 
it is preferable to show them as deductions from the asset in the balance; 
although some balance sheets show them on the liability side. Form 36 shows 
the balance sheet of U. S. Steel Corporation which illustrates current practice 
relative to funds and reserves. 


Accruals and Deferred Charges 


NATURE OF ACCRUALS AND DEFERRED CHARGES.—Certain kinds 
of expenses are incurred each day but payment therefor can be made only at 
certain, sometimes distant, intervals. Other kinds of expenses are paid for 
in advance of the day to which they are incident. The former are accruals; 
the latter deferred charges. 


INTEREST.— Interest on money borrowed is an accruing expense represent- 
ing an accumulating liability incurred for the use of borrowed money. It may 
be temporary, as in case of bank loans, or a permanent fixed charge as in case 
of long-term or perpetual bonded obligations. Interest is figured on a percent- 
age per annum basis on amount borrowed, rate normally ranging from 3% to 
7%, depending on safety of principal, market conditions, etc. Ordinarily 
interest is paid at regular intervals determined when loan is made. On mort- 
gage indebtedness interest payments are usually made semiannually, at end of 
6-month intervals. In case of loans at banks, one month with privilege of 
renewal is customary. In such eases interest is paid monthly. Only in excep- 
tional instances are interest periods and accounting periods co-terminous. If 
all nominal accounts are closed monthly into profit and loss while interest pay- 
ments are made semiannually and no adjustment is made for accruals at end 
of each month, each sixth month will bear the interest charge really applicable 
to six months. 

Illustration.—On July 1 a merchant borrows $5,000 for 5 years, interest at 
6%, payable semiannually, Dec. 31 and June 30. Interest amounts to $300 
yearly, and each semiannual instalment to $150. If he makes no entry in his 
books until end of first 6-month period, when in cash book he credits Cash 
and charges Interest for $150, the December Profit and Loss account is charged 
with interest cost for 6 months. This should be prorated over the 6-month 
period so that each monthly Profit and Loss account is charged with one months’ 
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Consolidated General 


December 


ASSETS 
PROPERTY ACCOUNTS: 


PROPERTIES OWNED AND OPERATED BY THE SEVERAL 
COMPANIES 
Balance of this account as of Dec. 31, 1921, less Depletion 


and Depreciation Reservesis.c5 < a}.)os-ciiaha i Detaled ¢ ate's edhatalees autor adres 


MINING RoyALries—In respect of which non-interest bear- 
ing notes of the subsidiary companies have been issued— 


$ 31,673,015. 
7,000,000. 


Hee. Contnaemaenen. vtoashen ciagittae salt tik: eb ie  dQwa a. ate. Tes ee 


SINKING AND RESERVE FUND ASSETS: 
Cash Nae a held by Trustees account of Bond Sinking 


unds 
(In addition Trustees hold $146,730,000 of redeemed 


BeCurIies crriaks curt de coc iaavte $53,825, 106.66 
ORS y s cmunie tates. ere amulet te 2,469,615.71 


$56, 294, 722.37 


Less—Amount of foregoing rep- 
resented by obligations of Subsidi- 
ary Companies issued for capital 
expenditures made... ............ 22,288,475.00 


CURRENT ASSETS: 


Inventories, less credit for Reserve and for amount of in- 
ventory values representing Profits earned by sub- 
sidiary companies on Intercompany sales of products 
on hand in Inventories December 31, 1921. (See note 
OPDOSIVE)CS wien 

Accounts Receivables). LH ski. an itseeel. il eee 

Bills Receivable. . . 

AGeRtS Balances)... \\iht Wy ee mee eek, On. RM een emer’ 

Sundry Marketable Securities (including U. S. Liberty 
PAO BIABE ODOG)) 6 sais. 41s piste eters cee Ser a Ee 


We have audited the above Balance Sheet, and certify 
that in our opinion it is properly drawn up so as to show 
the financial position of the United States Steel Corpora- 
tion and Subsidiary Companies on December 31, 1921. 


PRICE, WATERHOUSE & Co., 
Auditors, 
New York, March 10, 1922, 


‘ 


$ 2,327,133. 
869,245. 


$ 5,693,657. 
8,479,031. 


$ 1,407,009. 


16,189,211 


34,006,247 


.57 


37 


$241,504, 369. 
63,643,028. 
7,586,968. 
1,452, 966. 


131,462,690. 
6,924,462. 


116, 856, 842. 


$1,644, 795,075.22 


24,673,015.96 


31,234, 352.24 


3,196,379.77 


14, 172,688.27 


51,602, 468.87 


569, 431,330.14 


$2,339, 105,310.47 


Form 36. Consolidated General Balance 
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Sec. 31] ACCRUALS AND DEFERRED CHARGES 
Balance Sheet 
31, 1921 
LIABILITIES 
CAPITAL STOCK OF UNITED STATES STEEL CORPORATION: 
Fa STT COST ech ete RODE Ce ge bre bon Loe $508, 302, 500.00 
TAT one Ee Se ne AiG rgton Aken 34 Ato beet & 360,281,100.00 $ 368,583, 600.00 


a 


CAPITAL STOCK OF SUBSIDIARY COMPANIES NOT HELD BY 
UNITED STATES STEEL CORPORATION (Par NEUTLE rare Davai fo i=\'n) os oy Rolin ozone Arse 


BONDED AND DEBENTURE DEBT OUTSTANDING: 


U.S. Steel Corporation 50 Year 5% Bonds: sonar $217, 806,000.00 
U.S. Steel Corporation 10-60 Year 59% Bonds. .....-. 172, 239,000.00 


$390, 045,000.00 
Subsidiary Companies’ Bonds, guaranteed by U. S. Steel 


Gorpora thous. 2 sea ogee eo sveteenn ces weenie eco 92, 567,000.00 
Subsidiary Companies’ Bonds, not guaranteed by CES: 
Steal" Corporathow. Ga. ss nc ere wien erent tn at ie? 58,094, 561.24 


CAPITAL OBLIGATIONS OF SUBSIDIARY COMPANIES AUTHOR- 
JZEPD OR CREATED FOR CAPITAL EXPENDITURES MADE 
(HBLD IN TREASURY SUBJECT TO SALE, BUT NOT IN- 
CLUDED IN ASSETS OR LIABILITIOS).. 0. - eee ess ee $ 27,072,000.00 


—_——_—————_ 


SUBSIDIARY COMPANIES’ NON-INTEREST BEARING NOTES— 
Maturing over a period of 36 years, substituted for pre- 
viously existing mining royalty obligations—Guaranteed 
by U. S. Steel Corporation (See Contra).....-.-++-ssssserrrrseststss 


MORTGAGES AND PURCHASE: MONEY OBLIGATIONS OF SUB- 
SIDIARY COS.: 


OTE OS os vtec oy tase ol a raul soar wreiipe gemini flocs oot Sk $ 158, 206.50 
Purchase Money Obligations issued in acquirement of 

Wixed Property. coves eee es ee ean aires roe esac mil 10,000.00 

CURRENT LIABILITIES: 

Current Accounts Payable and Pay-Rolls.....---+++++ $ 39, 694,093.59 
Accrued Taxes, not yet due, including Tax Reserves... . 24,446, 945.16 
Accrued Interest, Unpresented Coupons and Unclaimed 

Lui Gems) ey eects ere ernie le ae 7,448,816 .47 


Preferred Stock Dividend No. 83, payable Feb. 27, 1922 6, 304,919.25 
Common Stock Dividend No. 70, payable Mar. 30, 1922 6,353, 781.25 


405,642.50 


540,706, 561.24 


31, 234,352.24 


168, 206.50 


84, 248,555.72 


Total Capital and Current TAAPAIOROR soice ares 0ld wl caine em ere 


SUNDRY RESERVES: 
Contingent, Miscellaneous Operating and Other Reserves $137,352, 240.12 
Tnsurance Reserves scees oj. t jeje js isin: «siete ecpttes 26,580, 280.46 


APPROPRIATED SURPLUS TO COVER CAPITAL EXPENDITURES: 


Nite! in Property Account—Additions and Construc- 
CISA EER VILISAN SERA CA UNE RATRRED UAB. AHP svete to vvaP ter spebite re AD ea FneS ETSI G 


UNDIVIDED SURPLUS OF UNITED STATES STEEL CORPORA- 
TION AND SUBSIDIARY COMPANIES: 


Capital Surplus provided in organization.....--.++.+:: $ 25,000,000 .00 

Balance of Surplus accumulated by all companies from 
Apr. 1, 1901, to Dec. 31, ODD iehie evetn Shun tis tetone notes 483, 926,957.59 
Peet ee 


Total Surplus, exclusive of Profits earned by Subsidiary 
Companies on Intercompany sales of products on hand 
in Inventories Dec. 31, 1921 (see NOtE DEIOWS .- ee cece eee errnees 
Nore.—That part of the Surplus of Subsidiary Com- 
panies representing Profits accrued on sales of materials 
and products to other subsidiary companies and on hand 
in latters’ Inventories is, in this Balance Sheet, deducted 
ew che amount of Inventories included under Current 
ssets. 


Sheet—U. S. Steel Corporation 


$1,525,346,918.20 


163, 932,520.58 


140, 898,914.10 


508, 926,957.59 


a 
$2,339,105, 310.47 
Ss 
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interest. To accomplish this an entry should be made at end of each month, 
before closing, as follows: 


This charges the nominal Interest account with month’s due proportion of 
interest expense and shows the accruing liability in the Interest Accrued 
account. The latter account, being real, is not closed until interest is actually 
paid at end of 6-month period, when following entry is made: 


Taterest Accrued. (a. Juentesnut-« acts os geqcesaiors Rae Me $150 
CASEI 068 Rb SF 3, Si «hon ON INS ge WE teterneen $150 


unless the 6th month’s interest is not credited to Interest Accrued account, 
in which case entry is: 


TCO R eta inls ieee gis ahaa ctanctin ote ks MMI, NOME AOE ol apertt $ 25 
duberestr Accrued saat 2041 HL RED, ae a Re 125 
CAG i vari ve 4c 2. OR alee Iedetemeieee pice $150 


If last month’s interest is credited to Interest Accrued, appearance of Interest 
Accrued account after cash payment of $150 is made, entered, and posted is: 


Interest Accrued 


IDKSe., GUI MCR, ee ee ely $150 | July 31 Interest.............. $ 25 
Aug. 31 pitta Wee 25 

Sept. 30 Tk Acie RE 25 

Oct. 31 OY Re ce ee ee 25 

Nov. 30 SPR ON tudesi shee el bn 25 

Dec. 31 i Bale Pare tors apse aes 25 

$150 $150 


WAGES AND SALARIES.—These may require same treatment as interest 
payable. Usually salaries are paid monthly and when paid in cash are a 
charge to a Salaries Expense account. It is only when time of payment does 


not ordinarily correspond with the week-end an overlapping occurs. There 
must be a correct proration of wages to the two fiscal periods affected. 

Illustration.—A merchant pays wages biweekly. Pay-day falls on June 7. 
May profit and loss should be charged for accruals of wages during last week 
in May. If one week’s wages amounts to $120, adjusting entry required on 
May 31 is: 


WagestAcerued, ... .. somes buns behind pemeeeat ene $120 


Profit and Loss is charged for wages expense at time of closing and Wages 
_ Accrued is a balance shect account representing a liability. When wages are 
paid June 7, following entry is made: 
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IW CS neds Gi: © to .c acts tie nausea) erga Warery= ile feve oer cenit: $120 


OSE ie eee ey Senet neStey oh cronentea Martniste’s) se apecaey's $240 


DEFERRED CHARGES.—Some expenses are paid in advance of time to 
which they are incident. An illustration is developmental expenses incurred 
by a new concern in form of advertising and developmental work of various 
kinds benefits of which last for a period of years. Cost of ore-stripping in mines 
is an illustration. When money is expended in such work the charge is to a 
Deferred Asset or Deferred Charges account. At end of each fiscal period a 
due proportion thereof is charged to Profit and Loss. 

Illustration—A mining enterprise invests $500,000 in a mine. Investment 
is distributed as follows: land $300,000, plant $150,000. Balance sheet now 
stands thus: 


1B aVo Lees Pee ee $300, 000 @apibalestockonwe 4.30 $500 , 000 
1 a ith aes dacs ergs aie ee 150, 000 
(PCIE SMe cies Soe 50,000 

$500, 000 $500, 000 


An amount of $40,000 is now spent for stripping ore beds of overlying strata, 
and it is estimated that sufficient is thus uncovered to last 5 years. Balance 
sneet now stands thus: : 


ands winap era eae o $300, 000 @apitalestockiy:. tk. st $500, 000 
JR dea een oat ote see 150, 000 
KAS rey ere ores 10,000 
Deferred Charges....... 40,000 
$500, 000 ; $500, OOO 


One-fifth of cost of ore-stripping, or $8,000, is applicable to profit and loss 
each year. If books are closed monthly, 1/12 of $8,000, or $666.67, is amount 
to be charged off. 


The Working Sheet 


PURPOSE OF WORKING SHEET.—The purpose of the working sheet is 
to insure accuracy of the periodic work of closing books preliminary to the 
actual work of closing. The summarization is made outside instead of in the 
books. The actual procedure consists in separating the trial balance into two 
groups of items—those to be entered in the profit and loss statement and those 
to be entered in the balance sheet, such adjustments being made as are neces- 
sary to make proper separation of all nominal and real items and show effect 
of all accruals, ete. Ordinary analysis paper may be used for the working sheet. 
Its columns should be headed as shown in Form 37. The working sheet forms 
no part of the double-entry books but is set up simply as a process of summari- 
zation and adjustment preliminary to formal closing of the books. On pp. 
1450 and 1451 are shown a trial balance, and adjustment data necessary to the 
determination of profit and loss and setting up of a balance sheet. On p. 1506 
is shown list of adjusting entries in journal form. These adjusting entries are 
not actually entered in the journal. Working sheet is shown in Form 36. 
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(a) Merchandise Inventory—Final........ ( 8) $26,500.00 
(a) Merchandise Inventory—Final ( 8) $26,500.00 
(b) Depreciation of Office Furniture and 
Bix (ures)! Cos. A see (51) $ 280.00 
(b) Depreciation Reserve for Office 
Furniture and Fixtures... .. (10) $ 280.06 
(c) Depreciation of Store Furniture and 
Eixturesses* 5 |. 2. Sree meee: (51) $ 1,200.90 
(c) Depreciation Reserve for Store 
Furniture and Fixtures... .. (12) $ 1,200.06 


(d) Depreciation of Delivery Equipment... (51) $ 750.00 


H.quilptnente | nee eee a (14) $ 750.00 
(e) Depreciation of Buildings............. (51) $ 1,400.00 
(e) Depreciation Reserve for Build- 
iter Ae he. anne (16) $ 1,400.00 
CG) BadsDebtatae se a eee ee ee (50) $ 482.88 
(f) Reserve for Doubtful Accounts (Gra) $ 482.88 
(g) Interest Income CAccrucd) sear ae (52) $ 150.00 
(g) Interest Income............. (43) $ 150.00 
(h) Insurance (Deferred)................. (53) $ 250.00 
(hye insuran cones in see een (39) $ 250.00 
(i) Advertising (Deterned resourses oe (53) $ 300.00 
@)Acvertising a en a (31) $ 300.00 
(j) Printing and Stationery (Deferred).... (53) $ 150.00 
(j) Printing and Stationery...... (37 $ 150.00 
(k) Selling Supplies and Expense (Deferred) (53) $ 200.00 
(k) Selling Supplies and Expense... (30) $ 200.00 
Us “Daxegts.. #0, .xc.de: «nos ee ee (388) $ 340.00 
() Baxes (Accrued),.... 9). .0 (54) $ 340.00 
(m) Salesmen’s Salaries.................. (29) $ 175.00 
(m) Salesmen’s Salaries (Accrued). (54) $ 175.00 
(o)nTniterest Cost 1225 50s eee me (40) $ 50.00 
(n) Interest Cost (Acerued)...... (54) $ 50.00 
(0) Special Police on Strike IOTGUN 6 Agee a (46) $ 150.00 
(0) Special Police on Strike Duty 
(Accrued) ia aera een ee (54) $ 150.00 
(p) Office Slavica: sett ae ore a (34) $ 100.00 
(p) Office Salaries (Accrued)...... (54) $ 100.00 
(q) Sub-Rentals Income................ (45) $ 50.00 
(q) Sub-Rentals Income (Deferred) (55) $ 50.00 


‘ 


Remarks on Data.—To set up adjusting entries it is necessary to add certain 
new accounts on working sheet. On working sheet these are appended at end 
of the regular trial balance. The first is bad debts, which is followed by others. 
Certain adjusting entries are not set up in the adjustment columns in same 
way in which the same items are entered on the ledger, but rather are in accord 
with use to be made of the particular items in drawing up the periodic state- 
ments. Purpose of the columns is not to make the adjustments and summariza- 
tion in a formal way as is done in the books, but to gather together all adjust- 
ing data so that a correct separation of balance sheet and profit and loss items 
can be made for use in the formal summary entries and in the statements. 
Thus instead of transferring initial inventory to Purchases account, it remains 
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under its own title, because it will be needed as a separate item in drawing up 
the cost-of-goods-sold section of the profit and loss statement. Also, the final 
inventory is not deducted from purchases, but is set up, debit and credit, in 
the adjustment columns, opposite the title ‘“merchandise inventory—final,”’ 
which is inserted immediately following ‘‘ merchandise inventory—initial.”” At 
time of summarizing, the debit item goes into the balance sheet, while the 
credit item goes into Profit and Loss. This provides in profit and loss columns 
detailed information needed for the cost-of-goods-sold section of the statement, 
comprising initial inventory, purchases, in-freight, purchases returns and allow- 
ances, and final inventory. 

Bad debts adjustment is entered in adjustment columns as a debit to Bad 
Debts and a credit to Reserve for Doubtful Accounts. Likewise the deprecia- 
tion entry is shown as a debit to depreciation in detail, the credits going to the 
various depreciation reserve accounts. 

Adjustments covering deferred charges are shown as debits to Deferred 
Charges to operation classification in detail, offsetting credits being to the var- 
ious expense accounts as shown in trial balance. These credits in the adjust- 
ment column, when combined with corresponding debits in trial balance column, 
indicate net amount of charge to Profit and Loss. Other classes of adjustment 
entries follow same procedure, 

After all adjustments are made, a complete distribution of items in trial 
balance and adjustment columns is made either to the profit and loss or the 
balance sheet columns. The difference between the profit and loss columns 
thus shows net profit or loss for the period and must be transferred to balance 
sheet as a vested proprietorship item. Instead of being shown as a definite 
addition to proprietor’s capital, the transfer is indicated as the final item on 
the work sheet, being a debit in the profit and loss column to balance them, 
and a credit in the balance sheet columns. This difference, $14,747.12, is net 
profit of the period, and when added to credit side of balance sheet column 
should give a total equal to total of the debit balance sheet column. This 
transfer of net profits effects a proof of the accuracy of the work. 

When this proof is secured the formal profit and loss statement should be 
drawn up, all material for which is found in the profit and loss columns of 
the working sheet, where it is arranged in almost the exact order needed for 
the formal statement. Information for the balance sheet is found in the balance 
sheet columns, all detail being properly grouped but a rearrangement of the 
order of some items being necessary. Thus while details of deferred charges 
to operation are gathered together in one place in the work sheet, in the formal 
balance sheet this group of items must appear immediately after the current 
asset section. Profit and loss statement and balance sheet are shown in 
Forms 19-22 (pp. 1454-1457). 

The adjustment columns of the work sheet are the source of data for making 
the formal adjusting entries made in the journal. These adjusting entries 
are shown on p. 1451. 

These closing entries follow immediately the last current entry of the month 
in the journal. After these are posted, the ledger reflects the true status of 
affairs as at date of entries. The next process is to summarize this informa- 
tion. The nominal items are transferred to the Profit and Loss account where 
they are summarized. The net balance of this account is in turn carried to 
the vested proprietorship accounts. These closing entries are shown on p. 
1452. 

The Profit and Loss account, when closed by transfer of net profit to Personal 
account, is shown in Form 17 (p. 1446). 
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SECTION 32 


GLOSSARY 


The definitions which follow are not intended to take the place of a diction- 
ary, but rather to serve as a convenient explanation of the terms most fre- 
quently used by accountants, Although, under the present status of accounting 
terminology, it is not possible to secure definitions which in all instances are 
beyond criticism, those here presented are based on the best available author- 
ities and have been carefully examined by reviewers. The index to the Hand- 
book should be consulted to locate additional definitions and discussions 
contained in the the text of other sections. 

Abatement.—A deduction or allowance, as, a discount given for prompt 
payment. In case of contracts the deduction is granted by the creditor. 
In taxation, abatement refers to lessening of taxes assessed or recovery 
of taxes illegally paid. 

Abeyance.—State of suspense, as, an estate to which no one is at present 
entitled, or an account held in suspense for future adjustment or settlement. 

Abscond.—To remove oneself clandestinely in order to avoid court processes. 

Abstract of Title—A summary of all deeds, wills, and legal proceedings, giving 
the names of the parties, the description of the land, and the agreement. 

Acceptance.—Defined in Federal Reserve Act as follows: ‘‘A draft or bill 
of exchange drawn to order, having a definite maturity, and payable in 
dollars, in the United States, the obligation to pay which has been accepted 
by an acknowledgment written or stamped and signed across the face 
of the instrument by the party on whom it is drawn; such agreement to 
be to the effect that the acceptor will pay at maturity according to the 
tenor of such draft or bill without qualifying conditions.’’ See ‘‘ Draft,” 
Bes 

Such instrument without qualifications is sometimes termed an abso- 
lute acceptance. 

In reference to the act of accepting, the term ‘“acceptance”’ is defined in 
§132 of the Uniform Negotiable Instruments Law as ‘‘the signification by 
the drawee of his assent to the order of the drawer. The acceptance must 
be in writing and signed by the drawee. It must not express that the 
drawee will perform his promise by any other means than the payment 
of money.” 

When the drawee merely writes the word “ Aecepted” on the face of 
the instrument, followed by date, signature, and place of payment, it is 
a clean or general acceptance. ; 

When an instrument is accepted it is said to be honored. It thus 
becomes the obligation of the drawee. 

If a place of payment is not named, the instrument is payable at the 
acceptor’s place of business. 

If the acceptor adds some qualification to the word ‘‘ Accepted,” the 
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instrument becomes a qualified acceptance. Such qualification relieves 
previous parties from liability unless made with their knowledge and 
approval. It should not, therefore, be allowed by the party presenting 
the draft for acceptance. §141 of the Uniform Negotiable Instruments 
Law states that an acceptance is qualified which is: 


1. Conditional; that is to say, which makes payment by the acceptor 
dependent on the fulfilment of a condition therein stated. 

2. Partial; that is to say, an acceptance to pay part only of the 
amount for which the bill is drawn. 

3. Local; that is to say, an acceptance to pay only at a particular 
place. 

4. Qualified as to time. 

5. The acceptance of some one or more of the drawees, but not of all. 


Dollar acceptance, as used in international trade, refers to an accepted 
bill of exchange drawn in American dollars. 

Bank acceptance is defined by the Federal Reserve Board as “‘a bill of 
exchange of which the acceptor is a bank or trust company, or a firm, per- 
son, company, or corporation engaged in the business of granting bankers’ 
acceptance credits.”’ 

Trade acceptance is a bill of exchange drawn by the seller directly on the 
purchaser of goods, and accepted by the purchaser. 

An acceptance for honor of drawer or an endorser after a bill has been 
protested for non-acceptance by drawee is an acceptance supra protest. 

When a party other than the drawee accepts a bill, which the drawee 
has failed to accept, to save the honor of the drawer, it is an acceptance 
for honor. Such acceptor must look to the drawer for reimbursement. 

Accommodation.—Indorsement of another’s note as a favor; also a loan of 
money as a favor. ‘‘As a favor” means without consideration. Corpora- 
tions cannot sign for accommodation. The party signing for aceommoda- 
tion is not liable to the party accommodated, but is liable to any other 
holder for value. Accommodation is regarded as bad financial practice. 
More generally, any advance of funds. 

Accord and Satisfaction —An agreement whereby one party having right of 
action against another permits this latter party to do something in satis- 
faction of such right of action. 

Account.—A detailed statement of items affecting property or claims, listed 
respectively as debits or credits, and showing excess of debits or credits 
in form of a balance. Sufficient explanatory matter should be given to 
set forth the complete history of the account. There need not necessarily 
be both debits and credits, nor more than one of either of these. 

If debits or credits, or both, are made frequently, the account is active. 

Items held in suspense awaiting future classification or allocation may 
be charged or credited to an Adjustment account. 

When desirable to keep a separate accounting for specific shipments of 
goods, it is known as an adventure account. If more than one party is 
interested in such shipment it is a-joint venture account. 

Asset accounts record values owned. Liability accounts record values 
owed. 

Book accounts are kept in books, and show in formal manner the details 
regarding transactions between parties. To be of legal effect the entries 
must be original, not transferred or posted. 

Capital accounts show the amounts invested in an enterprise, either net, 
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as in case of the capital accounts of proprietors, partners, and stockholders 
shown on the liability side of balance sheets; or gross, as in case of the 
asset accounts which show both owned and borrowed capital invested. 

Cash accounts set forth receipts and disbursements of cash, as well as 
balance on hand at beginning and end of period. 

Clearing accounts are employed to collect items preliminary to their 
allocation to a more detailed classification of accounts, or preliminary to 
the determination of the accounts to which such items properly belong. 

Contingent accounts are those which list liabilities or assets dependent 
for their validity upon some event which may or may not occur. 

Contra accounts are those which offset each other. 

Controlling accounts are those which summarize and afford an inde- 
pendent check upon detailed accounts of a given class which are usually 
kept in a subordinate ledger. The controlling accounts are kept in the 
general ledger. The balance of the controlling account equals the aggre- 
gate of the balances of the detailed accounts when all postings affecting 
these accounts are completed. 

Current accounts are open or running accounts not balanced or stated. 

Deficiency accounts supplement statements of affairs of an insolvent 
enterprise, showing what items comprise the deficiency of assets subject 
to lien for payment of unsecured creditors. 

Depreciation accounts are expense accounts which are charged periodi- 
cally with the amounts credited to the respective depreciation reserve 
accounts. 

Depreciation reserve accounts are credited periodically with the amounts 
charged to contra» depreciation expense accounts. Depreciation reserve 
accounts are valuation accounts because they supplement or evaluate the 
asset accounts for the ultimate replacement of which they are intended. 

Discount accounts are accounts which are, (a) either charged with dis- 
counts allowed to customers as reward for prompt payment, or credited 
with discounts secured from creditors by meeting their conditions regarding 
prompt payment, or (b) accounts which are charged with amounts paid 
to have notes discounted, or (c) accounts in which are carried unamortized 
differences between par of bonds sold and the amounts realized at time 
of sale, such amounts realized being less than the par of the bonds. 

Dividend accounts are credited with amounts declared payable as 
dividends by boards of directors. Entry should be made as of date of 
declaration. These accounts are charged for amounts disbursed in pay- 
ment, the charge being made either at time checks are sent out and for 
the fuli amount of the dividend, or for the amounts of the individual checks 
as they are returned for payment. 

Donation accounts are credit accounts contra to treasury stock accounts. 
They are credited at the time treasury stock accounts are charged for 
amounts of treasury stock donated. If treasury stocks donated are sold 
at a profit, amounts of profits thus made should be credited to these 
accounts; if sold at a loss, the amounts of losses should be charged to these 
accounts. Thereafter, donation accounts should be either closed into 
capital surplus or be permitted to stand as capital reserves. Donations 
from other sources than treasury stock may also be credited to donation 
accounts. 

Drawing accounts, in partnership accounting, are charged and credited, 
respectively, with amounts currently withdrawn by partners to avoid 
frequent modifications in the partners’ capital accounts, Also accounts 
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of salesmen or other employees to which cash advances made from time to 
time are charged and against which their commission accounts are later 
credited. 

Economic accounts are those which record currently transactions affecting 
proprietorship. They are frequently termed nominal accounts. 

Estate accounts, in executorship accounting, are credited with net 
worth of estates and profits made in their realization. They are also 
charged with liabilities of the estates and the various expenses and losses 
incurred in their realization. 

Impersonal accounts record expenses and revenues, assets and liabilities, 
but do not make reference, in their titles, to persons. 

Income accounts show sources and amounts of operating revenues, 
expenses incurred for operations, sources and amounts of non-operating 
revenues, fixed charges, net income, and disposition thereof. 

Instalment accounts are used in corporation accounting to record 
instalments on capital stock sold as they fall due. As many instalment 
accounts are opened as there are instalments. As each instalment falls 
due, charge instalment account (appending proper number to the account) 
and credit subscriptions account. When the instalment is paid the account 
is closed. 

Investment accounts record property owned but not used for operating 
purposes. 

Liquidated accounts are those upon which the interested parties are 
agreed, either specifically, or as the result of lapse of time without objection 
on the part of the debtors. 

Liquidation accounts are those credited with amounts realized on sale 
of assets and charged with debts paid and expenses, when enterprises are 
wound up. 

Merchandise accounts are charged with costs of buying goods and 
credited with sales, thus exhibiting gross profit when opening and closing 
inventories are taken into consideration. It is now customary to subdivide 
this account into merchandise purchases, merchandise sales, returned 
purchases, and returned sales. 

Merchandise purchases accounts record purchases of merchandise. 
Sometimes adjustments for returns are made in this account instead of in a 
returned purchases account. 

Merchandise sales accounts record sales of merchandise. Sometimes 
adjustments for returns are made in this account instead of in a returned 
sales account. 

Nominal accounts are those which, during the accounting period, record 
changes which affect proprietorship favorably or unfavorably. At the 
close of each period they are balanced and their net resultant effect shown 
in the net worth accounts. If their net balances are debits they represent 
expenses or losses, or decreases of net worth. If their net balances are 
credits they represent gains, or increases of net worth. It is customary to 
adopt a classification of nominal accounts adapted to the requirements of 
management. 

Open accounts are those not balanced or closed. 

Outlawed accounts are those not collectible because the time limit set 
by the statute of limitations has expired. 

Personal accounts are those with individuals, usually customers and 
creditors. 


Profit and loss accounts are set up at the close of accounting periods to 
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summate profits and losses of the period and show net results upon pro- 
prietorship. 

Real accounts record assets and liabilities. 

Realization and liquidation accounts are employed in winding up busi- 
nesses or estates, to show disposition of assets and liquidation of liabilities. 

Revenue accounts are equivalent to nominal accounts, showing income 
and expense. 

Running accounts show, in chronological order, reciprocal transactions 
between two parties. Such accounts are operated only when the reciprocal 
transactions are numerous, and being the result of mutual agreement, 
may be terminated by either party by notification to the other party. 

Sales accounts are rendered by agents to principals in explanation of 
consigned goods sold. For example, see index. 

Sinking fund accounts record periodic instalments paid into sinking 
funds and interest accretions added thereto. 

Surplus accounts record accretions to capital from profits. If the 
profits result from operations the surplus is earned surplus. If from sale 
of capital assets, from donations, from sale of stock at a premuim, or as 
the result of revaluation of appreciated assets, the surplus is capital surplus. 

Stated accounts are those accepted as correct by the persons liable 
thereon. 

Accounting.—The science of accounts, their construction, classification, and 
interpretation. 

Accrue.—Accumulation of wealth or liabilities based on passage of time. 

Accrued Expense.—A liability representing expense that has accrued but 
is not yet due and payable. It is in reality postpaid expense (and therefore 
the opposite of prepaid expense, which is an asset). What is accrued 
expense to the debtor is accrued income to the creditor. 

Accrued Income.—Income that has accrued but not yet due. It is in reality 
postpaid income (and therefore the opposite of prepaid expense, which is a 
liability). 

Accumulation.—In accounting for bond issues, the procedure by which 
bonds bought below par are gradually written up to par between date of 
purchase and date of maturity. 

Act of God.—An inevitable occurrence, such as flood, tempests, death, ete. 

Action.—In law, the process followed to recover property or secure justice. 

Actuary.—One skilled in the application of the mathematical principles 
applicable to various forms of insurance. 

Adjudication.—A court decision or judgment. 

Administration.—In law, settlement of estates of intestates. More generally, 
management of business affairs. 

Administrator.—One appointed by the probate court where a person dies 
intestate to take charge of the decedent’s personal property. 

Adventure, Joint.—An agreement to engage in a particular transaction in the 
form of a consignment or shipment of goods. The liability of those 
participating is limited to the transaction in question. 

Agent.—One possessing authority to act for another to a more or less limited 
extent. 

Del credere agents guarantee to their principals payment for goods 
sold when terms of credit granted by such agents expire. 

General agents have implied authority to do all acts connected with the 
regular businesses of their principals. 
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Special agents may perform only such acts as are specifically indicated 
in the authority granted. 

Alienate.—To transfer property. 

Allocation.— Determination of the proper distribution of a given sum among 
a series of accounts. 

Allonge.—A paper attached to a negotiable instrument {o receive indorse- 
ments for which no space remains on the instrument itself. 

Amortization.— Extinction of a debt by systematic application of instalments 
to a sinking fund; or reduction of premium or discount incurred on sale 
or purchase of bonds by application of the effective interest rate. 

Amortization of leaseholds refers to the amounts charged to expense due 
to the expiration of leaseholds, the amounts charged at intervals depending 
on the life of the leaseholds. 

Ancillary.—Referring to letters testamentary or of administration issued 
supplementary to those regularly granted in another jurisdiction; also to 
receiverships. 

Annuity.—A sum of money payable periodically in instalments. The word 
means, literally, payable yearly, but the time intervening between payments 
may be any fixed period. 

Deferred annuities are those the payments of which do not begin until 
some future time. This future time is frequently determined by a death, 
as where a widow receives an annuity from a life insurance company, the 
payments beginning upon the date of her husband’s death. 

Life annuities run for the life of one or more individuals. 

Anticipation.— Paying an account before it falls due, for which a rebate addi- 
tional to the regular cash discount is sometimes made. 

Appreciation.—Increase in value of assets. 

Arbitrage.—Taking advantage of differences in prices, in two or more markets, 
by purchasing commodities where they are cheap and selling where they 
are dear. 

Arson.—The wilful and malicious burning of a building. 

Asset.— Wealth owned. Assets may be classified in various ways. From 
the point of view of ease of liquidation they are fixed or quick in varying 
degrees. 

Fixed assets are not readily convertible into cash and in the usual routine 
of business are not so converted. 

Quick assets can ordinarily be readily converted into cash without 
involving heavy loss. 

Assets which in normal course of business are converted into cash are 
termed circulating. Merchandise inventories are examples. 

Assets the definite realization of which depends upon future events 
which may or may not occur, are said to bé contingent. 

Expenses incurred for benefit of future periods are sometimes capitalized 
as deferred assets or as deferred charges to operation. See ‘‘ Prepaid 
Expense.”’ 

Assets which have no physical existence are intangible. 

Assets having a physical texture are tangible. 

Assets subject to depletion are termed wasting. Examples are mines 
and timber lands. 

Working assets are those consumed in productive processes but which 
do not enter into the physical texture of the product. 

Assign.—To transfer property and rights in action (chose in action). 

Attestation.—The evidence by witness as to the execution of any instrument, 
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Attorney in Fact.—One who acts under sealed authority. 

Audit.—Verification of the accuracy of books of account by means of an 
examination of supporting vouchers, making tests of postings and compu- 
tations, and determining whether all entries are made in accordance with 
correct accounting principles, also that there are no omissions. 

A balance sheet audit is one made only in sufficient detail to satisfy the 
auditor of the correctness of the income statement and the balance sheet. 

A complete audit is one made of the accounts for a period which is 
closed before the audit is commenced. It is customary to submit a final 
report on the period covered. 

A complete detailed audit involves the review of all transactions and 
entries and the checking of all postings, footings, and so on. Usually the 
work is abridged by using tests in place of a complete review of all details. 

A continuous audit is one carried out by means of occasional visits during 
the period covered. A final report cannot be submitted until after the 
close of the period. 

Average.—A contribution or adjustment made by merchants shipping goods 
by steamer, for goods that have been thrown overboard or lost. It is 
either general or particular. For statistical definition see section on ‘“‘Sta- 
tistics and Graphics.” 

Average Balance.—The average daily balance in a checking account. Com- 
putation is made monthly, the average for each customer being recorded 
in a card file. 


Bailment.—A contract arising from the delivery of goods by one person to 
another for some specific purpose, the latter agreeing to return or to account 
for them. 

Balance.—The excess of the sum of the items on one side of an account over 
the sum of the items on the other side. As between two persons it is the 
amount remaining due from one to the other after offsetting items are 
canceled. 

Agents’ balances are amounts due to or from representatives of various 
kinds, and consequently may be either assets or liabilities. 

Balance of trade refers to excess of a country’s imports over exports, or 
vice versa. The balance is favorable when experts exceed imports; un- 
favorable when imports exceed exports. 

Cash balance is the excess of receipts over payments, taking into account 
cash on hand before transactions commence. 

Reducing balance refers to a method of writing off depreciation whereby 
an equal percentage of the balance remaining is written off each year. 
Balance Sheet.—A schedule of assets and liabilities so classified and arranged 
as to enable an intelligent study to be made of the important financial 
ratios existing between different classes of assets, between different classes 
of liabilities, and between assets and liabilities; also to enable one to observe 
the origin of the equity existing in the assets and to determine to whom it 

belongs. 

Consolidated balance sheets are used to show the true status of corpora- 
tions which, although legally distinct enterprises, are really united by com- 
mon control through agency of intercompany ownership of stock. 

Bankers’ Acceptance.—A time draft drawn on a bank. The bank, in accor- 
dance with a previous arrangement, accepts it and returns it to the owner 
to be paid at maturity. 

Bank Acceptance.—See “‘Acceptance.” 
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Bankruptcy.—The act or process of becoming a bankrupt; also the status of 
one who, in accordance with bankruptcy law, has been judicially declared 
unable to pay his debts. 

Bankrupts are voluntary and involuntary, the former being brought into 
the courts by their own voluntary action, the latter by action of creditors. 

Barter.—A contract to exchange goods for goods instead of for money. 

Batch.—A small group of deposit tickets and checks, or corresponding items, 
balanced as a unit. , 

Beneficiary.— One who has the profit, benefit, or eaters arising from a 
contract or an estate; also a cestui que trust. 

Bequeath.—To make a gift of personal property by will. 

Betterments.—Alteration of or additions to proper oY which increase its 
earning power. 

Bilateral Contract.—A contract where both the contracting parties are 
bound to fulfil obligations reciprocally towards each other. 

Bill of Exchange.—A written order by one party to another directing him to 
pay a fixed sum of money at a specified time. A bill, to be negotiable 
under the Uniform Negotiable Instruments Law, must: 


1. Be in writing and signed by maker or drawer. 

2. Contain an unconditional promise or order to pay a sum certain in 
money. 

Be payable on demand, or at a fixed or determinable future time. 

Be payable to order or to bearer. 

Have drawee’s name indicated therein with reasonable certainty, 
where it is addressed to a drawee. See ‘‘ Acceptance,”’ ‘‘ Draft.” 


Clean bills are without documents attached. 

Documentary bills have papers attached showing how they are secured. 
These papers are usually a bill of lading, a policy of insurance, and invoice 
covering shipment of goods out of which the bill arises. Bills drawn against 
stocks or bonds are security bills. 

Foreign bills are those payable in a state other than the state of origin. 

Bill of Lading.—A receipt, usually in duplicate or triplicate, of goods received, 
given by the carrier to the shipper, and also a contract to carry the goods. 

Bill of Sale.-—A document given as security for a debt, transferring title to 
interest in personal property, which may be seized by the creditor in case 
of nonfulfilment by the debtor. 

Bills Payable.—Comprise notes and drafts upon which a concern is primarily 
liable as maker or acceptor. 

Bills Receivable.—Comprise notes and drafts owned and which therefore 
are listed as assets. 

Block System.—A system under which the, receiving teller’s deposits are 
taken from him in small batches and balanced, also used to balance incoming 
mail remittances. 

Blotter.—See Daybook under ‘‘ Books of Account.’’ 

Bona Fide.—In good faith; honestly. 

Bond.—A bond is a written promise under seal to pay a certain sum of money 
at a specified time. Bonds bear interest at a fixed rate, usually payable 
semiannually. Bonds may be sold either above or below par, in which 
case the coupon rate of interest differs from the effective rate, being lower 
than the effective rate when bonds are sold below par, and higher when 
bonds are sold above par. 

Classification of bonds, according to Chamberlain, may’ be made on the 
four following bases: 
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According to character of issuing corporation. 

According to character of security for bonds. 

According to purpose or function of issue. 

According to conditions attending payment of principal and interest. 


Cone ae 


According to character of issuing corporation, bonds fall into two great 
groups, viz.: civil loans, comprising both government and municipal bonds, 
and corporation loans, comprising transportation, public utility, industrial, 
and miscellaneous bonds. 

According to character of security, bonds are either simple or reinforced. 
Simple obligations comprise civil loans and corporate debentures. Rein- 
forced obligations have either guaranty or lien security. Guaranteed 
bonds are assumed or endorsed by some other than the issuing corporation. 
Lien bonds are secured on either personalty or realty. Security in form 
of personalty consists of stocks or bonds held as collateral, rolling stock, 
or funds. Security in form of realty consists of land, and various forms of 
improvements made on land. 

According to purpose or function of issue, bonds fall into many varieties. 
The purpose is usually expressed in the title of the bond. Thus refunding 
bonds are those issued to secure funds with which to redeem an outstanding 
issue; school bonds are those issued to finance the construction and equip- 
ment of schools, etc. 

According to conditions attending payment of principal and interest, 
bonds are of many varieties. As to interest, for example, bonds may be 
unconditional, or they may be income, adjustment, participating, etc. 
Also, they may be registered or coupon, high rate or low rate, high yield 
or low yield. 

As to principal, bonds may be classified on the following bases: 


1. Payment of principal. 
2. Maturity of principal. 


Bonds are frequently made payable in gold to prevent possible redemp- 
tion in depreciated currency. Other bonds are payable in legal tender. 

As to maturity, bonds are straight and serial, long-term and short-term, 
perpetual, etc. 

Sometimes the date of maturity is optional with the payer, as in case of 
callable and redeemable bonds. 

Sometimes the payee may exercise discretion regarding the maturity 
date, as in case of cash surrender bonds, bonds optional with payee, con- 
vertible bonds, etc. 

Car trust certificates. See ‘ Equipment bonds.”’ 

Collateral mortgage bonds are those having mortgage bonds as security. 

Convertible bonds are those which, under prescribed conditions, may be 
exchanged for other securities of the issuing company. 

Coupon bonds have attached coupons which, as interest payments 
become due, may be clipped and presented for payment. 

Debenture bonds are those issued on the general credit of a corporation 
and so are not secured by mortgage. 

Definitive bonds are permanent documents issued upon surrender of 
interim bonds. The latter are receipts issued to the purchaser to be held 
as evidence of ownership while the definitive bonds are being prepared, 
a process requiring several weeks. 

Equipment bonds are an evolution from car trust certificates. Whereas 
car trust certificates are secured by deposit of the contract of lease, equip- 
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ment bonds are issued by the railroad company and are secured by lien 
on the contract of conditional sale. The trust deed, covering movable 
property, is a chattel mortgage, and also a conditional bill of sale. Being 
a conditional sale, the railroad company does not secure title to the equip- 
ment and consequently it is not affected by any blanket mortgage the 
company issues. Title passes to the company only upon fulfilment of 
the deferred payments. 

First mortgage bonds are secured by a first mortgage. In case of insol- 
vency their claim upon assets upon which they are a lien is prior to all 
other claims. 

General mortgage bonds are secured by a mortgage but are preceded 
by senior issues. 

Gold bonds are payable, usually both as to principal and interest, in gold. 

Income bonds are those upon which interest is paid only when sufficient 
profits have been earned. 

Junior bonds are those preceded by other bonds having a prior lien upon 
assets. 

Mortgage bonds are secured by a mortgage on real estate. 

Prior lien bonds are those having a lien superior to other issues, usually 
to all others. 

Redeemable bonds are those which, at the option of the issuing corpora- 
tion, are callable, usually at a premium, prior to date of maturity. 

Registered bonds may be registered only as to principal, or as to both 
principal and interest. If registered only as to principal, they are trans- 
ferred by assignment, but interest is paid upon coupons made payable 
to bearer. If registered also as to interest, checks are used to make 
interest payments. 

Serial bonds mature in series, usually of equal or nearly equal amounts. 

Bond and mortgage. When money is borrowed on security it is cus- 
tomary to give a note secured by a mortgage. The mortgage gives the 
creditor the right to enter foreclosure proceedings in case debtor fails to 
make payment, at the time specified, of either interest or principal. 

Bond of indemnity. When a security is lost, the debtor corporation, 
upon issuing another to replace it, requires a guaranty, known as bond of 
indemnity, as protection against future presentation of the lost security. 

Books of Account.—Books used for keeping a systematic record of trans- 
actions and influences affecting an enterprise. Books kept vary greatly 
with the size and nature of the business. 

Passbook is used for making entry of deposits of cashin bank. Formerly 
it was customary to balance the passbook monthly, but monthly state- 
ments of account issued to the depositor now vender this unnecessary in 
most instances. ie 

Cash book contains a record of receipts and disbursements and shows 
balance on hand. 

Daybook, or blotter, is used in single-entry bookkeeping to record 
transactions chronologically. r 

Journal is the book of original entry in double-entry bookkeeping. 
When the system becomes highly developed the journal, as such, disappears, 
its place being taken by more or less highly specialized sales and purchase 
books, cash books, ete. It is then customary to use a general journal 
to record only such transactions as cannot properly be entered in the more 
specialized books. Among these are various adjustment, transfer, and 
closing entries. 
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Cash journal is a combination cash book and journal, containing columns 
for both cash and non-cash transactions. 

Purchases journal records purchases made and the names of persons 
credited therefor. By introducing columns an analysis of purchases may 
be made by classes of goods purchased and by departments to which they 
are to be charged. 

Sales journal records sales and the names of persons charged therefor. 
Analysis columns may be introduced classifying sales according to types of 
goods and departments. 

Notes receivable and notes payable journals are used when the number 
of these instruments is sufficient to make their use profitable. They may 
be used as memoranda, or be made an integral part of the accounting 
system, in which case postings therefrom are made direct to the ledger. 

Voucher register is a columnar book employed to take the place of the 
purchase journal and accounts payable ledger by showing the distribution to 
accounts charged in the various columns. 

Ledger is the book in which transactions are classified according to 
function. When subordinate ledgers are used the general ledger becomes 
a digest of details kept in subordinate ledgers as well as the record of all 
usual ledger accounts. 

Accounts receivable ledger contains a record of all transactions affecting 
trade debtors. 

Accounts payable ledger contains a record of all transactions affecting 
trade creditors. 

Cost ledger contains a record of goods in process and shows the elements 
entering into cost of manufacture. It may also show raw material trans- 
actions and deliveries of finished goods. It is usually controlled by a 
special general ledger account. 

Raw materials ledger contains a record of raw materials purchased, also 
of raw materials sent to manufacturing departments on requisition of 
foremen. 

Finished goods ledger contains a record of finished product. 

Private ledger is used to record only such accounts as it is desirable 
to keep secret from persons having access to the general ledger. 

Petty cash book records payments of cash from the petty cash fund. 
Under the imprest system the amount disbursed as petty cash is refunded 
to petty cash by means of a check drawn to ‘‘Cash’”’ and charged to the 
accounts for which such disbursements are made. 

Boston ledger is of columnar type; in banking a double sheet usually 
contains a week’s work. A column is used for each day; one account for 
every line. 

Books of Record (Corporate).—Certain distinctive books of record are used 
by corporations. Their development has resulted from the methods of 
procedure followed by corporations. The chief ones are briefly described 
below: 

Minute book records proceedings at meetings of stockholders and direc- 
tors. Sometimes minutes of stockholders’ and directors’ meetings are 
kept in separate books. When but one book is used the minutes of stock- 
holders’ meetings may alternate with those of directors’ meetings. In the 
first pages it is customary to bind in, or otherwise insert, a copy of the 
charter, leaving space for entering amendments thereto; next, beginning 
pt the top of the right-hand page, the by-laws, leaving thereafter, several 


1520 GLOSSARY (Sec. 32 


blank pages for new by-laws or amendments of old ones; next, the minutes. 
Meetings of committees may also be recorded in minute books. 

Subscription records are usually in form of loose sheets, adequately 
headed with explanatory matter, upon which the subscribers enter their 
names and addresses. The number of shares subscribed and the amount in 
dollars are set forth. If payments are to be made in instalments the con- 
ditions thereof should be set forth in the agreement. If both common and 
preferred stocks are to be sold, separate blanks should be provided for each 
kind of stock. Subscribers are not bound until their subscriptions are 
accepted by the corporation. To avoid revocation by subscribers a trustee 
may be appointed to act in behalf of the company, which, when organized, 
may bring suit to enforce payment. In New York a subscription contract 
is voidable unless 10% is paid down at time of subscribing. 

Instalment receipts are issued to subscribers to stock as instalments fall 
due and are paid. Upon payment of all instalments and surrender of 
such receipts, the stock certificates are issued. In case stock scrip is used 
instead of certificates, a single instrument is arranged to permit endorse- 
ment on back of the certificate of all instalments paid. 

Instalment book contains a list of subscribers, number of shares sub- 
scribed by each, amount of instalment due, with such information as is 
necessary relative to the particular instalment. A new page may be made 
out for each instalment, or, to avoid rewriting names each time an instal- 
ment falls due, the same list of names may be used by having groups of 
columns across the page, each group for one instalment. An alternative 
plan is to use short pages after the first. Essential columns are: a folio 
for posting to the stock ledger, columns for subscribers’ names and ad- 
dresses, number of shares, amount of instalment, when paid, amount 
received, cash book folio, and remarks. The instalment book is compiled 
from subscription sheets, and may be bound or loose-leaf.. This book is 
dispensed with when subscriptions are few, entry for instalments paid being 
made directly in the cash book. 

When subscriptions are paid in full and permanent stock certificates 
are not ready for delivery, receipts or temporary certificates are issued. 
These are turned in and canceled when permanent certificates are delivered. 

Stock certificate books usually contain from 100 to 500 certificates, 
each one attached to a stub. Separate books are ordinarily used for 
common and preferred stock. When certificates are returned for cancel- 
lation and issue of new ones, those canceled are pasted to the original stubs. 

Stock certificates vary as to size, form, and wording. Each certificate 
should show the corporate name, state of incorporation, total number 
of shares, number of shares represented by the certificate, and whether 
it is full-paid. Certificates should be numbered consecutively and issued 
in that order.. Each certificate has an assignment form printed on the 
back. When the owner wishes to surrender title he usually signs in blank, 
thus making the certificate transferable by delivery. Legal title, however, 
remains in the former owner until transfer is made on the corporation’s 
books. 

A split consists in having a stock certificate canceled and two more 
issued for the same aggregate number of shares as were represented by the 
original certificate; or when two or more certificates are surrendered and 
one is issued in their place. 

Stock transfer book is employed to authorize and record transfers of 
shares of stock. It is a duplication of the assignment form found on the 


Sec. 32] GLOSSARY 1521 


back of certificates. For this reason some corporations do not use it. 
Usually there are from two to six transfer forms on each page. The 
transfer book is closed a number of days before annual meetings and before 
days when dividends are paid, to permit preparation of lists of stockholders’ 
names and addresses, 

A register of transfers is sometimes employed to supplement the stock 
transfer book, serving as a medium for posting to the stock ledger. It 
is used only by large concerns having many transfers to make. Where 
zransfers are few, postings are made from the transfer book, or sometimes 
direct from the stock certificate book. 

Many large corporations select trust companies to act as transfer agents. 
The proper official of the trust company countersigns all certificates after 
they are signed by the proper official of the issuing corporation, usually 
president or treasurer. The following is a form of countersignature: 


Countersigned this 23rd day of October, 19—. 
The Eastern Trust Company of’ Philadelphia, 
Transfer Agent. 
By T. H. Hatter, 
; Auditor. 


Stock ledger is required by law. It shows stock acquired, transferred, 
and held by each stockholder. It serves as legal evidence of stock owner- 
ship. Postings to this book are made from the stock certificate in case of 
original issues. Transfers are posted from the transfer book, transfer 
register, or stock certificate book, to the stock ledger. Where both pre- 
ferred and common stocks are outstanding, either separate stock ledgers or 
separate divisions of the same book should be used. The stock ledger is 
controlled by the Capital Stock account in the general ledger. The 
alphabetical arrangement is usually required in the stock ledger. 

Bond register is employed to keep a record of registered bonds. Space is 
provided for bondholder’s name and address, bond number, date of pur- 
chase, from whom transferred, and, if the bond is registered as to interest, 
twice as many columns for interest payments as the bond has years to run. 

Coupon register is used as a receptacle for paid coupons. Ordinarily 
one page is provided for each bond and divided into spaces equal in number 
to the number of coupons, these spaces being consecutively numbered to 
correspond with the numbers of the coupons. When the coupons are 
returned they are pasted over their corresponding numbers in the register. 

Bottomry.—A species of mortgage on a ship, by which it is pledged as security 
for the repayment of a sum of money. If the ship is totally lost, the lender 
loses his money; but if the ship returns safely, he recovers his principal 
together with the interest agreed on, which is usually at a high rate cor- 
responding to the risk. The contract may be by a bottomry bill, or bond. 
The owner or master of the vessel does not make himself personally re- 
sponsible in case of loss. 

Boycott.—To combine to abstain from or prevent social or business relations 
with a trades person, landlord, ete. 

Breach of Covenant.—A violation of some agreement in a deed. 

Brokerage.—Commission allowed to brokers for buying or selling property. 

Budget.—A forecast of income and expenditures based on departmental 
estimates for a definite period, as a year or a month. Its successful 
application involves coordination of all activities and preparation of 
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reports showing to what extent actual results secured agree with estimates; 
also, such revision of original plans as these reports show to be necessary. 

Burden.—Elements of cost of production which, not being directly allocable 
to output, must be distributed on more or less arbitrary basis. 

General burden applies to plant as a whole and is distributed to depart- 
ments on an arbitrary basis. 

Departmental burden originates from costs definitely assignable to given 
departments. This, plus a department’s proportion of general overhead, 
is total overhead to be distributed to work in process within the department. 

Burden is sometimes termed overhead, indirect expense, or oncost. 

Burglary.—A breaking or entering of a dwelling in the night-time with the 
intent to commit a felony. i 

By-Laws.—Regulations adopted by stockholders governing the routine 
activities of directors and officers of a corporation. A set of by-laws is 
usually adopted at the first stockholders’ meeting. Directors do not have 
power to make by-laws unless specially authorized by the stockholders. 
By-laws may regulate the relationships of the corporation with outsiders 
if the latter know of their provisions and act accordingly. Associations 
and societies also adopt by-laws. 

By-Products.— Materials of marketable value resulting from manufacturing 
processes but forming no part of the main output. 


Cable Transfer.—A code cablegram sent by a bank to its correspondent 
abroad, directing the correspondent to pay an amount to the party named 
and charge its account. 

Capital.—In the accounting sense, capital is excess of assets over liabilities 
of a given enterprise. Sometimes the term is used in the sense of wealth 
employed in a productive undertaking, which ordinarily is equivalent to 
the sum of the assets. The concepts of wealth and capital correspond 
when the balance sheets of all persons are taken into consideration, because 
all debts cancel, leaving assets (productive wealth) and capital equivalent. 

Fixed capital consists of wealth in form of land, buildings, machinery, 
furniture and fixtures, etc. The distinguishing feature of fixed capital 
is that profit is ordinarily derived not from its sale but from its use. 

Floating capital is capital which can be readily converted into cash. 

Nominal capital is the authorized capital stock of a corporation. 

Paid-up capital is the amount of capital stock issued and full paid. 

Working capital is the excess of current assets over current liabilities, 
This excess is the amount left free for use within the business for purchasing 
merchandise, supplies, and so on, and meeting all current expenses incident 
to production. Ratio of current assets to current liabilities is an index 
of the condition of solvency of an enterprise, ‘as well as a relative measure of 
working capital. 

In speaking of banks, capital always means paid-in par value of capital 
stock outstanding, without regard to surplus or undivided profits. 

Capital Account.—See ‘‘ Account.” 

Capital Stock.—See ‘‘Stock.”’ 

Card of Accounts.—A classified list of all ledger accounts used in any given 
accounting system, usually accompanied with explanations regarding 
entries to particular accounts. 

Cargo.—The entire load of a vessel excluding passengers. 

Cash.—All forms of media of exchange which by custom are received in 
Gettlement of debts. : 
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Petty cash is a special fund used to make small payments where checks 
are for some reason undesirable. See ‘‘Imprest System.” 

In banking, cash may mean actual circulating medium only (‘in vault” 
often added in this case), or may include cash items and checks due on 
sight from other banks. 

Cash letter.—Form letter of transmittal on which is listed a group of checks 
being mailed to out-of-town point for collection. Also called transit letter 
or remittance. 

Cashier.—The member of a bank’s executive staff officially responsible for 
the custody of cash and other securities. In general, anyone who receives 
or pays out money. 

Cashier’s Check.—A draft, signed by the cashier or other appropriate officer, 
drawn by the bank on itself. 

Causa Mortis.—A gift made in prospect of death, and revocable any time 
before death. A gift causa mortis fails if donor does not die from the 
expected cause. : 

Caveat Emptor.—Let the buyer beware; caveat venditor, let the seller beware; 
caveat viator, let the traveler beware. 

Cede.—To assign or transfer. 

Certificate.—Written or printed evidence of property rights, or of assurance 
that certain things have been done, as in case of an auditor’s certificate. 

Auditor’s certificates are signed statements setting forth briefly the 
status of the accounts which have been the subject of audit. If qualified, 
they place some form of limitation upon the auditor’s responsibility. 

Interim bond certificates are temporary bonds issued to purchasers of 
bonds pending preparation of definitive forms. 

Certificate of deposit is a standardized certificate or receipt issued by a 
bank showing that a stated sum has been left on deposit. It may be 
payable either on demand or after a certain time, according to terms of 
certificate issued. Time certificates of deposit customarily bear interest. 

Receiver’s certificates are notes issued by a receiver at the order of a 
court to secure funds to enable him to continue the operations of a publie 
utility, discontinuance of which would be contrary to public policy. Such 
instruments rank ahead of all other obligations of the borrowing corpora- 
tion. 

Stock certificates are formal evidences of ownership of shares of stock 
in a corporation. 

‘Cestui Que Trust.—The person to whom the benefits of an estate held in 
trust accrue; a beneficiary. 

Charges.—Items debited in accounts. 

Deferred charges are expenditures made to promote operations but 
which are not to be carried to profit and loss in the current period. Or- 
dinarily they are distributed over from 1 to 5 years, depending on the 
nature of the expenses. See also ‘ Prepaid Expense.” 

Fixed charges are those not dependent upon operations, but must be 
met regardless of quantity of business transacted. Interest on bonded 
indebtedness is an illustration. : 

Charter.—An instrument issued by a governmental authority evidencing the 
creation and existence of a corporation, as well as the privileges and 
rights which such corporation possesses. 

Charter Party—A written contract by which the owner of a ship hires it 
out to another party for a specified time. 

€hattels.—Personal property and real property, i.e., leases and interests 
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inland which are less than a freehold. Chattels personal are movable 
personal property and not permanently attached to realty. 

Check.—A form of demand negotiable instrument wherein the maker is a 
depositor in a bank and the drawee is the bank. Checks are made payable 
to a person named to his order, or to bearer. 

Cashier’s checks are drawn by banks against themselves. 

Certified checks are ordinary checks which have been ‘“‘certified’’ by 
the cashier of the bank against which they are drawn. Such certification 
makes the bank primarily liable upon the check and discharges the drawer. 
If the drawer secures certification of his own check he remains secondarily 
liable if the bank becomes insolvent. 

Voucher checks contain detailed statements of obligations liquidated, 
so that acceptance thereof is acknowledgment of their discharge, and the 
payee is estopped from applying them against other obligations. 

Clearing Account.—See ‘‘ Account.” 

Chose in Action.—The right to a debt, or money or personal property recover- 
able in a suit at law. Also applies to the written obligation upon which 
suit may be begun. 

Circulation.—Notes payable which a national bank has circulating as money. 

Citation.—A summons to appear before a court to do something specifically 
mentioned or show cause why it should not be done. 

Clearing House.—An organization which primarily controls a meeting 
place where messengers from different banks may come together and 
exchange checks drawn on each other’s institutions, an individual bank 
only paying or receiving the net difference between the total amount of 
checks which all other banks hold against it and the total amount of checks 
which it holds drawn on other banks. Out of these meetings have grown 
organizations which, in many cases, regulate interest rates, prescribe 
service charges, and examine member banks. 

Codicil.—An additional clause added to a will after the will has been signed, 
sealed, and witnessed. It must be signed and witnessed as formally as 
the will. 

Collateral Security.—Personal property transferred by the owner to another 
to secure the carrying out of an obligation. 

Compos Mentis.—Sound of mind or capable of doing acts. 

Composition.—An agreement among creditors to accept partial payment 
of the debts of a party in satisfaction of their full amount. 

Conflict of Laws.—The difference and variations of laws as between states 
or countries in regard to the subject matter of some case. Also applies 
in case of different laws of the same state. 

Consanguinity.—The relationship of persons descended from a common 
ancestor. ; 

Consignee.—An agent who receives shipments of goods from his principal 
to be sold on commission basis, title to goods remaining in the principal, 
or consignor. 

A merchant whose chief business consists in receiving such consignments 
is a factor. His commission is sometimes termed factorage. 

Consignment.—A shipment of goods to another and held by him for account 
of the principal or consignor. 

Consignor.—One who ships goods to an agent or factor who holds them for 
account of the consignor or principal. 

Consolidated Statement.—See ‘‘Statement.”’ 
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Consolidation.— Unification or affiliation of enterprises engaged in competitive 
or supplementary undertakings. 

Consummation.—The completion or finish of some act. 

Contingent.—That which depends upon some happening or occurrence; 
doubtful, conditional. 

Contract.—An agreement between parties, for consideration, to do or to 
refrain from doing a specified thing or things. To constitute an agreement 
the minds of the parties must meet. To render the contract legally 
enforcible, 


1. Parties to the agreement must be legally competent to contract. 
2. The thing to be done must be lawful. 

3. The agreement must be concerning the same thing. 

4. The consideration must be sufficient. 


Controlling Account.—See ‘“‘ Account.” 

Conversion.—The wrongful taking or using of property belonging to another. 

Convertible.—See ‘‘ Bond.” 

Corporation.—Corporations are artificial persons created by law to carry 
out a certain purpose or purposes. 

Public corporations, sometimes termed municipal corporations, are those 
formed by communitites for governmental purposes, as, cities and counties. 

Private corporations comprise all other than public corporations. 

Close corporations are those whose stock is held by a comparatively 
few persons and which is seldom or never publicly traded in. 

Public service corporations, also known as public utilities, are those 
engaged in supplying for public consumption such services as lighting, 
power, and transportation. Being monopolistic in character, they are 
usually subject to commission control as to capitalization, rates, etc. 

Corporeal.—A material thing. 

Correspondent.—In banking, another bank with which deposit relations are 
maintained, a balance being due to or from it. Also, a bank with which 

’ arrangements are made to handle collections or similar business. 

Cost.—Cost is the outlay, usually measured in terms of money, necessary 
to buy or to produce a commodity. The two elements of cost are prime 
cost and overhead, or burden. 

Prime cost is outlay on direct labor and raw materials necessary to 

produce a commodity. 

Burden includes all other elements of cost than direct labor and raw 
materials. 

Cost Accounting.—Determination, by means of the application of account- 
ing principles, of the elements of cost entering into the production of a 
commodity or a service. 

Counterfoil.— That part of a document which remains as a record of the con- 
tents of the main instrument after the latter has been removed or de- 
tached. 

Countersign.—Placing an additional signature upon a document for pur- 
poses of identification or authenticity. 

Country Bank.—Any bank located outside a reserve city. 

Coupon.—Certificates attached to a bond each containing a promise to pay 
to bearer the amount of interest on said bond falling due at the date speci- 
fied. 

Creditor.—One owning wealth in the form of obligations of others to pay him- 
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A secured creditor is one who holds a lien on specific property for the 
full or partial payment of a debt owing to him. 
A preferential creditor is one who has a claim on the assets of a debtor 
prior to that of other creditors. 
Currency.— Money and bank deposits. 
Curtesy.—The husband’s estate in the wife’s property after her death. 


Dating.—The extending of credit beyond the date for which it is ostensibly 
granted. 
In forward dating the invoice is dated ahead of the date of sale. Date 
for payment is reckoned from the forward date. Forward dating is some- 
times termed postdating. 


Days of Grace.—Three days beyond the maturity of notes during which | 
payment cannot be enforced. Days of grace have been abolished in most 


states. 
De Bonis Non.—An administrator de bonis non is one who takes charge of 


any property not executed or settled by a previous administrator whose — 


place he is taking. 


Dead Freight.—The part left empty in a ship chartered by a person who has | 
cargo enough for only a part of the ship. In general, any unused but paid — 


for freight space. 
Debenture.—See ‘‘ Bond.” 
Debt.—An obligation to pay money or that which one owes to another. 
Bad debts are those which cannot be collected because of insolvency 
of the debtors. , 


Contingent debts are those for which actual reponsibility depends on 


future uncertainties. 

Doubtful debts are those past due but not yet ascertained to be uncol- 
Jectible. 

Floating debts are those not represented by bonds. 

Funded debts are those represented by long-term bonds which usually 
pledge certain property for the payment of interest and principal. : 

Judgment debts are those which have been affirmed as lawful by a court. 

Debtor.—One who owes money. 

Decree.—The order made by a court of equity. 

Deed.—A formal document employed to transfer title to real estate. 
Quitclaim deed transfers only the interests of the immediate grantors. 
Trust deeds are documents conveying titles to one party, usually a trust 

company, known as the trustee, for security of creditors of the grantor. 

Defalcation.— Fraudulent conversion of funds. 

Deferred Asset or Charge.—See ‘‘ Prepaid Expense.”’ 

Deferred Credit, Income, or Liability.—See ‘“Prepaid Income.” 

Deficiency.—Insufficiency of assets to discharge debts or other obligations. 

Deficiency Account.—See ‘‘ Account.” 

Del Credere.—See ‘‘ Agent.” 

Delivery.—The act of transferring property or value of any kind from one 

to another. 

Demurrage.—The act of detaining a ship or freight car; also, charge made 

by the carrier for detention longer than the period agreed upon. 

Deposit.—Obligation of a bank to a customer, in form of a book credit, 

given in exchange for cash or its equivalent, or as a loan, or as consideration 
in a purchase of some form of wealth. 
Demand deposits are those subject to payment without notice. 
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Time deposits are those payable after expiration of a specified period 
of time. The Federal Reserve Act places under head of time deposits 
those payable after 30 days, savings accounts and certificates of deposit 
subject to not less than 30 days’ notice, and all postal savings deposits. 

Depreciation.— Decline in value of assets resulting from one or more of the 
following: 


Wear and tear. 

Tenure of holding. 

Permanency or steadiness of industry. 
Exhaustion of raw materials. 
Obsolescence. 

Accidents. 

Fluctuations in trade. 

Inadequacy. 


BON Sy SoS ue 


Depreciation Reserve Account.—See ‘‘ Account.” 

Devise.— Usually a gift of real property by will; also used sometimes for 
personal property. 

Diminishing Returns, Law of.—The tendency of production costs to increase 
with increased application of labor and capital. It applies to land culti- 
vation, extraction of ores, etc., but not to manufactures. Sometimes 
called the law of increasing cost. Great advance in methods may delay 
temporarily the operation of the law. 

Direct Line.—The amount a bank loans or will loan to an individual or a 
business. 

Disbursement.—A cash payment. The word is customarily used with 
reference to cash payments over a period, as one month, or one year. 

Discharge.—The order of a court releasing a bankrupt from his debts. 
More generally, it refers to any debt or obligation. 

Disclaimer.—A formal instrument made by a patentee renouncing part of 
his patent. 

Discount.— Deduction from a listed or named figure, usually computed on a 
percentage basis. 

Bank discount is a NoalcHos from the face amount of a loan as an interest 
charge, made when the loan is granted. 

Bond discount is the difference between the par value of bonds and the 
sum for which they are sold, when this sum is less than the par value. 

Cash discount is a deduction from the invoice price allowed to encourage 
prompt payment. It is composed of two factors, interest and bad debts 
expense, and should be shown in the administrative section of the profit 
and loss account, although some authorities place it in the trading section. 

Commercial discount is a deduction allowed by merchants to customers 
for the prepayment of notes. 

Trade discount is a deduction from a list price made, (a) to avoid frequent 
changes in catalog prices, and (b) to secure partial secrecy regarding actual 
quotations. The key to the actual price is the discount or series of dis- 
counts allowed from the list price. 

True discount is the difference between the present worth and the amount 
of a note, the present worth being that amount which, at interest for the 
given time at the given rate, will accumulate to the amount of the note. 

Discount Account.—See ‘‘ Account.”’ 

Dividend.—Ordinarily, division of profits among stockholders on a pro rata 
basis. 


nf 
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Cumulative dividends are those which, if unpaid in any year owing | 


to insufficient profits, become a lien on future profits. 

Ex-dividend refers to the sale of stock shares after the date when books 
are closed to transfers of stock so that names and addresses of stockholders 
of record, to whom dividend checks are to be mailed, may be compiled. 
The seller of stock ex-dividend receives the dividend because he is the 
stockholder of record when the dividend checks are made out. 

Extra dividends are those declared in addition to regular dividends. 

Liquidating dividends are those paid to the creditors or owners of a 
business being wound up. They represent distribution of capital and 
ordinarily are made whenever a sufficient amount of assets is converted 
into cash to warrant making a disbursement. 

Passed dividends are those remaining unpaid because the directors 


for some reason fail to vote affirmatively at the time the question of con-_ 


tinuing dividend payments is considered. 


Scrip dividends are those paid in promissory notes which usually bear 


interest and fall due on a specified date or after the occurrence of a specified 
event. Sometimes the notes are made convertible into the issuing com- 
pany’s stock. Sometimes they are made transferable by assignment. 

Stock dividends are those paid in capital stock newly issued, the charge 
being to Surplus account. They are not a distribution of profits but a 
modification of the divisions of net worth or proprietorship. 

Dividend orders are specific instructions from stockholders stating 
to whom dividends shall be paid. 

Dividend Account.—See ‘‘ Account.’’ 

Dollar Acceptance.—See ‘‘ Acceptance.”’ 

Donation Account.—See “‘ Account.” 

Dower.—That portion of the interest in real estate of a deceased husband 
which the law gives for life to his widow. 

Draft.—A draft or bill of exchange is defined in §126 of the Uniform Nego- 
tiable Instruments Law as ‘‘an unconditional order in writing addressed 
by one person to another, signed by the person giving it, requiring the 
person to whom it is addressed to pay on demand or at a fixed or deter- 
minable future time a certain sum in money to order or to bearer.’ 

A draft drawn and payable within a state is an inland bill. All others 
are foreign bids. 

When a draft is accepted it becomes an acceptance. 

A sight draft is one payable on presentation. 

A documentary draft is one which has a warehouse receipt, bill of lading, 
or other paper attached, which is delivered to drawee upon payment. 

A clean draft is one which has no documents, such as bills of lading or 
warehouse receipts, attached. ’ 

Drawback.—The return of part of an amount paid; more specifically, return 
of duty paid on imports being exported in one form or another. 

Drawee.—The person against whom a draft is drawn and who becomes 
primarily liable upon acceptance. 

Drawer.—The maker of a draft or bill of exchange. 

Drawing Account.—See ‘“‘ Account.” 


Due Date.—Date of maturity of an obligation. 


The average due date is the date when a single settlement of a number 
of items falling due at different dates can be made equitably. 


Duress.—The forcing of a person by words or acts to perform some act. 
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Earnings.—Gross revenues from operations. Sometimes termed gross 
earnings. 

Net earnings are determined by deducting operating expenses from gross 
revenues from operations. 

. Easement.—Right of way over another’s land, air, light, water, and support, 
given by the owner. 

Economics.—The science which treats of the production, distribution and 
consumption of wealth. 

Embezzlement.—Fraudulent conversion or appropriation of another’s 
wealth by one to whose care and control it is entrusted. 

Emblements.—Growing crops. It applies only to crops raised each year 
or those cared for by a tenant. 

Eminent Domain.—A right which the government has over the real prop- 
erty of individuals to take it for some public use, paying for it reasonable 
value. 3 

Encumbrance.—Any liability attached to property, as a judgment, mort- 
gage, etc. 

Entrepreneur.—One who undertakes business ventures in order to secure 
large profits. Sometimes called enterpriser or undertaker. 

Entry.— Written description of a business transaction or adjustrment made 
in books of account. 

Closing entries are those made as of the last day of a fiscal period to 
ascertain profit or loss and to convert the final trial balance into the bal- 
ance sheet. 

Opening entries are those made in books of account to set up asset, 
liability, and proprietorship accounts according to an adopted classifica- 
tion and accompanied by all necessary information regarding the origin 
and purposes of the business under consideration. 

Original entries are those made as soon as possible after the consumma- 
tion of a transaction for the purpose of securing a written record thereof. 
Such entries are usually made in a journal or daybook, and are of special 
importance as records in case of litigation. 

Error.—A mistake. 

Errors of commission arise from recording transactions incorrectly. 

Errors of omission arise from failure to record on the books a trans- 
action which forms part of current operations. 

Errors of principle arise from a wrong conception of the treatment re- 
quired for a given item, as when an item of expense is charged to an asset 
account. 

Offsetting errors are those which counterbalance each other, thus mak- 
ing detection difficult. 

Escrow.—A sealed instrument given by one party to another to deliver to a 
third person when that third person performs a certain act or acts. It is 
not in force until delivered to that third party. 

Estate.—A right of ownership in property. 

Estate in fee simple is the ownership of property outright. 

Estate for life is the right to property for the life of the owner or for 
that of another person. 

Estate in remainder is one which, upon expiration of a life estate, passes 
to a person other than the original owner. 

Estate in reversion is one which, upon expiration of a life estate, goea 
back to the original owner. 
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Estate in trust is one held and managed by a trustee for the benefit of 
the real owner. 

Estate Accounts.—See ‘‘ Account.”’ 

Estoppel.—A legal bar to alleging or denying any fact because of one’s 
previous action by which the contrary has been admitted or implied. 

Exchange.—Reciprocal transfer of values. 

Foreign exchange is the conversion of money of one country into that 
of another to facilitate payment in the latter country. 

Par of exchange is the point at which moneys of two countries exchange 
on a basis of equality with reference to the amount of gold represented. 

Rate of exchange is amount of currency of one country which exchanges 
for a given amount of currency of another country at a given moment. 
The rate is favorable or unfavorable according as the rate offered for 
bills on foreign countries is high or low. 

In banking exchange is money on deposit in other banks which may 
be drawn upon at sight; also income received from selling drafts on such 
accounts. 4 

Executor.—One appointed by the terms of a will to carry out the provisions 
of that will. 

Executory Contract.—One which has not yet been completed or which re- 
quires something to be done or to happen before it will be executed. 

Expenditure.—An outlay of wealth, in form of cash disbursed or debts in- 
curred. 

Expense.—An expenditure whose benefits have already been, or will shortly 
be, absorbed in services performed or goods manufactured. The term is 
relative, for in a broad sense all expenditures are expense. 

Accrued Expenses.—See ‘‘ Accrued Expense.” 

Deferred Expenses are those temporarily capitalized by being carried 
as assets. The expression is loosely employed to refer to both prepaid 
expenses which represent present value and to those which represent only 
expired value but which for some reason are not to be charged off currently. 
See also ‘‘ Prepaid Expense.’’ 4 

Direct expenses, in industry, are those which can be charged direct 
to specific orders in process without intervention of any arbitrary plan of 
allocation. 

Indirect expenses are those which cannot be charged direct to specific 
orders in process but must first be charged to clearing accounts and in 
turn allocated to orders in process on some arbitrary basis. 

Extinguishment.—The destruction of a right by satisfaction or by the ac- 
quisition cf another right which is of equal or greater value. 

Factor.—An agent employed to sell merchandise, delivered to him by the 
principal for a compensation called a ‘‘factorage’’ or ‘‘commission.” 

False Pretenses.—A statement which is not true, made for the purpose of 
selling goods, obtaining money, etc. 

Fee.—An estate of inheritance. It is divided into three kinds: (1) fee 
simple, an absolute estate of inheritance; (2) qualified or limited estate; 
and (3), fee tail, an inherited estate limited to one person and the heirs 
of his body. 

Felony.—Any crime greater than a misdemeanor which may be punishable 
by death or penal servitude. 

Fiduciary.—A trustee. 
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Fiduciary relationships are those which arise between a trustee and a cestui 
que trust. 

Fiscal Agent.—A bank which handles disbursements and, to a lesser extent, 
receives money as an agent for a large organization, such as a state gov- 
ernment or a corporation. Paying coupons is a common duty. 

Fixed Asset.—See “ Asset.” 

Fixture.—An article of personal property, which through annexation to land 
or building becomes real property. 

Flotsam or Floatsam.—Goods thrown overboard, which float. Ownership of 
such property is not lost but is liable for salvage. 

Foreclosure.—An equitable proceeding by which a mortgagor is banned 
from the redemption of his property and thereby loses it forever. 

Forgery.—The false making or alteration of an instrument, which purports 
on the face of it to be good for the purposes for which it was created; the 
false or unauthorized signature of a document with a design to defraud. 

Franchise.—A privilege or liberty given by the government to certain indi- 
viduals. 

Fraud.—False representation made by a person who knows it to be false, or 
has no positive knowledge in the matter, intending to induce action and to 
create a false impression in another party’s mind, or to prevent him from 
investigating to find out the truth about the transaction. 

Fund.—See ‘“‘Sinking Fund,” ‘‘Reserve Fund,” ‘‘Trust Fund.” 


Garnishee.—A person warned, at the suit of a creditor plaintiff, not to pay 
money which he owes to, or to deliver over property which belongs to, the 
defendant, because the defendant is indebted to the plaintiff. 

General Average.—Where a loss has been incurred intentionally for the 
benefit of all on board, the owners of the ship and all having cargo thereon 
contribute proportionately toward making good the loss. 

Good-Will.—Present right to receive expected future superprofits, super- 
profits being the amount by which future profits are expected to exceed 
all economic expenditure incident to its production. See section on 
““Good-Will.”’ 

Guaranty or Guarantee.—A promise to another that the promisor will be 
responsible for the payment of a certain sum if the other cannot collect it 
from the debtor. 

Guardian.—One controlling the person and property of another who is incap- 
able of managing his affairs for himself, as an infant or an insane person. 


Hedging.—Speculation so arranged that if one loses in his regular business 
he wins in the speculation, or if he gains in his regular business he loses in 
the speculation. It usually consists in purchasing against a sale or selling 
against a purchase, and is entered into to protect one in another transaction. 

Heir.—One who succeeds by descent to an estate in land or would have 
succeeded had his ancestor died intestate. 

Hereditaments.— Every sort of inheritable property, such as corporeal, 
incorporeal, real, personal, and mixed. 

Holder in Due Course.—The Uniform Negotiable Instruments Law ($52) 
says that a holder in due course is one who takes the instrument under 
the following conditions: 

1. That it is complete and regular upon its face. 
2. That he became the holder of it before it was overdue, and without 
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notice that it had been previously dishonored, if such were the 
fact. 

3. That he took it in good faith and for value. 

4. That at the time it was negotiated to him he had no notice of any 
infirmity in the instrument or defect in the title of the person 
negotiating it. 


Holograph.—A will or other instrument written entirely in the handwriting 
of the maker of the will or other instrument. 

Hush-Money.— Money given as a bribe to keep another from giving some 
certain information. 

Hypothecate.—To pledge property as security. 


Impersonal Account.—See ‘‘ Account.” 

Imprest System.—Plan used to account for petty cash disbursements in 
accordance with which the cashier is at intervals reimbursed for the amount 
disbursed by him by means of a check drawn to ‘‘Cash’’ and charged 
to the accounts against which such disbursements were made. 

Inadequacy.—Loss in value resulting from the inability of facilities to meet 
the demands made upon them. 

Incendiary.—A person who wilfully sets fire to a building. 

Income.—A flow of benefits from wealth over a period of time. 

Gross operating income includes total revenues from operations without 
deduction for costs of securing it. 

Net operating income is the excess of gross operating income over costs 
of securing it. 

Non-operating income is that derived from sources other than primary 
operations. 

Accrued income. See ‘‘ Accrued Income.”’ 

Prepaid income. See ‘‘Prepaid Income.” 

Incorporeal.—That which is not material; intangible; unable to be handled, 
seen, or heard; invisible. 

Indenture.—A deed between two or more parties. 

Index number.—Index numbers are averages employed to express movements 
of prices, wages, etc., over a period of time. 

Indorsement.— Writing one’s name across the back of a note or check. 
The effect is to warrant to subsequent holders in due course that: 


1. The instrument is genuine. 

2. The indorser has good title to it. 

3. All prior parties had capacity to contract. 

4. The instrument, at time of indorsement, is valid and subsisting. 


A special indorsement specifies the person to whom, or to whose order, 
the instrument is payable. 

An indorsement in blank specifies no indorsee, so that the instrument 
is then negotiable by delivery. 

A restrictive indorsement is one which prohibits further negotiation, 
constitutes the indorsee the agent of the indorser, or vests title in the 
indorsee in trust for or to the use of some other person. 

A qualified indorsement constitutes the indorser merely an assignor of 
title to the instruments. For this purpose the words ‘‘ without recourse” 
are commonly used. 

A conditional indorsement imposes some condition on payment, as, 
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“Pay to John Jones, upon delivery of 10 bu. wheat, on Al vanone LO ae 
Joe Roe.” 

“A Apel aiee right of the lessee to enter, to go upon the land which he has 
leased. 

Injunction.—An order from a court forbidding the performance of a certain 
act or acts. 

Insolvency.—Inability to pay debts due. 

Insurance.—See “‘ Policy.”’ 

Interest.,-Expense or income resulting from use of wealth over a period of 
time. 

Simple interest is computed on the principal only. 

Compound interest is interest on a principal sum increased periodically 
by the addition of interest. 

Effective interest rate is that figured on the actual selling price of the 
bond, allowing for amortization of premium or discount. 

Nominal interest rate is that figured on the par value of the bond. 

Interim Certificate—See “ Receipt, temporary.” 

Interior Clearing House.—The proof desk; or department of a bank which 
collects all items from the cages and balances them, charging checks and 
items deposited to various departments. 

Inventory.—An itemized list of goods giving amounts and prices. 

A book inventory is a running record of the acquisition of additions to, 
and subtractions from, assets of a certain class, kept in terms of quanti- 
ties and prices or either. Such record is usually made a part of the double- 
entry system. 

Investigation.—A study undertaken in connection with the sale of an enter- 
prise to secure information relative to its financial affairs, alleged fraudu- 
lent transactions, profits derived from infringements, and so on. 

Invoice.—A statement issued by a seller of goods to the purchaser giving 
details regarding quantities, prices, and terms of payment. 


Jetsam.—Jetsam is where goods are cast into the sea, and then sink and re- 
main under water. 

Jettison.—The throwing of part of a cargo overboard in order to lighten 
the ship. 

Joint-Stock Company.—An unincorporated association having articles of 
association as well as a capital stock under a form of organization similar to 
that of a corporation and possessing some of the powers of a corporation, 
but is not in fact a corporation. 

Joint-Tenants.—The owning by two or more persons of a piece of property; 
upon the death of one the share owned by him passes to the survivor 
or survivors. 

Journal.—See “Books of Account.” 

Judgment Debtor.—One against whom a judgment of the court ordering 
him to pay his debt is unsatisfied. 

Justice of the Peace.—A justice of the peace is a judicial officer of an inferior 
local court with jurisdiction in civil cases where the amounts involved 
are small and in criminal cases of misdemeanors and petty crimes. 

Labor.—Cost of help other than administrative and clerical. 

Direct labor is that which can be charged to an order without being 
allocated on an arbitrary, basis. See ‘‘ Expense.” 
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Indirect labor is that which cannot be charged directly to an order or 
process. 

Larceny.—Stealing personal property. 

Law.—A rule of action prescribed by supreme authority commanding that 
which is legally right and prohibiting that which is legally wrong. 

Written law is embodied in constitutions, acts of Congress, state legis- 
latures, and other bodies having legislative authority. 

Unwritten law is custom which has become recognized by courts as rules 
of action. ; 

Common law is the unwritten law, as distinguished from statutory law, 
as developed in England, being based on custom and usage as reflected 
in court decisions. 

Civil law is the old Roman law which has been made the foundation of 
the jurisprudence of the governments of continental Europe, also of the 
State of Louisiana. 

Commercial law is that part of substantive law which governs business 
relationships. 

Lease.—A conveyance, given usually in exchange for rent, of the right of 
possession of certain property for a certain period. 

Ledger.—See ‘‘ Books of Account.” 

Legacy.—A gift of personal property made by will. 

Lessee.—Party to a lease who secures the right to use of property during 
the term specified. 

Lessor.—Party to a lease who surrenders the right to use of property during 
the term specified. 

Letter of Credit—(Commercial).— Instrument issued by a bank upon a pur- 
chaser’s request in accordance with which it agrees to pay a seller’s draft 
if drawn at sight, or to accept it if it is a time draft. Purchaser, under 
separate contract, agrees to reimburse the bank. 

Letter of Credit (Travelers)—A document issued by a bank enabling a 
traveler to identify himself, by means of his signature, at places where 
he is not personally known, and thus to secure funds up to the amount 
authorized. 

Letters Testamentary.—An instrument given by a court to a person named 
as executor in a will to proceed with administration of the estate. 

Lex Loci.—The law of the place where a contract is made or an act performed. 

Liability. A debt. 

Capital liabilities are those which are incurred in the acquisition of 
permanent assets, and which are usually in form of bonded indebtedness 
having a maturity date removed, say, more than one year. 

Current liabilities are those which will fall due within a comparatively 
brief period, say not over 6 months or a year. 

Contingent liabilities are those which may or may not become definite 
obligations, depending upon some event. 

Deferred liabilities are income received but not yet due. See ‘‘ Prepaid 
Income.” 

Fixed liabilities are those in form of bonds or long-term notes. 

Lien.—The right of a person to property belonging to another until that 
other pays what is due. 

Liquidated Damages.— Damages which parties to a contract agree shall ‘be 
paid in case of a breach of contract. 

Lis Pendens.—A suit or action that is pending. 

Locus SigilliimThe place of the seal. 


> 
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Maintenance.—Costs of upkeep. 

Mandamus.—‘ We command.’’ An order by court to some person sole, or 
corporate, to do some specified act. 

Mandate.—A judicial order. 

Manifest.—Invoice of a ship’s cargo giving names of parties to whom ship- 
ments are made. f 

Material—A general term employed to describe whatever commodities or 
goods are used in manufacture. 

Direct material becomes an integral part of the manufactured product. 

Indirect material does not become an integral part of the product man- 
ufactured. It includes supplies, small tools, etc. : 

Raw material is the unconsumed portion of material, to, be distinguished 
from material in process, which is that material which has already under- 
gone some essential process. 

Member bank.—A national or state bank belonging to the federal reserve 
system. 

Mercantile law.—The law which deals with matters pertaining to trade 
affairs. — 

Merchandise Account.—See ‘‘ Account.” 

Merger.— Unification of two or more concerns in which the legal entities 
of the original enterprises disappear. 

Misappropriation.— Embezzlement. 

Misdemeanor.—A breach of criminal law less than a felony. 

Mistake.—In contracts two kinds of mistakes are possible. 

Mistake of fact, i.ec., as to whom one contracts with, as to subject mat- 
ter, or as to what is to be performed. A mistake of fact renders the con- 
tract void. 

Mistake of law, i.c., as to the quality or value of the subject dealt with. 
A mistake of law does not void a contract. 

Mitigation.—The lessening of damages or of punishment. 
Money.— Wealth which is generally acceptable in exchange. 

Real money is that which a payee accepts without question because it 
is legal tender, i.e., may be legally tendered in payment of debts, or be- 
cause it has become the custom to accept it. 

Primary money is real money which has the same value as a commodity 
as it has as money. e.g., gold in a gold standard country. 

Fiduciary money is real money whose value depends partly or wholly 
on the owner’s confidence that it can be readily exchanged for primary 
money. Sometimes termed representative money. Example: paper 
money. 

Fiat money is money not convertible into primary money. 

Mortgage.—An instrument, in form like a deed, assigning real estate to 
one who loans money, but providing that upon repayment thereof when 
due, the assignment becomes null and void. 

Deeds of trust are mortgages given by deed in trust to a third party as 
trustee. 

Purchase money mortgages are those given for part or the whole of 
the purchase price of land. 

Building and loan mortgages are those given to secure funds to erect a 
pbuilding. 

Chattel mortgages are sales of chattel under condition that if a debt 
or other obligation is paid by the party who makes the mortgage, the 
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sale shall be void and the title shall return to the party who made the 
mortgage. 
Closed mortgages are those under which no additional indebtedness 
can be incurred. 
Open mortgages are those under which additional indebtedness can be 
incurred. 
Mortgagee.—The one who loans money under a mortgage and therefore 
holds the mortgage. 
Mortgagor.—The one who borrows money under a mortgage. 
A release of mortgage is a formal paper recorded in the same way as 
are mortgages indicating that the obligation is discharged and the prop- 
erty again unencumbered. 


Negotiable Instrument.—Under the Uniform Negotiable Instruments Law 
an instrument, to be negotiable, must, 


1. Be in writing and signed by the maker or drawer. 

2. Contain an unconditional promise or order to pay a sum certain 
in money. : 

3. Be payable on demand, or at a fixed or determinable future time. 

4. Be payable to order or to bearer. 

5. Where the instrument is addressed to a drawee, he must be named 
or otherwise indicated therein with reasonable certainty. 


Next of Kin.—‘‘ Those related by blood who would take personal estate of 
one who dies intestate’ (Joseph’s Surrogate Practice, page 96). First, 
children, and then descendants: second, father; third, mother and brothers 
and sisters; and fourth, collateral relatives. 

Nominal Account.—See ‘‘ Account.”’ 


Nominal Damages.—The smallest degree of damages awarded, 6 cents. 

Notary Public.—An officer whose function is to attest and certify by his 
hand and official seal various instruments, in order to give to them authen- 
ticity in other jurisdictions; to take acknowledgments and certify the same; 
and to perform other official acts, the power to do which is conferred by 
law. In order to become a notary public, a person must be a citizen of 
the United States. Minors are eligible, unless barred by constitutional or 
statutory provision. Women are eligible in many states, among them 
New York and New Jersey. A notary is empowered to administer oaths, 
take affidavits, depositions, and the acknowledgment of creditors in bank- 
ruptey proceedings. 


Note.— Described and defined in the Uniform Negotiable Instruments Law, 
thus: 


1. It is a written promise without condition. 

2. By the maker to another, or to maker’s order. 

3. To pay a sum certain in money or to order or bearer. 
4. On demand at a fixed or determinable future time. 


Circulating notes are bearer notes in even denominations, designed to 
circulate as money, as, national bank notes and federal reserve notes. 

Collateral notes are those secured by deposit of securities. 

Coupon notes are those having interest coupons attached. 

Judgment notes are ordinary notes containing a power of attorney to 
appear and confess judgment for the debtor, thus making it unnecessary 
to bring suit against him. : 
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Short-term notes are corporate bonds, usually secured by collateral, and 

ordinarily running for not over 5 years. 

Notes Payable.—The sum of all notes and acceptances upon which a concern 
is primarily liable as maker, endorser, or acceptor. 

Notes Receivable.—The sum of all notes and acceptances upon which others 
are liable to the holding concern. 

Notes Receivable Discounted.—Contingent liability for all notes receivable 
discounted at bank but not yet liquidated by the makers. 

Novation.—Substitution of other parties, or another party, for one or more 
original parties to a contract. 

Nuncupative Will—A will made by word of mouth before someone else and 
afterwards written out. 


Obiter Dictum.—An opinion of a judge and so not of as great weight as a 
judgment rendered. 

Obsolescence.—Loss in value resulting from new inventions of machinery 
or other facilities which accomplish equivalent work at less cost; or result- 
ing from adverse legislation which makes the output less profitable. 

Officer.—An executive who is elected and whose compensation is fixed by the 
board of directors. 

Overdraft.—A debit balance in a deposit account which should normally 
have a credit balance. 

Overs and Shorts.—Cash differences that are carried in a suspense account 
to the close of the accounting period. 


Particular Average.—Incidence of partial loss or damage of ship, cargo, or 
freight, through unavoidable accident, upon the individual owners (or 
insurers) of their respective interests. 

Partnership.— A contract between two or more competent parties to combine 
their money, property, skill, or labor for the transaction of a lawful business 
for profit. As between the parties the essential elements are: 


1. An agreement. 

Parties competent to contract. 
Partnership capital or property. 
A community of control. 

A lawful business. 
Profit-sharing as a motive. 


O or ye oo bo 


Common law partnerships are those governed by the common law and 
in which members have unlimited liability. 

Dormant partners, sometimes called sleeping partners, are those who 
invest as partners but whose connection with the firm is secret and who 
conseauently take no part in the management. Dormant partners are 
both secret and silent. 

General partners are those who take part in the management and who 
are liable for the firm’s indebtedness without limitation as to amount. 

Limited partners are those who do not participate in full liability, and 
take no part in the management. 

Limited partnerships are those organized under state laws, restrictions 
being placed on the liability of one or more special partners. 

Nominal partners are those who, although having no financial interest 
in the business, permit the use of their names as partners, and are therefore 
liable on firm obligations. 
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Silent partners have no voice in the management but may be publicly 
known to be partners. Sometimes called sleeping partners. 

Special partners are those whose liability is limited by statute. 

Subpartners are outsiders, with whom partners agree to share interest 
in the firm’s profits and property. 

Pen-Posted.—Account on which entries are made by pen. 

Personal Account.—See ‘“‘Account.”’ 

Pivot Desk.—Another name for the interior clearing house or proof desk. 
Also called check desk. 

Policy.—The instrument containing the contract of insurance whereby the 
insurer, in consideration of one or more premiums received, agrees to 
assume certain risks to which the insured is subject. 

Postal Savings.— Deposits made with the post office under the postal savings 
system are redeposited by the government in local banks. These deposits 
are known in the bank as postal savings. 

Postdating.—See ‘‘ Dating.”’ 

Posting.—Transferring items from journals to ledgers, and making the 
necessary cross-references in folio columns. 

An abstract of postings is a list of ledger postings made usually to 
check up with the books of original entry. 

Power of Attorney.—Formal sealed authority to an agent authorizing him 
to act for another. Such power of attorney may be special, granting 
authority to do only a single act, or general, granting authority to act 
generally. 

Premium on Bonds.—Amount above par at which bonds are bought or sold. 

Prepaid Expense.—An asset representing expenditures for services not ren- 
dered. Also known as deferred charge or deferred asset. (What is an 
asset to the payer is a liability to the payee, which lability is known as a 
prepaid income, deferred credit, or deferred liability. ) 

Prepaid Income.—Income received for services uot yet rendered. It is 
therefore a liability. Also known as deferred credit or deferred liability. 
It is the opposite of accrued income. (What isa liability to the payee is an 
asset to the payer.) 

Price.—The amount of money for which a commodity exchanges. 

Primary Line.—Same as direct line. 

Principal.—The sum involved in an obligation exclusive of interest earned or 
accrued. 

Proceeds.—The amount of money received when a note or acceptance is 
discounted. 

Profit.—Increase in net worth resulting from business operations. 

Gross profit usually refers to excess of selling price over cost of goods 

sold. : 

Net profit, or profit, is excess over all costs of doing business. 
Undivided profits are those which have neither been carried to surplus 
nor distributed to stockholders. 

Profit and Loss Account.—An account into which all earnings and expense 
are closed. In banks the Profit and Loss account is not always used, 
such entries being posted direct to the Undivided Profits account. 

Profit-Sharing.—A system of wage and salary payment by which employees 
participate in surplus earnings. 

Progression.—A mathematical series in which each quantity, except the 
first and last, is a mean of a definitely determined type between its pre- 
ceding and succeeding quantities. 
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Arithmetical progressions are those which increase or decrease by a 
common difference. 

Geometrical progressions are those which increase or decrease by a 
common factor, called the ratio. 

Proof Desk.—In banking, a clerk or group of clerks who have the duty of 
bringing together all departmental figures, striking a balance for the bank 
as a whole. The proof desk may relieve the receiving tellers of much 
detail by collecting the deposits from the cages and proving them in small 
batches. See ‘Interior Clearing House.” 

Property.— Right to enjoy the benefits of wealth. 

Personal property is the right to enjoy the benefits of wealth in movable 
form. 

Real property or real estate is the right to enjoy the benefits of wealth 
in form of land and buildings where such right lasts for one’s own life 
or that of another. 

Rights in real property of less dignity than a life estate are personal 
property. ; 

Proprietorship.—Equity in assets over and above liabilities. 

Protest.—A notary’s certificate to the effect that an instrument has been 
presented, demand made for payment, and such demand refused, and 
that the notary has protested against such non-payment and has sent 
notice of such protest and non-payment to the party concerned. This 
is followed by the notary’s seal and official signature. The purpose of 
protesting is to hold persons secondarily liable. Acceptors of drafts and 
makers of notes, being primarily liable, are held with or without protest. 

An endorser may waive protest by writing ‘ Protest waived” over his 
signature. 

Protest may be for non-acceptance or for non-payment. The former 
is made on refusal of drawee to accept a draft. The latter is made on 
refusal of the maker of a note or the acceptor of a draft to pay at maturity 

Proxy.— Written authority to an agent to vote at a stockholders’ meeting. 


Quash.—To discharge an action. 
Quick Asset.—See “‘ Asset.” 


Rate of Interest.—See ‘‘ Interest.” 

Real Account.—See ‘‘ Account.” 

Real Estate.—See ‘‘ Property.” 

Realization and Liquidation Account.—See ‘‘ Account.” 

Receipt.—Written evidence of surrender of wealth given to the party sur- 
rendering it by the party receiving it. 

Temporary receipts are certificates issued to bond purchasers pending 
preparation. of definitive bonds. 

Treasurer’s receipts are issued to purchasers of stock when the cer- 
tificates are not ready to be issued. The receipts are later exchanged for 
certificates. 

Trust company receipts are those issued to owners of securities who, to 
facilitate reorganization procedure in a corporation, surrender the securi- 

_ ties themselves to a trust company as custodian in order that a properly 
constituted committee may look after the owners’ interests. 

Warehouse receipts are given for goods placed in warehouses, Transfer 
of title to the goods is made by assigning the receipts. 
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Receiver.—One appointed to take charge of property in bankruptcy pro- 
ceedings pending appointment of a trustee by the creditors. 

Ancillary receivers are those appointed to manage property situated in 
Jurisdictions other than the one in which the principal receiver receives 
his authority. 

Recognizance.—An obligation of record to do some particular act, as to 
pay a debt, or keep the peace, or to appear :n court. 

Reconcilement.—Due to delay in transit, a bank’s ledger will not agree 
with the depositor’s books at any given time. A reconcilement shows the 
two balances and accounts for the outstanding items. 

Recoupment.—The right of a defendant to set up a claim for damages against 
the plaintiff at the same action, because of his violation of an obligation 
owing on the contract on which he sues, or for some failure of considera- 
tion. 

Recourse.—The right by the holder of a note to look to the previous endorser 
to pay the amount set forth in the note. 

Rediscount.—A note or similar obligation which has been discounted or 
purchased by a bank, then endorsed and sold to another bank, usually 
the federal reserve, for the purpose of raising funds. 

Referee.—In judicial proceedings, an officer appointed by the court to inves- 
tigate and report a decision as to some feature of a matter in suit. 

Register.—A memorandum book in which particular transactions are en- 
tered as they occur. Example is a certificate of deposit register in 
which each certificate of deposit is recorded as issued. 

Bond register. See ‘‘Books of Account.” 

Voucher register. See ‘Books of Account.” 

Remainder.—That remnant or residue of interest which, on the creation 
of a particular prior estate, is by the same instrument limited to another 
to be enjoyed on the termination of that estate. 

Remittances.—See ‘‘Cash Letter.” 

Repairs.—Expenses incurred in the upkeep of fixed assets of a nature such 
that their cost is fairly uniform from year to year. The term is relative, 
for what might be regarded as repairs in a very extensive plant requiring 
the constant replacement of parts of considerable magnitude, might prop- 
erly be considered replacements in a smaller plant, to be taken care of by 
means of depreciation reserves. 

Replacements.—Renewals of sufficient cost to make it desirable to provide 
a depreciation reserve against which they may be charged, thus avoiding 
extraordinary charges to Profit and Loss in those years when they are made. 

Replevin.—An action to recover possession of property. 

Report of Condition.—In banking, a formal statement, required by law, of 
assets and liabilities, with supporting schedules and other pertinent infor- 
mation. 

Reserve.—A segregation of surplus, or a retention of revenues equivalent 
to losses in asset values. In the former case the reserve is a reserve of 
surplus; in the latter case, a valuation reserve. In banking, an amount 
in cash or in assets quickly convertible into cash which can be used in 
paying depositors. : 

Reserve fund.—An amount set aside in form of cash or investments for gen- 
eral or special purposes. : 

Returns and Allowances.—Deduction from gross sales for defective goods 


and containers returned by customers; also for rebates granted to custo- 
mers. 
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Revenue.—Income from all sources. 
Operating revenue is that derived from operations as distinguished 
from that derived from investments and miscellaneous sources. 
Reversion.—The residue of an estate left after the granting of part of it te 
another by the grantor. 
Royalty.—A payment made for the use of a patent, for the privilege of extract- 
ing ores from land, or for the privilege of publishing books. 


Safekeeping.—Securities left with a bank for the convenience of the owner, 
the bank acting as bailee. 

Sale.—The Uniform Sales Act defines a sale as “‘an agreement whereby the 
seller transfers the property in goods to the buyer for a consideration, 
called the price.”’ 

A sale should be distinguished from a contract to sell. In case of the 
latter the goods are not delivered and title does not pass. A sale is an 
executed contract, whereas a contract to sell is an executory contract. 

Salvage.—Value an article possesses for some use other than that to which 
it has been devoted. 

Savings Account.—An account on which interest is paid, the rules of which 
provide that the passbook or receipt must be presented for each deposit 
and withdrawal. Before withdrawal can be made the bank retains the 
privilege of requiring notice. 

Savings Bank.—A bank specializing in savings accounts. In a number of 
states only mutual organizations can use the name. 

Scrap.—Value an article possesses when broken up. Sometimes termed 
junk. 

Scrip.—In general, a temporary receipt or certificate. 

Scrip dividends are those paid in form of promissory notes which usually 
bear interest and fall due on a specified date, or after some event, such as 
the sale of an issue of bonds. 

Seal.—An impression upon wax, paper, etc., to authenticate any document 
to which it is attached; or a metal die with which an imprint is made on 
the document. 

Secondary Line.—Amount which an individual or a business has endorsed 
at the bank; or amount which the bank is willing to accept on such an 
endorsement. 

Sinking Fund.—An amount set aside in form of cash or investments for the 
purpose of liquidating some liability. 

Specialty.—A written, sealed, and delivered instrument. 

Statement.—A setting forth in systematic form of all data with reference to 
some phase of a business undertaking. To present essential details, sub- 
ordinate schedules are frequently appended. In banking, a list of checks 
paid on account, deposits and balances furnished the depositor, commonly 
made up each month; also a statement of assets and liabilities of a customer 
or of the bank itself. 

Balance sheets set forth the status of a business as at a given date. 

Consolidated balance sheets set forth the status of affiliated businesses 
as at a given time. 

Consolidated income statements set forth the results of operations of 
affliated enterprises over a period. 

Income statements set forth the results of operations over a period. 

Statements of affairs set forth the status of an insolvent business as at a 
given time, the arrangement being such as to show both book value of 
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assets and what they are expected to realize and gross liabilities and how 
they are expected to rank. 

Statements of realization and liquidation are employed in winding up 
the affairs of a concern to set forth assets unrealized and liabilities not yet 
liquidated, assets realized and liabilities liquidated and the loss or gain 
resulting, and resulting cash to be turned over. 

Statements of receipts and disbursements set forth cash on hand at 
the beginning of a period, receipts and disbursements during the period, 
properly classified, and the balance on hand at the close of the period. 

Statistics.—The science of interpreting large numerical quantities by means 
of processes of summarization. 

Stock.—Share issued by a corporation, evidenced by formal certificates 
representing ownership therein. The total amount of such shares is known 
as the capital stock of the corporation. 

Assented stock is that upon which one or more assessments have been 
paid in case of reorganization procedure, thus indicating the assent of the 
holder to the reorganization. 

Common stock is that upon which dividends are paid only after dividend 
requirements on preferred stock and interest requirements on bonds are 
met. When there is but one class of stock it is common. 

Donated stock is stock of a corporation which has been given back 
to be sold at a discount, usually to afford working capital in cases where 
the stock was originally issued in payment for fixed assets. 

Guaranteed stock is that which is guaranteed as to principal or interest 
or both, by some other corporation or corporations. 

Inactive stock is that which is seldom traded in on the exchanges. 

Preferred stock is that which has prior rights over common stock either 
as to dividends or assets, or both. Various provisions are found relative 
to the voting power, as for example, the preferred stock may be given 
control of the corporation if dividends thereon remain unpaid for two 
consecutive years. In case of cumulative preferred stock unpaid dividends 
become a lien upon profits of following years. 

Treasury stock is that which has been returned to the treasury of the 
issuing corporation. 

Unissued stock is the excess of authorized over issued stock. 

Stock bonuses are gifts of stock offered to furnish incentive to investors 
to buy some other security of the issuing company. 

Stock subscriptions are agreements to purchase the stock of a corpora- 
tion. They become effective only when ratified by the corporation, unless 
accepted by a trustee in behalf of the corporation. | 

Stock Right.—Privilege extended to stockholders to subscribe to new stock 
at a price below the market value of outstanding stock. 

Stop Payment.— An order given a bank by a depositor directing that the bank 
refuse to honor a check which has been issued by the depositor. 

Stoppage in Transitu.—TIf a buyer becomes insolvent while goods being shipped 
to him are in transit, the seller has the right of stoppage in transitu, i.e., 
he may again take possession of them and will have priority over all other 
creditors of the insolvent. 

Supplies.— Materials used in manufacture but which do not become a part 
of output. 

Surplus.—In case of corporations having only par value, stock surplus 
ordinarily measures excess of net worth or proprietorship over par value 
of stock outstanding. : 
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Capital surplus is that derived from extraordinary sources, as sale of 
stock at a premium or sale of fixed assets at a profit. 
Surplus from operations is that derived from undertakings from the 
carrying out of which the business was established. 
Syndicate.—An association of bankers formed to sell an issue of securities. 


Tax.—Levy made by a government to pay running expenses and to finance 

publie works. 
Direct taxes are those levied upon those expected to bear the burden. 
ape property, income, and inheritance taxes are usually regarded as 
irect. 
Indirect taxes are those shifted from those upon whom they are levied 
to others. Customs and excise taxes are usually regarded as indirect. 
General property taxes are those levied on all, or nearly all, property, 
real and personal, in private ownership. 
Excise taxes are those levied upon commodities, this term being broadly 
interpreted. 
Inheritance taxes are those levied on estates inherited, certain exemp- 
tions being allowed. 
Capitation taxes are those paid by everybody in a community; poll 
taxes. 

Telegraphic Transfer—A telegram sent by one bank to another, directing 
that money be paid. 

Teller.—In banks, the person who actively receives or pays deposits, or 
who otherwise waits on the public accepting or delivering valuable docu- 
ments. 

Tenancy in Common.—A holding by two or more persons of a piece of prop- 
erty. Upon the death of one, the deceased’s share goes to his heirs and 
not to the other tenants as in joint-tenancy. 

Time Deposits.—Funds left with a bank which are only payable after expira- 
tion of a stated period. For reserve purposes, under the Federal Reserve 
Act, only such deposits can be considered as time deposits which still 
have a maturity of over 30 days. 

Trade Acceptance.—See ‘‘ Acceptance.” 

’Trade-Mark.—A distinguishing mark, device, or symbol used by a manu- 
facturer or merchant to identify and advertise his goods. 

Transit-—Checks or corresponding items that must be sent by mail for 
collection. 

Transit Letter—Another term for cash or remittance letter. 

Traveler’s Check.—A cashier’s check or draft printed in even denomina- 
tions, carrying the signature of the payee for identification. 

Treasurer’s Check.—Similar to cashier’s check, except that it is issued by 
a trust company or a trust department of a bank. 

Trial Balance.—A list of balances of all general ledger accounts made to 
determine the correctness of postings from books of original entry as well 
as the correctness of the work of determining these balances. Sometimes 
the list consists of the account totals instead of the balances. 

Trover.—An action against another for the wrongful detention of property. 

Trust Department.—Department of a bank handling fiduciary matters. 

Trust Fund.—Money placed in the hands of a trustee for purposes of invest- 
ment and management. 

Trustee.—One appointed by creditors of a bankrupt to take over his props 
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erty, reduce it to cash, pay off all charges, and distribute the remainder 
among creditors according to law. 
More generally, a trustee is any person placed in charge of property 
for the benefit of another known as the cestui que trust. 
Turnover.—Rapidity of replacement of capital invested in inventories, ac- 
counts receivable, etc. 
Two-Named Paper.—Notes or similar negotiable paper that have been 
signed by two parties or signed by one and endorsed by a second. 
Ultra Vires.—Beyond the powers of; applied to the acts of directors of a 
corporation when beyond the power of the charter of that corporation. 
Undivided Profits Account.—In bank accounting the surplus is a formal 
account to which entries are only made by action of the board of directors. 
The net profits for the period, the payment of dividends, and the charging 
off of losses is usually made against a proprietorship account known as 
Undivided Pvofits. 
Unilateral Contract.—A contract where only one promise is to be performed. 


Value.—The value of a given quantity of wealth is that quantity multiplied 
by the price. 

Void.— Destitute of legal effect. 

Voidable.—Not void unless made so by disaffirmance, or a decree of court. 

Voucher.—Any document which serves as proof of a transaction. 

Voucher System.—A scheme of accounting under which distribution of all 
expenditures is made on vouchers preliminary to their entry in the voucher 
register. 


Waive.—To give up; to forego a right. 

Warrants.—Checks drawn by a national, state, or other government body 
against its treasurer; or similar items drawn by large semi-public organiza- 
tions, such as a railroad. A warrant is drawn by an officer against the 
organization’s own treasurer. (Often payable at a bank.) 

Warranty.— Defined by the Standard Dictionary as ‘‘an assurance or under- 
taking by the seller of property, express or implied, that the property is 
or shall be as it is represented or promised to be, as to quantity, quality, 
or title. 

Will.—A formal written disposition of property to take effect after death, 
made by a person of sound and disposing mind. 

Working Asset.—See ‘‘Asset.’’ 

Work in Process.—Materials in process of manufacture, 
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TAXATION ; 


NATURE OF TAXATION IN GENERAL.—Taxation should be equal 
and uniform, but this does not necessitate rigid equality or narrow uniform- 
ity of treatment. Certain institutions are properly exempt; others of a 
harmful character should be subjected to especially heavy taxation. Pro- 
ductivity and cheapness of collection are factors to be considered. Only 
approximate justice is secured under any system of taxation. In the United 
States the courts adhere to the theory that taxes should be proportioned 
to benefits derived. This is only a general rule and of varying validity 
under different circumstances. Thus it is not possible to determine exactly 
the extent to which particular persons benefit from governmental activities. 
Ability to pay is the basis upon which the majority of economists think taxes 
shold be apportioned. There is, however, no simple measure of ability to 
pay. In general, ability to pay is the best basis for apportionment of gen- 
eral taxes, but not necessarily for specific taxes. Income, consumption, and 
property are possible measures of ability. Any measure of ability is only 
approximately correct. 

Proportional taxation consists in levying taxes in direct proportion to 
income. 

Progressive taxation consists in increasing the tax rate as amount of 
income or property increases. 

PROVISIONS OF FEDERAL CONSTITUTION.—The character of 
taxation in the United States is determined, fundamentally, by constitu- 
tional provisions to the effect that: 


1. ‘Direct taxes shall be apportioned among the several states— 
according to their respective numbers.” 

2. “All duties, imposts, and excises shall be uniform throughout the 
United States.” 

3. “No state shall, without the consent of Congress, levy any im- 
posts or duties on imports or exports except what may be absolutely 
necessary for executing its inspection laws.” 


In 1894 the United States Supreme Court declared income taxes to be 
direct taxes. Eighteen years later the Sixteenth Amendment was adopted 
empowering Congress to levy taxes on incomes without apportionment 
among the several states and without regard to any census or enumeration. 

Direct taxes are taxes levied upon those expected to bear the burden. 

Indirect taxes are taxes shifted from those upon whom they are levied to 
others. 

Poll, property, income, and inheritance taxes are usually regarded as 
direct. 

Customs and excise taxes are usually regarded as indirect. 
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State and Local Taxation 


GENERAL PROPERTY TAX.—This may still be regarded as the basis 
of state and local taxation. It is levied, theoretically, at least, upon nearly 
all property, real and personal, in private ownership. In each community 
assessors prepare statements of taxable property owned by the people. In 
some states they receive sworn lists of property owned and taxable from all 
residents. Practice, of assessors and reviewing bodies regarding valuation 
of such property varies greatly. Taxes are levied on basis of valuations 
made. Owing to the serious defects of this tax there is a tendency to sub- 
stitute for it other forms of taxation, notably the income tax. 


CORPORATION TAXES.—In most systems of corporation taxation the 
following elements may be discovered: 


1. The incorporation fee, to cover clerical expenses of registering cor- 
porations and value of privileges granted, the most important 
being limited liability. 

2. The franchise tax proper, which covers valuable privileges granted 
to most public utilities. 

3. The general property tax, which is supposed to impose upon the cor- 
poration a burden equivalent to that borne by the average tax- 
payer of the district. 

4. The income tax in some jurisdictions. 


SUMMARY OF ANNUAL TAXES PAID BY CORPORATIONS IN NEW 
YORK STATE.—The following summary, prepared by the Special Joint 
Legislative Committee on Taxation and Retrenchment of the State of New 
York, in 1921, is fairly typical of state taxation of corporations. 


A—tTaxes Paid by Business Corporations. 
(The term “business corporations’? covers mercantile and manufacturing corpora- 
tions, excluding: 
Real estate corporations. 
. Holding corporations. 
Transportation and transmission corporations. 
. Elevated or surface railroads not operated by steam, 
Waterworks companies, gas companies, electric cr steam heating, lighting 
and power companies. 
Insurance corporations. 
. Banks, State and national. 
. Savings banks. 
Trust companies. . uk 
Investment companies. 
(See article 9-a, section 210, Tax Law.) 
1: Franchise Tax (article 9-a, Tax Law), 414 per cent on net income. 

(Minimum tax to be not less than $10 and not less than one mill upon each 
dollar of issued capital stock.) 

(Definition of net income: ‘‘total net income before any deductions have been 
made for taxes paid or to be paid to the Government of the United States 
on either profits or net income or for any losses sustained by the corporation 
in other fiscal or calendar years whether deducted by the Government of the 
United States or not.’’ Section 208, article 9-a, Tax Law.) 

2. General Property Tax (articles 1-5, inclusive, Tax Law). 

(Business corporations are taxable on real property and ¢ertain fixed equip 
ment; they are exempt from the payment of taxes on personal property 
See article 9-a, sections 219-j, 219-i, Tax Law.) 
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B—tTaxes Paid by Financial Institutions. 
1. State and National Banks. 
a. Bank Stock Tax (article 1, section 13, article 2, sections 23-24, Tax Law). 

1 per cent on value of shares (total value of shares equal to capital, surplus 
and undivided profits). 

b. General Property Tax (articles 1-5, inclusive, Tax Law). 

(Institutions paying the bank stock tax are taxable only on real property; 
they are exempt from the payment of taxes on personal property. See 
article 2, section 24-c.) 

2. Trust Companies. 
a. Franchise Tax (article 9, section 188, Tax Law). 

1 per cent on capital, surplus and undivided profits (based on average 
during preceding year). 

b. General Property Tax. 
(On real property; trust companies are exempt from payment of taxes on 
personal property. See article 9, section 205, Tax Law.) 
3. Investment Companies. 
a. Franchise Tax (article 9, section 188-a, Tax Law). 
11% mills for each dollar, face value, of capital. 
1 per cent on surplus and undivided profits. 
b. General Property Tax. 
(On real property; investment companies are exempt from payment of 
taxes on personal property. See article 9, section 205, Tax Law.) 
4. Savings Banks. 
a. Franchise Tax (see article 9, section 189, Tax Law). 
1 per cent on par value of surplus and undivided earnings. 
-b. General Property Tax. : 

(On real and personal property; deposits in savings banks exempt from 

taxation.) 
5. Insurance Corporations and Surety Companies. 
a. Franchise Tax (article 9, section 187, Tax Law). 

1 per cent on excess of gross amount of premiums charged, over deduc- 
tions allowed by law, on business done within this State during previous 
calendar year. 

b. General Property Tax (on real and personal property). 


(c—Taxes Paid by Public Service Corporations. 
1. Steam Railroads. 
a. General Franchise Tax (article 9, section 182, Tax Law). 

(Franchise tax is based upon the capital stock of the corporation. Tax 
rate variable, depending upon dividend rate, relation of assets to lia- 
bilities, and average price of stock sold.) 

b. Additional Franchise Tax (article 9, section 184, Tax Law). 

One-half of 1 per cent on gross intra-State earnings (not including earnings 
derived from business of an interstate character). 

c. Special Franchise Tax (article 2, sections 44-49, Tax Law). 

(Tax Ccmmission annually determines valuation of special franchises 
subject to assessment in each city, town or village. Final equalized 
valuation is the assessed valuation on which all taxes based upon special 
franchise are levied by local authorities. Tangible property situated 
upon streets, highways, public places or public waters in connection 
with the special franchise is taxed with such franchise.) 

d. General Property Tax. 
(Real and personal property, excluding that which is assessed with special 
franchises, is taxed under this head.) 
2. Telephone and Telegraph Companies. 
(Taxed upon same basis as steam railroads.) 
3. Elevated or Surface Railroads not operated by steam. 
a. Franchise Tax (article 9, section 185). 

1 per cent on gross earnings from all sources within the State. 

3 per cent upon amount of dividends declared or paid in excess of 4 per 
cent upon actual amount of paid-up capital. 
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b. Special Franchise Tax (article 2, sections 44-49, Tax Law). 
(Same as steam railroads.) 
c. General Property Tax (same as steam railroads). 
4. Other Transportation Companies (taxed upon same basis as steam railroads). 
,5. Waterworks Companies, Gas Companies, Electric or Steam Heating, Lighting 
and Power Companies. 
a. Franchise Tax (article 9, section 186). 
One-half of 1 per cent on gross earnings from all sources within the State. 
3 per cent upon amount of dividends declared or paid in excess of 4 per 
cent upon actual amount of paid-up capital. e 
b. Special Franchise Tax (article 2, sections 44-49, Tax Law). 
(Same as for steam railroads.) 
ce. General Property Tax. 
(Same as steam railroads.) 


D—Taxes Paid by Corporations Not Included in the Above Classes. 

1. Realty Companies. 

a. General Franchise Tax (article 9, section 182, Tax Law). 
(Franchise tax based upon the capital stock of the corporation.) 

b. General Property Tax (on real and personal property). 

2. Holding Companies. 
a. General Franchise Tax (article 9, section 182, Tax Law). 
b. General Property Tax (on real and personal property). 


Federal Income Tax Procedure! 


HISTORICAL.— Wisconsin enacted the first state income tax law in 1911. 
Other states soon followed. In 1915 Connecticut began taxing incomes 
of corporations. In 1917 New York levied a franchise tax of 3% on 
manufacturing and mercantile corporations. In 1919 New York began the 
taxation of personal incomes. 

The first federal income tax was levied during the Civil War. One was 
levied in 1894 but was declared unconstitutional a year later on the ground 
that it was a direct tax. 

The corporation excise tax of 1909 was an income tax in fact but not in | 
form. 

Various developments and refinements have been introduced in the laws 
of 1913, 1916, 1917, 1918, and 1921, the tendency being toward eliminating 
arbitary provisions and recognition of accepted customs and practices in 
business procedure and accounting. 

Law of 1909.—This provided that every corporation “‘be subject to pay 
annually a special excise tax with respect to the carrying on or doing busi- 
ness by such corporation—equivalent to one per centum upon the entire 
net income over and above five thousand dollars received by it from all 
sources during such year.”’ It was declared constitutional on the ground that 
it was an excise tax, not anincome tax. Thelaw provided that net income be 
determined by deducting from gross income received certain costs, expenses 
paid, and losses. In actual administration of the law the tax was paid on 
net income as ascertained in ordinary accounting practice, i.e., by deducting 


1The material contained in the remainder of this section is based upon “ Income Tax Pro- 
cedure, 1923,” by Robert H. Montgomery. In so far as income tax administration is de- 
pendent upon specific provisions of any statute, those of the Revenue Act of 1921 control. 
Present procedure before the Bureau of Internal Revenue has been evolved from experience 
derived from administration of the several revenue Jaws enacted since passage of the Six- 
teenth Amendment. It has now become fairly well standardized, so that future changes are 
not likely to alter its more fundamental aspects.—The Editor, , 
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accrued expenses from earned income. The effective period of this law ex- 
tended from Jan. 1, 1909, to Dec. 31, 1912. 

Law of 1913.—This law, effective Mar. 1, 1913, was passed following the 
ratification of the Sixteenth Amendment. It placed the personal exemption 
at $3,000 for single persons, with an additional $1,000 for married couples. 
The former exemption of $5,000 to corporations was eliminated. The normal 
tax for corporations and individuals was 1%. For individuals only surtaxes 
began with 1% when net income reached $20,000, and increased gradually 
to 6% on portions of income in excess of $500,000. The 1913 law contained 
provision for an excise tax of 1% on net income of corporations for January 
and February, 1913. 

Deduction for depletion of mines was restricted to 5% of value of output. 

Law of 1916.—The normal rate for both corporations and individuals was 
made 2%, and the surtax on individual incomes was made to range from 
1% to 13%. The lowest surtax rate applied to income immediately above 
$20,000, the highest to that part of income exceeding $2,000,000. The law 
was passed Sept. 8, 1916, and applied to income received after Jan. 1, 1916. 
This law definitely fixed Mar. 1, 1913, as the date upon which appreciation 
and depreciation of property were to be measured for tax purposes. Stock 
dividends were included in taxable income. The arbitrary 5% limitation 
upon depletion allowances was eliminated. Losses in deductions entered 
into for profit but not connected with an individual’s trade or business were 
made allowable deductions, to an amount not exceeding the profits arising 
therefrom. The 1916 law was in effect from Jan. 1, 1916, to Dec. 31, 1916. 

Law of 1917.—This law was passed Oct. 3, 1917, and became effective 
as of Jan. 1, 1917, remaining in effect one year. The revenue Act of 1917 
contained two separate laws: 


(a) A reenactment of the 1916 law with amendments. This was known 
as the Act of 1916, as amended by the Act of Oct. 3, 1917. 
(b) The War Income Tax Act of Oct. 3, 1917. 


Both (a) and (b) had their own separate normal and surtax rates and exemp- 
tions. An unmarried individual with an income over $1,000 but not in 
excess of $3,000 was subject to tax under the War Income Tax Act but not 
subject under (a). A married man living with his wife, or a single person 
head of a family, with an income over $2,000 and not over $4,000 was like- 
wise only subject to tax under the War Income Tax Act of Oct. 3, LOT. 
Single persons with an income over $3,000 and married persons or heads of 
families with an income over $4,000 were subject to tax under both (a) and 
(b). 

“Information at the source’? was substituted for collection at source. 
Deduction of gifts by individuals to charitable, religious, and educational 
institutions was permitted up to 15% of net taxable income as calculated 
without this deduction. Limitations were imposed on several deductions, 
income and excess profits taxes being made non-deductible, also interest on 
money borrowed for purchase of tax-exempt securities. For the new 4% 
tax on corporations permission was given to deduct dividends on stock in 
other corporations. To prevent corpdrations from avoiding the tax by post- 
poning dividend declarations, the law prescribed that dividends be “taxed 
to the distributee at the rates prescribed by law for the years in which such 
profit or surplus was accumulated by the corporation.’’ This was repealed 
by the 1918 law. 

The 1917 law introduced excess profits taxes. A law of this type was 
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passed Mar. 3, 1917, but was replaced by act of Oct. 3, 1917, which also 
placed a heavy levy on supernormal profits. For treatment of this act and 
its successor of 1918, see Montgomery’s ‘‘ Excess Profits Tax Procedure, 
1921.77 

Law of 1918.—This law was finally approved Feb. 24, 1919, but was retro- 
active to Jan. 1, 1918. It remained in effect until the effective date of the 
act of 1921, which, for most provisions, was Jan. 1, 1921. This law completely 
replaced the 1916 and 1917 acts. It imposed a new version of profits tax, 
certain luxury taxes, and other internal revenue charges. Normal rate and 
corporation tax rate were both 12%, with a reduction to 6% on first $4,000 
of the taxable income of a citizen or resident of the United States. These 
rates stood only until Jan. 1, 1919, when normal rate applying to taxable 
income of a citizen or resident became 8% (4% on first $4,000) and the cor- 
poration tax dropped from 12% to 10%. 

Surtaxes on individual incomes ranged from 1% to 65%, the highest 
rate applying to portions of income exceeding $1,000,000. The maximum 
total rate in 1918 was 10% higher than in 1917, and the higher normal rate 
and steeper progression made the tax heavier on moderate incomes than 
was the preceding one. Maximum total rate on 1919 and 1920 incomes 
was 73%. 

The provision permitting an individual to deduct losses not incurred in 
trade was liberalized. For the first time the individual was required to 
report on basis of his annual accounting period, even though it did not 
coincide with the calendar year. Affiliated corporations were required to 
file consolidated returns. Depreciation allowances were liberalized. De- 
pletion of mines and of gas and oil wells was placed upon a generous basis. 
Special provision was made for charging off reasonable amortization on 
equipment contributing to prosecution of the war. For the first time cor- 
porations were relieved of the arbitrary limitation on deductible interest, 
in force in some form since 1909, also of the discriminating tax on dividends 
received from other corporations. Income and excess profits taxes paid to 
other jurisdictions upon income arising therein were, under certain conditions, 
allowed as credits against the tax. A specific credit of $2,000 was granted 
corporations. As under previous laws, members of partnerships were taxed 
as individuals. Personal service corporations were placed in the same cate- 
gory as partnerships. 

Law of 1921.—This law was approved Nov. 23, 1921. It was a rewritten 
draft of the 1918 law. The law became effective Jan. 1, 1921, but some rad- 
ical changes provided for did not become effective until Jan. 1, 1922, such 
as the sections which abolished the excess profits. tax and the personal service 
corporation, increased the corporation tax rate, and established a new class 
of capital gains and losses. The personal service corporation disappeared 
with the abolition of the excess profits tax, and the income tax rose from 10% 
to 124%. Surtax rates on individual incomes were reduced. The maximum 
rate was made 50% instead of 65% under the 1918 law, and applied to all 
incomes in excess of $200,000. Surtaxes began when the $6,000 point was 
reached and for incomes between $6,000 and $10,000 were 1%. 

Capital gains were established as a new division of income. Beginning 
Jan. 1, 1922, profits made by individuals from sales or exchanges of property 
“held for profit or investment,’’ were subject to a maximum rate of 124% 
instead of the regular rates which, since that date, range as high as 58% 
(normal plus surtaxes). c 

The section prescribing the basis for determining gain or loss, which be- 


Sec. 33] ADMINISTRATION OF INCOME TAX 1553 


came effective Jan. 1, 1921, adopts the Frierson rule (which, in case of prop- 
erty purchased before Mar. 1, 1913, states that a profit or loss must be shown 
when comparison is made with original cost and be limited to the portion 
thereof accrued after Mar. 1, 1913) and also liberalizes the definition of 
the closed transaction. The law states that no gain or loss on exchanges 
of property for property shall be recognized unless property received in 
the trade “has a readily realizable market value.’’ In certain cases the 
gain need not be accounted for at time of exchange. 

An innovation was the breaking away from the practice of refusing to 
permit a business loss in one accounting period to offset income of another. 

Reduced surtax rates became effective in 1922 and personal exemptions 
were liberalized, the changes affecting the 1921 returns. For a married 
person or the head of a family whose income does not exceed $5,000, the 
exemption was increased from $2,000 to $2,500. The allowance for each 
dependent was increased from $200 to $400. 

After Jan. 1, 1922, personal service corporations were taxed as ordinary 
corporations. 

Affiliated corporations were given the option, after Jan. 1, 1922, of filing 
separate or consolidated returns. 

The law set up a Tax Simplification Board to investigate the procedure 
of the Bureau of Internal Revenue and to make recommendations for its 
simplification. 

The law required that the Treasury pay interest on taxes refunded. 

Other changes included a limitation of time for filing amortization claims; 
a provision that returns must be filed in all cases where an individual’s 
gross income exceeds $5,000; a limitation on the deduction of interest to 
carry Liberty bonds; permission to deduct business traveling expenses in 
full; and a change in the limitation periods for amended returns. 

There were also important changes in administrative features, such as 
the sections permitting binding agreements between the Treasury and the 
taxpayer, changing the procedure with reference to appeals, and authorizing 
the Treasury to defer collection in cases of undue hardship. 


Administration of Income Tax 


The administration of the income tax law is placed in the hands of the 
Commissioner of Internal Revenue, subject to supervision and control by 
the Secretary of the Treasury. In the following discussion wherever the 
Treasury regulations are quoted but the regulation number is omitted it is 
understood that Regulations 62 are referred to. 


BUREAU OF INTERNAL REVENUE.—The Bureau of Internal Revenue 
collects federal revenue other than customs. There are five deputy commis- 
sioners? and one Assistant Commissioner, the latter acting in the Commis- 
sioner’s place. Income and excess profits taxes are collected through the 
local collectors of internal revenue, who are also charged with the collection 
of all other internal revenue taxes. Collectors of internal revenue are held 
primarily responsible for the proper collection of the tax in their districts. 
There are some 64 collection districts, each with a collector at its head as- 
sisted by subordinates. There are also 35 internal revenue divisions with 
internal revenue agents or supervising internal revenue agents in charge. 
2 The deputies are in charge of the following: 1. Income Tax Unit; 2. Hstate and Capital 
Stock Tax Unit; 3. Sales Tax Unit; 4. Accounts and Collections Unit; 5. Miscellaneous 


(publications, administration, etc.). 
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Procedure.—Procedure of the Bureau of Internal Revenue is as follows:3 


1. The taxpayer makes a return and pays the collector, who receives 
the return, one-fourth or all the tax shown due on face of return. 

2. The collector lists the returns, shows taxes due, makes a few ob- 
vious corrections in some cases and forwards returns to Washington.4 

3. In Washington returns are first checked against collector’s lists 
and the original tax verified. 

4. The “audit” of returns begins and supplemental amounts of taxes 
due [and amount of overpayments] are determined; taxpayer is noti- 
fied and [after procedure laid down in Sec. 250 (d) has been complied 
with], return is sent to a separate section of the Bureau for entry on a 
supplemental list.5 

5. Supplemental lists are transmitted monthly to collectors, taxpayer 
is formally notified [of additional taxes], and tax is due for payment 
within ten days after such notice. 


COMMITTEE ON APPEALS AND REVIEW.— Under the 1918 law® the 
Commissioner was empowered to appoint an Advisory Tax Board.?7 The 
Board was appointed Mar. 14, 1919, and abolished Oct. 1, 1919. 

In place of the Board, a Committee on Appeals and Review was established, 
membership being recruited from within the Bureau. 

Organization.—The Committee is independent of the Income Tax Unit 
and in theory is responsible only to the Commissioner. Its personnel em- 
braces a chairman, vice-chairman, eleven members, and a secretary, who 
give their entire time and attention to all matters referred to the Committee 
for consideration. All members have held responsible positions in the Bureau 
as heads of divisions or chiefs of sections and are either attorneys at law or 
accountants. 

Procedure.—The principal duties of the Committee are: 


1. Hearing and consideration of cases appealed by taxpayers from action 
of Income Tax Unit. 

2. Consideration of questions submitted by Income Tax Unit with 
request for Committee’s advice. 

3. Criticism or approval of letters making new rulings or new applica- 
tions of old rulings which are submitted by Income Tax Unit or 
the Commissioner. 

4. Criticism or approval of proposed Treasury decisions. 

5. Consideration of matters presented in informal conferences by officers 
of the Bureau and by taxpayers upon questions of interpretation, 
policy, or procedure. 


Cases may be appealed to the Committee only after final disposition has 
been made of the case by the Income Tax Unit, and upon such questions, 


either as to law or facts, as are in controversy between taxpayer and Income 
Tax Unit.§ 


3 A. E. James, Bulletin of National Tax Association, Vol. VI, p. 49. 
ee on form 1040A are not sent to Washington, but are audited in collectors’ 
offices. 
STf it is found there has been an overpayment of tax, the taxpayer is sent a certificate 
of fee 150T Ce) which enables an adjustment to be made by the local collector. 
ec. 15 -1). 


7 For a full discussion of its powers and procedure see Montgomery: Income Tax Pro- 
cedure, 1920, pp. 159-161. 

8 ens whe tal ee it was cree to the policy of ae Bureau to defer assessments 
pending the taking up of an appeal. is was an unjust rule, which is now, in most cases. 
abolished by Sec. 250 (d) of the 1921 law. : 
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Following ruling outlines procedure in hearings before the Committee: 

Ruling. When an appeal is taken from a ruling of the Income Tax Unit to the Com- 
mittee on Appeals and Review or a question is certified to that Committee at the request 
of the taxpayer and an oral presentation is desired, the record shall immediately be exam- 
ined to ascertain as to whether there is a question of law involved. If it is found that a 
question of law is involved, the Solicitor shall be notified and he will thereupon designate 
one member of the Solicitor’s office to sit with the Committee and himself for the purpose 
of hearing the appeal, or if the Solicitor finds it inconvenient to sit with the Committee 
he may designate two members of his office to do so. 

At the hearing before the Committee the taxpayer or his attorney or representative will 
be expected to make his full oral argument on the law as well as the facts, and this presen- 
tation shall be the only oral presentation except in unusual circumstances, or unless a fur- 
ther argument of the facts or the law is deemed desirable by either the Chairman of the 
Committee or the Solicitor. 


The attorney or attorneys so designated by the Soliciter for the hearing will be expected, 
in conjunction with the Solicitor and the Conference Committee in the Solicitor’s office, if 
the Solicitor so desires, to consider the legal aspects of the case, and the Solicitor’s recom- 
mendation in the form of an opinion or memorandum will then be made to the Chairman 
of the Committee, and thereupon the Committee’s findings shall be prepared and submitted 
to the Commissioner for his approval. ... (C. B. 3, p. 370; O. D. 709.) 

The appeal and related papers are transmitted to the Committee on Ap- 
peals and Review and docketed for assignment to a member for considera- 
tion. 

Upon assignment of the case the papers are carefully examined. In event 
that additional information is desired or an oral hearing is requested or is - 
deemed advisable, taxpayer is notified. 

In event of an oral hearing, which will presumably be final, taxpayer 
submits such arguments and -presentation both as to law and facts as he 
desires to have considered by the Bureau. The oral hearing may be sup- 
plemented by a written brief to be submitted after the hearing. Three 
copies of this brief should be furnished. 

Conclusions of individual members of the Committee, after being formu- 
lated and reduced to writing, are submitted to a conference of the entire 
Committee and, when agreed to, are submitted to the Commissioner as 
recommendations. 

Upon approval of Committee’s recommendation by the Commissioner, 
the decision is final as far as the Bureau is concerned. It will not be recon- 
sidered except upon presentation of new and material evidence, accompanied 
by an explanation satisfactory to the Committee of failure to produce such 
evidence prior to closing of the case. 

The taxpayer is notified by the Committee of its recommendation and 
the case and related papers are thereupon returned to the Income Tax 
Unit for such further action. as is necessary in accordance with the decision 
of the Committee, of which action the taxpayer is duly notified by the In- 
come Tax Unit. 


REGULATIONS GOVERNING PRACTICE BEFORE TREASURY.— 
The Commissioner has issued regulations (Department Circular No. 230, 
Revised Apr. 25, 1922, Form 23)!© governing recognition of attorneys and 
agents and other persons representing taxpayers before the Treasury. Fol- 
lowing are extracts: 


9 As a general rule, the auditor who has handled the case also attends the conferences of 
the Committee. ; 

0 C. B. I-1, p. 469. This circular supersedes Treasury Department Circular No. 230 
(C. B. 4, pp. 408-414), dated Feb. 15, 1921, as amended June 7, 1921, July 1, 1921, and 
Dec. 23, 1921. 
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Regulation. 2. Applications for enrollment.—Applicants for enrollment pursuant to 
these regulations shall submit to the Secretary of the Treasury an application, properly 
executed, on Form 23, ... . Applications in any other form will not be considered. 
The statements contained in the application must be verified by the applicant. The 
applicant must also take the oath of allegiance, and to support the Constitution of the 
United States as required by section 3478, Revised Statutes. A person who can not 
take the oath of allegiance, and to support the Constitution of the United States can 
not be enrolled. Members of the bar of a court of record will apply for enrollment as 
attorneys; all others will apply for enrollment as agents. The Secretary of the Treasury 
may in any case require other and further evidence of qualification. Applicants will 
be notified of the approval or disapproval of their applications. All applications for 
enrollment must be individual, and individuals who practice as partners should apply 
for enrollment as individuals and not in the partnership name. An individual who has 
been enrolled may, however, represent claimants and others before the Treasury Depart- 
ment in the name of a partnership of which he is a member or with which he is other- 
wise regularly connected. Except as hereinafter provided in paragraph 3, a corporation 
can not be enrolled and attorneys or agents will not be permitted to practice before the 
Treasury Department for account of a corporation which represents claimants and others 
in the prosecution of business before the Treasury Department. Persons applying for 
enrollment who propose to act for such a corporation in the prosecution of claims and 
other business before the Treasury Department, will be subject to rejection, and enrolled 
attorneys or agents who act for a corporation in representing claimants and others in 
the prosecution of claims and other business will be subject to suspension from practice, 
as to such claims or business. 


. . . Be se! © a As) 


4. Restriction of right to be heard to parties and enrolled attorneys and agents.—(a) The 
eommittee on enrollment and disbarment shall maintain in the office of the chief clerk, 
Treasury Department, a roll of attorneys and agents entitled to practice before the 
Treasury Department. It shall likewise maintain lists of those whose applications for 
enrollment have been rejected and those who have been suspended or disbarred. The 
chief clerk shall furnish copies of said roll and lists, with such additions thereto or sub- 
tractions therefrom as may be made from time to time, to the several bureaus, offices 
and divisions of the Treasury Department, and upon request may furnish information 
as to whether or not any person is enrolled as an attorney or agent before the Treasury 
Department. 

(b) All bureaus, offices and divisions of the Treasury Department are hereby prohib- 
ited from recognizing or dealing with anyone appearing as attorney or agent unless the 
name of such attorney or agent appears upon the list of those entitled to practice before 
the Treasury Department, provided, however, that the head of any bureau, office or 
division may, in his discretion, temporarily recognize such representative pending action 
upon his application for enrollment, provided his name does not appear on the list of 
those whose applications for enrollment have been rejected or on the list of those who 
have been suspended or disbarred. It shall be the duty of the several bureaus, offices 
and divisions of the Treasury Department to ascertain in each case whether the name 
of one appearing before them in a representative capacity appears on the roll of those 
entitled to practice, whether such representative has been suspended or disbarred, and 
whether he is ineligible under section (c) of this paragraph or under section 190 of the 
Revised Statutes. Nothing herein contained shall preclude individual parties or mem- 
bers of firms, or officers of corporations, or authorized employees of firms or corporations, 
from appearing, upon proper identification, as representatives of their own interests or 
of their respective firms or corporations in any matter before the department in which 
such person, firm or corporation is concerned as a principal; but attorneys, counsel, 
solicitors, accountants and other agents for such persons, firms or corporations must 
be enrolled. 

(c) No attorney or agent shall be permitted to appear in a representative capacity 
before the Treasury Department, or any of the bureaus, offices, units, divisions, sub- 
divisions, or other agencies thereof, in regard to any claim, application for reaudit, 
refund, abatement or reduction in tax assessed, or any other matter, to which he gave 
actual personal consideration, or as to the facts of which he had actual personal knowl- 
edge, while in the service of the Treasury Department 
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The foregoing regulation is in addition to the inhibition contained in section 190 of 
the Revised Statutes of the United States, and does not authorize the appearance of an 
attorney or agent in the prosecution of any claim that would be prohibited by that 
section. 


6. Causes for rejection, suspension or disbarment.—(a) The Secretary of the Treasury 
may, as herein provided, suspend or disbar any enrolled attorney or agent shown to be 
incompetent or disreputable, or who refuses to comply with these rules and regulations, 
or who shall with intent to defraud, in any manner willfully and knowingly deceive, 
mislead, or threaten any claimant or prospective claimant, by word, circular or letter, 
or by advertisement. It shall be the duty of every attorney and agent to use the utmost 
diligence in furnishing evidence required in matters presented to the Treasury Depart- 
ment, and the use of any means whereby the final settlement of a claim or other business 
pending before the Treasury Department is unjustifiably delayed may be sufficient cause 
for suspension or disbarment. If any enrolled attorney or agent shall knowingly employ 
as correspondent or subagent in any matter pending before the Treasury Department a 
person who is at the time denied enrollment, or suspended or disbarred from practice 
before the department, such attorney or agent himself may be suspended or disbarred. 

(b) Advertising by enrolled attorneys or agents which describes their capacity or 
ability to render service as enrolled attorneys or agents is forbidden. Letterheads, 
business cards, and insertions in directories, newspapers, trade journals, or other publi- 
cations should set forth only the name and address of the attorney ‘or agent and a brief 
description of his practice. The description should not do more than state the nature 
of the attorney’s or agent’s business, that is to say, whether he practices as an attorney, 
accountant or agent, and, if desired, any special field of service or practice covered. The 
use by attorneys, agents, or others of adjectives or other terms which might imply 
official capacity or connection with the Government or any of its departments, is spe~ 
cifically forbidden. 

(c) The solicitation of claims or other business as attorney or agent for others before 
the Treasury Department by circulars, advertisements, or other means, including per- 
sonal letters, communications, or interviews not warranted by previous business or 
personal relations with the persons addressed, is forbidden. Advertising or solicitation 
which makes any suggestion of previous connection with the Treasury Department or 
acquaintance with its officials or employees, or any reference to the fact of enrollment, is 
specifically forbidden. 

(d) Statements or implications to the effect that an attorney or agent is in position 
by reason of past experience, past official connection, or personal association with the 
Treasury Department or any officials or employees thereof, directly or indirectly to 
influence the disposition of business in the Treasury Department, and statements or 
implications to the effect that the agent or attorney 1s able to obtain information or 
consideration that is not available to the public in regard to such business, are forbidden. 

(e) While contingent fees may be proper in some cases before the department, they 
are not generally looked upon with favor and may be made the ground of suspension 
or disbarment. Both their reasonableness in view of the services rendered and all the 
attendant circumstances are a proper subject of inquiry by the department. The Com- 
missioner of Internal Revenue or the head of any other Treasury bureau or division of 
the Secretary’s office may at any stage of a pending proceeding require an attorney or 
agent to make full disclosure as to what inducements, if any, were held out by him to 
procure his employment and whether the business is being handled on a contingent 
basis, and, if so, the arrangement regarding compensation. 

(f) Violation of any of the foregoing regulations is declared cause for suspension or 
disbarment of any attorney or agent enrolled to practice before the Treasury Depart- 
ment, while violation thereof by any person applying for enrollment as attorney or 
agent will be cause for rejection of his application. 

Power of Attorney Must Comply With Certain Requirements.— 

Ruling. . . . . Any power of attorney offered in evidence in any case will be accepted 
only provided it is in regular form. It is considered necessary in the case of an individual 
that the power of attorney be signed by the taxpayer, contain language to convey his 
jntention, not necessarily in strictly legal form, and be attested before a notary public 
or be witnessed before two disinterested individuals. In the case of a partnership, a 
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power of attorney must be signed by all members of the partnership and properly sworn 
to or witnessed as above. In the case of a corporation, it must be signed by an officer 
of the corporation, attested by the secretary under the seal of the corporation and 
executed before a notary or attested as above. Under no circumstances shall a power 
of attorney which does not have attached to it a revenue stamp in the amount of 25 
cents be accepted. ... . (C. B. I-1, p. 419; Misc.) 


The following form is suggested: © 


Power of Attorney 


To THE CoMMISSIONER OF INTERNAL REVENUE, 
Wasuineron, D. C. 


AMONOLIZEC) LOMEDTESCLU. Mere e cute et ot roe eRe TE ETT a 
in connection with all tax returns which have been filed by this company with any 
department of the United States Government. The said representatives are 
authorized to act for it and in its name, place and stead. This letter will serve 
as written authority authorizing him to examine and secure copies of all returns, 
claims, correspondence and papers in connection therewith. This letter will 
also serve as written authority authorizing him to receive any warrants which 
may be issued is its name. We hereby specifically authorize the above mentioned 
representatives to secure, if necessary, copies of any income or excess profits tax 
returns heretofore filed by us. 

The said representatives are vested with full Power of Substitution and Revoca- 
tion. The execution of this instrument hereby ratifies and confirms all that said 
representatives shall lawfully do or cause to be done, by virtue hereof. 

Respectfully, 
(AFFIX CORPORATE SEAL) 


ATTEST: 
(Signature and Title of Office) 

Secretary 
Personally appeared before me, a Notary Public of 
the State of wai) § COUNTY s Of aa: 

, 192—, 
, who being duly sworn accord- 
ing to law and having signed the foregoing in my 
presence, stated that he is 
(Title) 


......, and that he executed 
(Name of Corporation) 


the foregoing power of attorney by virtue of the 
power vested in him by this corporation. 


Notary Public 
(AFFIX NOTARIAL SEAL) 


Power of Attorney 


ORGANIZATION OF INCOME TAX UNIT. 


eh) —A chart showing organ- 
ization of the Income Tax Unit is reproduced on 5 


following page. 
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ADMINISTRATIVE INTERPRETATION.—Pending construction of 
statutes by courts and subject to such construction, the Treasury supplies 
official interpretation of the law. The Treasury interprets the law strictly. 
Large sums are involved in disputes turning on close constructions of the 
law. Taxpayers cannot assume that their interests will be protected by 
blind conformity with Treasury rulings. The system assumes that they 
will not follow the rulings blindly, but will contest doubtful points operating 
to their disadvantage. 

In recent regulations, interpretations are made as general and illuminat- 
ing as possible. Instead of treating a narrow, particular instance, the Com- 
missioner in most cases essays a comprehensive treatment of the problem 
of procedure involved and does not hesitate to enunciate general principles 
to serve as official guides to action by taxpayers. 

Legal Force and Effect of Treasury Interpretations.1\—The Supreme 
Court of the U. S. is final authority on income tax questions. In an old 
case this court said: 


Decision. .... The construction of the law is open to both parties, and each is 
presumed to know it. Any instructions from the Treasury Department could not 
change the law or affect the rights of the plaintiff. He was not bound to take or adopt 
that construction. He was at liberty to judge for himself, and act accordingly. ... . 12 


The following statement was made in a more recent case: 


Decision. A practical construction by public officers whose duty it is to enforce a 
statute is conceded to be entitled to great influence, provided the statute presents an 
ambiguity which is real, and not captious. .... 

Where a statute that has been construed by the courts has been re-enacted in the same 
or substantially the same terms, the legislature is presumed to have been familiar with 
its construction, and to have adopted it as a part of the law, unless a different intention 
is indicated; and the same principle is applied to statutes and parts. of statutes which 
have been re-enacted after they have been construed by the legislative or executive 
departments of the government. (Edwards vy. Wabash Railway Co., 264 Fed. 610.) 


Regarding taxpayer’s right to question rulings and assessments, note 
the following authoritative quotation: 


And it follows that it will be a legitimate mode of construing the present income tax 
law, in cases where its language in relation to a particular point or subject is obscure, 
confusing, or unintelligible, to compare it with the corresponding provisions on the same 
point in the earlier acts, which may be more clear and precise, and to presume tl at 
Congress intended its words to be understood in the same sense as before, unless there ig 
such a distinct change of language as to compel the inference that a change in legislation 
was certainly intended. 


Note the following quotation from a decision of the U. S. Supreme Court: 


Decision. In the interpretation of statutes levying taxes it is the established rule not 
to extend their provisions, by implication, beyond the clear import of the language 
used, or to enlarge their operations so as to embrace matters not specifically pointed out. 


Under this title Mr. Fred T. Field, formerly member of the Advisory Tax Board, 
presented a paper published in the Columbia University Lectures—The Federal Income 
Tax (Columbia University Press, 1921, pp. 91-113) in which he makes the following state- 
ments: “Rulings are of two principal classes—administrative rulings which deal with 
procedure, and interpretative rulings which purport to state the meaning of the statute 
and to affect substantive rights. Administrative rulings are made under authority of a 
delegated quasi-legislative power, and if within the scope of the delegation, have the 
effect of law as quasi-statutes. They are presumed to be valid. Interpretative rulings 
have no effect as law since they are not within the delegation of the quasi-legislative power 
and since no power of conclusive quasi-judicial construction is given to the Treasury 
Department. Interpretative rulings are, however, under some conditions aids to the 
construction of the statute and have certain important practical effects.’’ 

2 Elliott v. Swartwout, 35 U. 8. 137, 10 Pet. 137, 12 Curtis 46, 9. L. Ed. 373 

18 Black, Income and Other Federal Taxes, (4th Bd p.136))s 
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In case of doubt they are construed most strongly against the government, and in favor 
of the citizen. United States v. Wigglesworth, 2 Story 369, Fed. Cas. No. 16,690; Amer— 
ican Net and Twine Co. v. Worthington, 141 U. S. 468, 474, 35 L. Hd. 821, 824, 12 Sup. 
Ct. Rep. 55; Benziger v. United States, 192 U. S. 38, 55, 48 L. Ed. 331, 338, 24 Sup. Ct- 
Rep. 189.14 


The authority of Treasury Department regulations is discussed in Black’s 
“Income Taxes” (4th Ed.), p. 9: 


But of course it is not within the lawful power of these officers to go a step beyond 
the limits of the act of Congress under which their authority is exercised. They could 
neither bring within the purview of the law or of their regulations anything not definitely 
within the words of the act, nor except from its operation anything not clearly meant to 
be excluded, nor add to the burden of the taxpayer anything which Congress did not 
intend to impose upon him. But within the limits of their rightful authority, regulations 
prescribed by the Commissioner of Internal Revenue, pursuant to statutory authority, 

_ with the approval of the Secretary of the Treasury where necessary, in respect to the 
assessment and collection of internal revenue taxes, or for the government of the officers 
of the revenue department, have all the force and effect of law, and are as binding as if 
incorporated in the statute law of the United States; and the acts of the Commissioner 
are presumed to be the acts of the Secretary. But the construction given to an act of 
Congress imposing internal revenue taxes by the Commissioner of Internal Revenue, 
though officially published, is not a construction of so much dignity that a re-enactment 
of the statute subsequent to the construction is to be regarded as a legislative adoption 
of that construction, and especially when the construction would make a proviso to the 
act repugnant to the body of the act. 


Policy of Bureau Regarding Requests for Rulings and Advice upon 
Abstract Propositions.— 


Ruling. It will be the policy of the Bureau not to answer any inquiry except under 
the following circumstances: 

(a) The transaction must be completed and not merely proposed or planned. 

(b) The complete facts relating to the transaction, together with abstracts from 
contracts, or other documents, necessary to present the complete facts, must be given. 

(ce) The names of all the real parties interested (not ‘‘dummies”’ used in the trans— 
action) must be stated, regardless of who presents the question, whether attorney, 
accountant, tax service, or owner representative. (C. B. I-1, p. 400; Mim 2880.) 

Legal Effect of Changes in Form of Organization Made to Reduce Tax- 
ation.— 

Ruling. A change of form from that of a corporation or association to that of a 
trust or partnership accompanied by a transfer of capital assets to trustees for the 
benefit of shareholders followed by a sale of such assets at a price in excess of the cost 
thereof to the corporation or association, and the distribution of proceeds to the bene— 
ficiaries (shareholders), such change being made for the main purpose of avoiding the 
tax which would accrue to the corporation had the sale been made by it, should be 
disregarded as a mere sham to avoid assessment of tax against the corporation or asso— 
ciation upon the profit derived from such sale, and the corporation or association should 
be required to return as income any profit derived as though the sale had been made 
by it directly. (C. B. 2, p. 203; Digest S. 1385.) 


The taxpayer against whom the foregoing case was decided, appealed to 
the courts and the opinion of the Solicitor was reversed. 


Decision. It is insisted in the opinion of the solicitor for the Bureau of Internal 
Revenue that this change is a sham and a subterfuge and is ineffective. This same 
opinion admits the right of an individual or corporation to regulate or change its business 
sith a view of reducing or avoiding taxation in the future, but in contradiction with this 
admission holds that the parties involved in this transaction. could not do so. Supporting 
this view there are several. cited cases, most of them by state courts. The case of 


i Gould v. Gould, 245 U. 8. 151, 98,Sup. Ct. 53, 62 L. Ed. 211, 
15 Weeks v. Sibley, 269 Fed. 155. 
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Pollard v. Bank, 47 Kans. 406, 28 Pac. 202, cited by the solicitor, is directly opposed 
to his contention. ... , 

Bearing in mind the rule of construction which the Supreme Court announced in 
the case of Gould v. Gould, 245 U. S. 151, 38 Sup. Ct. 53, 62 L. Ed. 211, and numerous 
other cases, to the effect that the provisions of the taxing statutes are not to be extended 
by implication beyond the clear import of the language used, and that they are to be 
construed most strongly against the government and in favor of the taxpayer, it is the 
opinion of this court that the right to change the status of an organization, or to dissolve. 
an organization in any legal manner, is not made ineffectual because the motive impelling 
the change is to reduce or avoid taxationin the future. The right so to do is an incidental 
right, inseparably connected with an individual’s right to own and control his property. 
It is practically identical with the sale by a citizen of tax-burdened securities and the 
inyestment of the proceeds thereof in tax-exempt ones, for the purpose of reducing or 
ayoiding taxation. 


Determination and Assessment of Tax 


DUTY OF COMMISSIONER.—The function of determining and assess- 
ing the tax is delegated to the Commissioner. 


Law. Sec. 1311. [See. 3176, Rev. Stat.] .... The Commissioner of Internal 
Revenue shall determine and assess all taxes, other than stamp taxes, as to which 
returns or lists are so made under the provisions of this section. . .. . 


EXAMINATION AND AUDIT.— 


Law. Sec. 250..... (b) As soon as practicable after the return is filed, the Com- 
missioner shall examine it. If it then appears that the correct amount of the tax is 
greater or less than that shown in the return, the instalments shall be recomputed..... 

Regulation. When the returns are received at the collectors’ offices they are examined 
and listed before being forwarded to the Commissioner. As soon as practicable after 
the returns are received in the office of the Commissioner they are carefully audited in 
connection with any reports of examination that may have been made by agents of 
the Department. If. error in the amount of tax as stated in the return is detected the 
tax is recomputed and if the amount is less than that shown in the return the excess will 
be credited or refunded... . . If the amount is greater than that shown in the return 
the deficiency will be handled as provided in section 250 (d) of the statute and article 
LOOGS Cait (Art. 1012.) 


The returns, or at least the larger ones, are audited exhaustively ‘‘as soon 
as practicable,’ but this is usually long after payment of the tax. 

Sec. 250 (b) of the 1918 and 1921 laws and the usual procedure which 
governs the examination of returns by revenue agents from the Commis- 
sioner’s office in Washington, are supplemented by the provision of the 


law which gives to local collectors the right to question the accuracy of 
returns. 
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as amended by section 1311 of the statute, are applicable instead of section 228... . 
(Art. 451.) 


In view of the right of appeal to the Commissioner in any event, if the 
collector gives notice of intention to increase an assessment, taxpayers 
should appeal at once to the Commissioner. 

Collectors may summon any person residing or found within the state 
or territory in which their districts lie, and even in other districts, and make 
examinations authorized by law. If a return is not filed, the collectors 
are required to make returns from their own knowledge and from such 
information as they can obtain through testimony or otherwise. 


Law. Sec. 1311. [Sec. 3172, Rev. Stat.] Every collector shall, from time to time, 
cause his deputies to proceed through every part of his district and inquire after and 
concerning all persons therein who are liable to pay any internal-revenue tax, and 
all persons owning or having the care and management of any objects liable to pay 
any tax, and to make a list of such persons and enumerate said objects. 

Sec. 1311. [Sec. 3165, Rev. Stat.] Every collector, deputy collector, internal- 
revenue agent, and internal-revenue officer assigned to duty under an internal-revenue 
agent, is authorized to administer oaths and to take evidence touching any part of 
the administration of the internal-revenue laws with which he is charged, or where 
peu oaths and evidence are authorized by law or regulation authorized by law to be 
taken. 


Examination of Books and Persons.—Properly accredited officers of the 
internal revenue service have full power to examine books and records 
and to require attendance of the necessary persons at examinations into 
accuracy of income tax returns. The auditing and examinations, whether 
done in the office or in the field, are performed by internal revenue agents, 
who are under the direction of the Commissioner at Washington and not of 
the local collectors. 


Law. Sec. 1308. That the Commissioner, for the purpose of ascertaining the 
correctness of any return or for the purpose of making a return where none has been 
made, is hereby authorized, by any revenue agent or inspector designated by him 
for that purpose, to examine any books, papers, records, or memoranda bearing upon 
the matters required to be included in the return, and may require the attendance of 
the person rendering the return or of any officer or employee of such person, or the 
attendance of any other person having knowledge in the premises, and may take his 
testimony with reference to the matter required by law to be included in such return, 
with power to administer oaths to such person or persons. 

Sec. 1310. (a) That if any person is summoned under this Act to appear, to tes- 
tify, or to produce books, papers, or other data, the district court of the United States 
for the district in which such person resides shall have jurisdiction by appropriate 
process to compel such attendance, testimony, or production of books, papers, or 
other data. 

(b) The district courts of the United States at the instance of the United States 
are hereby invested with such jurisdiction to make and issue, both in actions at law 
and suits in equity, writs and orders of injunction, and of ne exeat republica, orders 
appointing receivers, and such other orders and process, and to render such judgments 
and decrees, granting in proper cases both legal and equitable relief together, as may 
be necessary or appropriate for the enforcement of the provisions of this Act. The 
remedies hereby provided are in addition to and not exclusive of any and all other 
remedies of the United States in such courts or otherwise to enforce such provisions. 


Liability to examination extends to persons, other than the taxpayer, 
who have knowledge of his income. e 

Relations with Revenue Agents.—Revenue agents usually call upon 
individual taxpayers without notice. In the case of business concerns 
appointments convenient to both are often made by telephone. Although 
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the right of revenue agents to examine the books and accounts of all tax- 
payers is unquestioned, they usually do not insist on an immediate exami- 
nation to inconvenience of the taxpayer. 

Taxpayers should furnish the revenue agent with all information called 
for and expedite the examination by placing at his disposal original data 
supporting returns. In case of doubt, too much rather than too little 
information should be tendered. 

Field agents, as a rule, discuss proposed reports freely with taxpayers. 
When examination has been by an agent under immediate supervision of 
the revenue agent in charge of a district, the taxpayer is sent,a copy of the 
report after it is reviewed by agent in charge. If examination is made 
by an agent directly from Washington, a copy of the report is not furnished 
the taxpayer. The assessment letter is first official notice to taxpayer of 
results of the examination. 


Unnecessary Examinations.— 


Law. Sec. 1309. That no taxpayer shall be subjected to unnecessary examinations 
or investigations, and only one inspection of a taxpayer’s books of account shall be 
made for each taxable year unless the taxpayer requests otherwise or unless the Com- 
missioner, after investigation, notifies the taxpayer in writing that an additional inspec- 
tion is necessary. 


Procedure when Audit Discloses Additional Taxes Due.— 


Baws secam2o0r 6. oe en(d)ee © tee STE upon examination of a return made under 
the Revenue Act of 1916, the Revenue Act of 1917, the Revenue Act of 1918, or this 
Act, a tax or a deficiency in tax is discovered, the taxpayer shall be notified thereof 
and given a period of not less than thirty days after such notice is sent by registered 
mail in which to file an appeal and show cause or reason why the tax or deficiency 
should not be paid. Opportunity for hearing shall be granted and a final decision 
thereon shall be made as quickly as practicable. Any tax or deficiency in tax then 
determined to be due shall be assessed and paid together with the penalty and interest, 
if any, applicable thereto, within ten days after notice and demand by the collector as 
hereinafter provided, and in such cases no claim in abatement of the amount so assessed 
shall be entertained: Provided, That in cases where the Commissioner believes that the 
collection of the amount due will be Jeopardized by such delay he may make the assess- 
ment without giving such notice or awaiting the conclusion of such hearings) oe 

Regulation. Sec. 250 (d) of the Revenue Act of 1921 provides that if upon examina- 
tion of a return made under the Revenue Act of 1916, 1917, 1918, or 1921, an income 
or excess profits tax or a deficiency therein (which deficiency is defined in Section 250 
(b) as meaning the difference, to the extent not covered by any credit due to the tax— 
payer under Section 252, between the amount of the tax already paid and that which 
should have been paid) is discovered the taxpayer shall be notified thereof and shall 
have the right of an appeal and a hearing before an assessment is made. As soon 
as practicable, therefore, after a return is filed, whether by the taxpayer or as provided 
in section 3176 Revised Statutes, as amended, it is examined and if a tax or a deficiency 
in tax is discovered, the taxpayer shall be notified thereof by registered mail and a 
period of not less than 30 days given the taxpayer in which to file an appeal to the 
Commissioner and show cause or reason why such tax or deficiency should not be paid. 
Full 30 days from the mailing (not the receipt) of such-notice to file an appeal shall 
be given the taxpayer. The appeal must be filed in the office of the Commissioner in 
Washington within 31 days from the mailing of the notice, but if it is mailed in time 
to be received by the Commissioner within such period in the ordinary course of the 
mails it will be considered as having been filed within such period. No particular 
form of appeal is required, but the appeal must set forth specifically the exceptions 
upon which it is taken. The appeal shall be under oath and must contain a statement 
that it is not taken for the purpose of delay. The facts and grounds upon which the 
taxpayer relies in connection with his appeal must be fully stated. 

Upon the receipt of the appeal and before it is made the subject of a hearing by 
the agency designated by the Commissioner to hear such appeal, the appeal will be 
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referred to the income tax unit in Washington, or to the division thereof where such 
proposed assessment is being considered. The taxpayer may request a conference 
before the income tax unit to be held within a period prior to the expiration of five 
days after the time for the filing of an appeal. Five days prior to the expiration of 
the time allowed for a conference the taxpayer shall submit all data and briefs upon 
which he relies in connection with his appeal. If the income tax unit and the tax- 
payer are unable to reach an agreement respecting the amount of the proposed assess- 
ment, the appeal shall be transmitted to such agency as the Commissioner may desig- 
nate for consideration and hearing. Opportunity for a hearing before the appeal 
agency shall be granted if requested within a reasonable time in accordance with the 
practice and procedure of such agency. The taxpayer in his appeal may rely upon 
data previously submitted, or he may obtain a reasonable extension of time, if cause 
therefor is shown, in which to file additional data, evidence or argument. 

Such request shall be under oath and must state specifically the reasons for additional 
time. 

In the case of a return which is examined in the collector’s office where a tax or 
deficiency therein is discovered, the taxpayer will be notified thereof by registered 
mail and the same period given the taxpayer in which to file an appeal to the Com- 
missioner and show cause or reason why such tax or deficiency should not be paid. 
Such appeal shall be filed in the manner prescribed above. The appeal will be referred 
to the collector’s office where such proposed assessment is being considered. The 
procedure in connection with such appeal shall be the same as hereinbefore provided 
in the case of appeals from the decision of the income tax unit. 

No assessment under section 250 (d) shall be made without notification to the tax- 
payer of his right to appeal and show cause, except that in any case where the Com- 
missioner believes that the collection of the amount due will be jeopardized by delay, 
he may make the assessment without giving such notice or awaiting the conclusion of 
a hearing. 

Where a taxpayer has been given an opportunity to appeal and has not done so, as 
above set forth, and an assessment has been made, or where a taxpayer has appealed 
and an assessment in accordance with the final decision on such appeal has been made, 
no claim in abatement of the assessment shall be entertained. 

Where an assessment has been made without giving the taxpayer an opportunity 
to appeal or without awaiting a decision on an appeal that has been perfected, a bona 
fide claim in abatement of the assessment, filed within ten days after notice and demand 
by the collector, may be entertained. (Art. 1006, as amended by T. D. 3409, Nov. 13, 
1922.) 

STATEMENT WITH REPORT OF INSPECTOR— PRELIMINARY 
HEARING.— As a first step, not specifically provided for in the regulations, 
it is sometimes helpful, when an examination has developed points of dispute 
between taxpayer and revenue agent, to prepare a statement of relevant 
facts, furnish one copy to the revenue agent with a request that it be for- 
warded to the Treasury, and send another copy, with affidavit attached, to 
the personal or corporation audit department (as the case may be) of the 
Income Tax Unit at Washington. This is not an amended return, but 
merely insures full presentation of taxpayer’s side of case for consideration 
by the audit section, which also has before it the report of the revenue agent. 
If taxpayer does not feel that his statement, unsupported by oral evidence, 
is sufficient, he may in the copy forwarded to Washington request a hearing 
and an opportunity to submit additional evidence should it appear to the 
audit section that an adverse report is likely. Usually, if such request is 
filed, taxpayer is granted a hearing in person or by attorney before additional 
tax is assessed against him. After the hearing a decision is made by the 
audit section from which the usual appeal can be taken. 


NOTICE OF PROPOSED ASSESSMENT.—TIf the Commissioner’s audit 
(which may or may not include consideration of taxpayer’s statement and 
preliminary hearing outlined in preceding paragraph) indicates that an 
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additional assessment is justified, ‘the taxpayer shall be notified thereof 
and given a period of not less than thirty days after such notice is sent by 
registered mail in which to file an appeal and show cause or reason why the 
tax or deficiency should not be paid.’’16 

Generally, an assessment letter is accompanied by a form asking tax- 
payer either to consent to the additional tax or to protest against it. If 
taxpayer consents to the assessment, he waives his rights to a hearing and 
appeal under Sec. 250 (d). These forms should not be signed without 
proper advice. Taypayers should also be sure that they understand what 
action has been taken on claims for refund, credit, or abatement which 
may be on file. Sometimes an assessment letter may show an overpayment, 
but when consideration is also given to a claim for abatement previously 
filed which has been rejected, the “overpayment” becomes merely a partial 
offset to a larger amount of additional tax. 


PROTEST AND APPEAL.—AIl communications from the Commissioner 
regarding additional assessments should receive prompt attention. In 
many cases, especially where the amount involved is very large, it is not 
possible to file a complete brief taking up in detail the proposed assessment. 
In such cases, it should be sufficient, as is contemplated by Art. 1006, to 
file the formal appeal, setting forth the items which will be contested and 
the general reasons why the tax should not be paid. These reasons should 
be specific enough to enable the Treasury to decide whether or not the con- 
tentions are meritorious. 

Taxpayers should request reasonable extensions of time in which to 
prepare properly the details of their cases. In complicated cases an oral 
hearing should be requested, since the questions involved are of the same 
nature as in litigated cases. 

Form of Appeal.—An appeal must be in affidavit form and contain a 
statement that it is not taken for the purpose of delay. These are the only 
requirements set forth in the regulations. The form shown on p. 1567 may 
be used in most cases. 


PROCEDURE UPON ASSESS MENT.— After final decisions are made, or 
if appeals are not made within specified time, the proposed assessments 
are included in next list sent to collector by the Commissioner. Upon 
receipt of lists, collector issues notice and demand for payment as soon as 
possible. The tax must be paid within 10 days after notice and demand. 
The collector cannot accept a claim in abatement. If taxpayer still wishes 
to contest assessment, a claim for refund may be filed immediately after 
payment is made—a procedure necessary in order to file suit. Under all 
circumstances payments should be made under protest. 


TIME LIMITS ON SUMMARY ASSESSMENTS. 


Law. "Sec: 250. \.9) (d) The amount of income, excess-profits, or war-profits 


made under this Act for prior taxable years or under prior income, excess-profits, or 
war-profits tax Acts, or under section 38 of the Act entitled ‘An Act to provide revenue, 
equalize duties, and encourage the industries of the United States, and for other pur- 
poses,’”’ approved August 5, 1909, shall be determined and assessed within five years 
after the return was filed, unless both the Commissioner and the taxpayer consent in 
writing to a later determination, assessment, and collection of the tax; and no suit or 
proceeding for the collection of any such taxes due under this Act or under prior income, 


16 Sec, 250 (d), 
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TREASURY DEPARTMENT 
Bureau oF INTERNAL REVENUE 
In THE MaTTreR 


APPEAL 


OF 
Joun Smitu & Co., Ive. 
To Tue ComMissionER OF INTERNAL REVENUE: 


The above named taxpayer is in receipt of a registered letter, dated............ 
advising it that it has been decided that a proposed additional income tax OLD acts eye i 
LOR WGWES VATS. oc. ccegee owas Jets , will be assessed after the expiration of thirty days 
unless an appeal is filed within that time. 

Accordingly an appeal is hereby taken from such decision, which it is understood 
was rendered by the...............- (Division, Subdivision or Section, as the 
case may be) of the Income Tax Unit. 


STATEMENT oF Facts 


Exceprion No. I 
THE TAXPAYER TAKES EXCEPTION TO THE INcomE Tax UNIT’s 
REDUCTION OF THE DEPRECIATION RATE FOR MACHINERY AND 
EQUIPMENT FROM 10 PER CENT TO 73 PER CENT. 


The above taxpayer is engaged in manufacturing cotton goods. It has for the 
past six years, the period of its existence, depreciated machinery and equipment 
at the rate of 10 per cent per annum. 

Proof has been submitted to show that, under the circumstances, 10 per cent 
per annum is a reasonable rate of depreciation. 


Exception No. II 


Respectfully, 
Joun Smiru & Co., Inc. 


Be RTE OR ais clic crisie ies onl nae aed me 
OGUNIEN GOR, nce ppnnpndoue-spuattte © hunks 4 pus 


Subscribed and sworn to Deore oe 
1 


Notary Public 


Specimen Appeal 
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excess-profits, or war-profits tax Acts, or of any taxes due under section 38 of such 
Act of August 5, 1909, shall be begun, after the expiration of five years after the date 
when such return was filed, but this shall not affect suits or proceedings begun at the 
time of the passage of this Act: Provided, That in the case of income received during 
the lifetime of a decedent, all taxes due thereon shall be determined and assessed by 
the Commissioner within one year after written reauest therefor by the executor, 
administrator, or other fiduciary representing the estate of such decedent: Provided, 
further, That in the case of a false or fraudulent return with intent to evade tax, or 
of a failure to file a required return, the amount of tax due may be determined, assessed, 
and collected, and a suit or proceeding for the collection of such amount may be begun, 
at any time after it becomes due: Provided further, That in cases coming within the 
scope of paragraph (9) of subdivision (a) of section 214, or of paragraph (8) of sub- 
division (a) of section 234, or in cases of final settlement of losses and other deductions 
tentatively allowed by the Commissioner pending a determination of the exact amount 
deductible, the amount of tax or deficiency in tax due may be determined, assessed, 
and collected at any time; but prior to the assessment thereof the taxpayer shall be 
notified and given a period of not less than thirty days in which to file an appeal and 
be heard as hereinafter provided in this subdivision. 


The tax must be both determined and assessed within limitation period. 

Limitation Period 5 Years Under 1918 and Prior Laws.—The limitation 
period of the 1918 law is not disturbed, but in case of all acts prior to the 
1918 law, the period is increased to 5 years by the 1921 law. Before this 
change, the government, notwithstanding that assessment could not be 
made, could bring suit at any time under laws prior to the 1918 act. The 
1921 law provides that neither assessment nor suit under 1918 and prior 
laws shall be legal after the 5-year limitation period has expired. 

Limitation Period 4 Years Under 1921 Law.—Any tax due under a return 
filed for the taxable year 1921, or any subsequent year, must be assessed 
within 4 years after the return was filed. If any tax is due under any return 
made under the 1921 law for prior taxable years, the assessment must be 
made within 5 years after the return was filed. The limitation period for 
taxes under the 1921 law is not the same for assessment and suit. Assess- 
ment must be made within 4 years and suit or proceedings must be instituted 
within 5 years after return is filed. 

Limitation Period 1 Year in Case of Estates.—Sec. 250 (d) provides, 
“that in case of income received during the lifetime of a decedent, all taxes 
due thereon shall be determined and assessed by the Commissioner withib 
one year after written request therefor by the executor, administrator, or 
other fiduciary representing the estate of such decedent.” <A request for 
determination must be made by the executor. Such an application should 
be rendered unnecessary by more expeditious handling of returns. This 
section does not apply to the income of the decedent’s estate but only to 
that received by the decedent during his lifetime. 

The 1-year period does not apply to suits. The government has 5 years 
after the return was filed within which to institute suit. 

No Limitation Period in Case of False or Fraudulent Return.—Under the 
provisions of Sec. 250 (d) if a taxpayer files a false or fraudulent return with 
intent to evade tax, or has failed to file a required return, an assessment 
may be made or suit instituted at any time. 

Limitation Period Where Amortization Is Claimed or Deductions Are 
Tentatively Allowed.—The last proviso of Sec. 250 (d) is of especial impor- 
tance to taxpayers who have filed amortization claims. It appears that 
if amortization has been claimed or if the Commissioner has tentatively 
ullowed a deduction, the Commissioner may reopen the case to make an 
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assessment or bring suit at any time. The assessment or suit must be con- 
fined to amortization or to the deduction tentatively allowed. The other 
limitation periods of Sec. 250 (d) apply to other items of the return. 


Law. Sec. 214. (G@). «2. (9) .... At™any time’ before March 3, 1924, the 
Commissioner may, and at the request of the taxpayer shall, reexamine the returns 
and if he then finds as a result of an appraisal or from other evidence that the deduc- 
tion originally allowed was incorrect, the income, war-profits, and excess-profits taxes 
for the year or years affected shall be redetermined; and the amount of tax due upon 
such redetermination, if any, shall be paid upon notice and demand by the collector, 
or the amount of tax overpaid, if any, shall be credited or refunded to the taxpayer 
in accordance with the provisions of section 252; .... 


The rule of law is that a specific section controls a general section. It 
might be thought that each section is specific. A careful reading shows, 
however, that Sec. 214 is specific with reference to the deduction for amorti- 
zation, whereas Sec. 250 is specific with reference to limitation. Should 
the courts hold that Sec. 214 governs Sec. 250, the Commissioner would 
have to complete all re-examinations of amortization claims before Mar. 3, 
1924, but could make an assessment or bring suit thereon at any time 
thereafter. 

Limitation Period may be Extended by Agreement.—A provision included 
in Sec. 250 (d) makes it possible to extend the time limit on assessments 
by consent of Commissioner and taxpayer. 

No Limitation Period for Examination of Books.—There is no time limit 
on the right of the Commissioner or collectors to examine the books of a 
taxpayer, but under the 1921 law!’ no tax can be assessed by the govern- 
ment after 4 years from filing of return (excepting with consent of the 
taxpayer) unless fraud is alleged. }8 


PROCEDURE WHEN TAX ISIN JEOPARDY.—‘Sec. 250 (d) quoted on 
p. 1566, provides that in cases where the Commissioner believes that collection 
of tax will be jeopardized by delay due to appeal, he may make the assessment 
without giving notice or awaiting the conclusion of a final hearing. In 
such a case, if the collector will accept it, claim for abatement may be filed. 
{f claim is accepted, collector will no doubt require a bond or security. 
Merits of the case would then be fought out under a claim in abatement. 
If collector refuses to accept a claim in abatement, tax must be paid and a 
claim for refund filed. 


Ruling. The probable run of the statute of limitations against the Government 
as a result of which it would be precluded from bringing suit or proceedings against 
the taxpayer constitutes jeopardy within the meaning of section 250 (d) of the Revenue 
Act of 1921 and under such circumstances the Commissioner may assess the tax 
without giving the notice or awaiting the conclusions of the hearing provided for in 
said section. (C. B. F1, p. 305; I. Eltoooe) 


WHERE TAXPAYER HAS NOT BEEN PROPERLY NOTIFIED.—‘Sec. 
250 (d) specifically provides that in the case of an additional assessment“ .... 
the taxpayer shall be notified thereof and given a period of not less than thirty 
days after such notice is sent by registered mail in which to file an appeal. 
tts Opportunity for hearing shall be granted and a final decision thereon 
shall be made as quickly as practicable. ... - Bi 

The foregoing section applies to the 1916, 1917, 1918, and 1921 laws. 


17 See. 250 (d). ee 
18 Sec, 250 (d) also provides that the assessment must be made within 5 years, for taxes 
applicable to years prior to 1921. 
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Therefore, any assessment made after Nov. 28, 1921, the date of enactment 
of the 1921 law, is illegal if the above section has not been followed.19 


ADDITIONAL ASSESSMENTS BEAR INTEREST.—Thé assessment 
bears interest from date tax was due. 


Law. Sec. 250. .... (b) .... If the amount already paid is less than that 
which should have been paid, the difference, to the extent not covered by any credits 
due to the taxpayer under section 252 (hereinafter called “deficiency’’), together 
with interest thereon at the rate of one-half of 1 per centum per month from the time 
the tax was due (or, if paid on the installment basis, on the deficiency of each install- 
ment from the time the installment was due), shall be paid upon notice and demand 
by the collector... . . 


The foregoing provision applies only to returns for 1921 and subsequent 
years. 


ASSESSMENT WHEN CONSOLIDATION RETURNS ARE FILED. 


Law. Sec. 240. .... (b) In any case in which a tax is assessed upon the basis of 


and shall then be assessed upon the respective affiliated corporations in such propor- 
tions as may be agreed upon among them, or, in the absence of any such agreement, 
then on the basis of the net income properly assignable to each. There shall be allowed 
in computing the income tax only one specific credit computed as provided in sub- 
division’ (b) of section 236. 

The foregoing formula for apportionment of taxes is modified in the case 
of consolidated returns for 1917 filed by corporations and partnerships, 
thus: 


Ruling. It is held, therefore, that where corporations and partnerships are con- 


group, article 78 may then be applied within the partnership group as it is now applied 
within the corporation group. (C. B. F1, p. 295: L. O. 1083.) 

FINAL DETERMINATION AND ASSESSMENT.— The law provides that 
a case, under certain conditions, may be finally determined, thus overcom- 


ing the uncertainty which hag heretofore existed as to when a tax case was 
actually closed. 


Law. Sec. 1312. That if after a determination and assessment in any case the 
taxpayer has without protest paid in whole any tax or penalty, or accepted any abate- 
ment, credit, or refund based on such determination and assessment, and an agreement 
is made in writing between the taxpayer and the Commissioner, with the approval of 
the Secretary, that such determination and assessment shall be final and conclusive, 


materially affecting the determination or assessment thus made) (1) the case shall 
not be reopened or the determination and assessment modified by any officer, employee, 
or agent of the United States, and (2) no suit, action, or proceeding to annul, modify, 
or set aside such determination or assessment shall be entertained by any court of the 
United States. 

To bring about such a final determination, there must be (1) an agree- 
ment in writing between the taxpayer and the Commissioner, and (2) the 
agreement must be approved by the Secretary of the Treasury. In case of 
a corporation a certified copy of the minutes of the board of directors author- 
izing an officer to sign the agreement must be filed with the Treasury. The 
agreement should be executed in duplicate. (See Art. 1141.) 

When taxpayers wish to enter into an agreement under Sec. 1312, a formal 
request should be addressed to the Commissioner. 


19 The Treasury has ruled that where an assessment was made prior to this date the 
taxpayer is not entitled to the benefit of this provision, (C, B, I-1, p. 306; 3. T. 1200.) 
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Ruling. In connection with the closing of cases under section 1312 taxpayers are 
required to obtain a statement from the local collector of internal revenue showing 
the amount of taxes paid for the period to be closed by the agreement. This require- 
ment has been made in the interest of expeditious action on taxpayers’ requests for 
agreements in view of the fact that the Bureau is not in possession of the record as to 
payments, this matter being recorded only in the offices of the local collectors. The 
taxpayer is usually in the possession of complete data as to the total payments made 
by years and by tabulating them in such manner as to permit the collector’s office to 
verify them promptly the entire proceeding is very materially expedited. (I-33-460; 
f. T.-1421.) 


Forms of Agreement Between Commissioner and Taxpayer.—An agree- 
ment may be made under the following conditions: 


1. Where an assessment has been paid without protest. 

2. Where an assessment has been made and the Commissioner has 
abated the tax in part or in full. 

3. Where an assessment has been made and the Commissioner has 
credited the tax in part or in full. 

4. Where the Commissioner has allowed a refund. 


Case 1 is covered by Form A. 


TARY OF THE TREASURY: 
Wuerpas, There has been a determination and assessment of 
i een ) as the amount of tax 


taxpayer on account of 

and, , 

Wuernas, said taxpayer has without protest paid in whole the amount of 
so determined and assessed. 


be final and conclusive. 
In Testimony WuHeREOF, the parties to these presents have hereunto set their 
hands and seals the day and year first above written. 


Signed, sealed and delivered in the 
presence of: 


SECRETARY 


(Note. Strike out inapplicable language.) 


Form “A” (734M) 


Case 2 is covered by Form B, which is the same as Form A except imme- 
diately after colon at end of first paragraph there should be substituted: 
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, 19.., there was assessed against the tax- 


ac:) 
amount of tax.......... penalt due the United States of America from 
the taxpayer on account of 
, and, 
Wuerras, There has been a determination by the Commissioner that the sum 
) is the correct 
due the United States of America from 


and, 

WHEREAS, The Commissioner has made an abatement, based on such deter- 

mination and such assessment, of the sum of 
....) and the taxpayer has 
accepted such abatement; 

Now, Tyis AGREEMENT WITNESSETH: That the taxpayer and the Commis- 
SIONER OF INTERNAL Revenux, with the approval of the SpcRETARY oF THY 
Treasury, hereby mutually agree that such determination of the sum of 

) as the correct amount of tax.......... penalt 
taxpayer on account of said 
and such assessment as abated in accordance with such determination, shall be 
final and conclusive. 

ly TESTIMONY WHEREOF . . 


Form ‘“B” (735M) 


Case 3 is covered by Form C, which is the same as Form A except imme- 
diately after colon at end of first paragraph there should be substituted: 


payer on account of 


and, 

Wuerpas, the taxpayer, pursuant to such assessment, on or about the.......... 
REO | day Of st. autcad. HeOh deteny LOMepaldthe sun of aeea eal hs near 
(Goat. ot rasutass alee due the United States of America on account of 
RAIG pa Betncwinirases dasa «PUR RECUR SOME SOURCE SAL an, AR 
2d Gee WIN ee EMSS hay eLs co) Gee Re , and, 

Wuerkas, there has been a determination by the Commissioner that the sum 
Cr ae ee aie meee rest Rat eee eal ttt ily hs ie ee ) is the 
correct amount for which the taxpayer was liable on account of said............ 
eporerey ot, oy eee ie ee ine a eee a and, 


WuerRbAs, the Commissioner has made a credit, based on such determination 
and guchiassessment, of the sumatss so. er en) is lessee 


(Che Oe ragamst taxa)... .s.. due from the taxpayer on account of 


Now, THis AGREEMENT WitnesserH: That the taxpayer and the Commis- 
SIONER OF INTERNAL REVENUE, with the approval of the SecRETARY oF THE 
TREASuRY, hereby mutually agree that such determination of the sum of 
os ae ) as the correct amount of tax 
liable on account of said Pe 
and such assessment as reduced by the amount credited as aforesaid, shall be final 
and conclusive. 

In Testimony WHEREOF ... . 


Form ‘“‘C” (736M) 
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Case 4 is covered by Form D, which is the same as Form A except imme- 
diately after colon at end of first paragraph there should be substituted: 


LAS PAVCT VACISUIM Ole ae oon cia es ae etter on ctovele antennae (Gite eee ), as the 
amount of tax due the United States of America from 
the taxpayer on account of 


, and, 
WuereEas, There has been a determination by the Commissioner that the sum 


a er eis 


the correct amount for which the taxpayer was liable on account of said 


Wuereas, The Commissioner has made a refund, based on such determination 
and such assessment, of the sum of 


accepted such refund; 

Now, Tuis AGREEMENT WITNESSETH: That the taxpayer and the Commis- 
SIONER OF INTERNAL REVENUE, with the approval of the SECRETARY OF THE 
Treasury, hereby mutually agree that such determination of the sum of 

) as the correct amount of tax 
the taxpayer was liable on account of said 
and such assessment as reduced by the amount refunded as aforesaid, shall be 
final and conclusive. 


In TESTIMONY WHEREOF 


Form ‘‘D” (737M) 


FINAL DETERMINATION OF CLAIMS.— 

Law. Sec. 1313. That in the absence of fraud or mistake in mathematical calcu- 
lation, the finding of facts in and the decision of the Commissioner upon (or in case the 
Secretary is authorized to approve the same, then after such approval) the merits of 
any claim presented under or authorized by the internal-revenue laws shall not be 
subject to review by any other administrative officer, employee, or agent of the United 
States. 

It is possible, notwithstanding the heading, that Congress intended this 
section to apply only to claims filed by the taxpayer. Sec. 1312 is confined, 
to a ‘‘determination and assessment in any case the taxpayer has without 
protest paid in whole any tax......... or accepted any abatement, 
credit, or refund based on such determination and assessment.’’ It is pos- 
sible that Sec. 1312 is intended to apply to cases initiated by the government, 
and Sec. 1313 to cases initiated by the taxpayer. 

WHEN MAY CASE BE REOPENED?—The following decision?® is of 
interest in connection with cases which have been closed under laws prior 
to the 1921 law. It is also of interest in connection with Secs. 1312 and 1313. 
The courts will no doubt insist upon a strict application of these sections. 


20 Penrose v. Skinner, 278 Fed. 284. 
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Decision. .... No authority has been vested in a commissioner to overrule and re- 
verse the action of his predecessor in office. Commissioner Osborne, acting under his 
authority, heard and determined a question of fact necessary to enable him to act 
intelligently in ascertaining and determining the amount of plaintiff’s net income on 
which he would be required to make the levy and assessment, and his finding on that 
issue not having been impeached by the answer should, under every principle and 
rule of law, be regarded here as final..... 

There is no doubt that an allowance by the Commissioner may be impeached any- 
where for fraud, for that avoids all contracts into which it enters as against the party 
defrauded; or for want of jurisdiction, or for a mistake apparent upon the certificate 
of allowance; or generally for such other irregularities in the proceedings as would 
avoid an award made by arbitration so far as the proceedings are similar; but not for 
what might seem to others to be a mere mistake of judgment in the weighing and 
giving force and effect to evidence. 


PROCEDURE TO REOPEN A CASE.—The following ruling applies to 


eases which have been finally settled by the Treasury. It does not apply 
to cases closed under Secs. 1312 and 1313 of the 1921 law. 


Ruling. Where any case in the Bureau of Internal Revenue has been finally closed 
after the taxpayer, or other party thereto, has had a hearing or has been afforded by 
written notice an opportunity to present oral or written arguments or statements of 
fact in support of his contentions, the case will not be reopened except (1) where a 
showing is made of new and material facts, accompanied by an explanation, satisfac- 
tory to the Commissioner of Internal Revenue, of the failure to produce such facts 
prior to the closing of the case, or (2) where the case is materially affected by the change 
of regulations or by the final decision of another case either by the Commissioner of 
Internal Revenue or by a court of competent jurisdiction. The application for re- 
opening a case should be addressed to the Commissioner of Internal Revenue, should 
state succinctly the facts and circumstances upon which the application is based, and 
must be supported by the affidavit of a person having knowledge of the facts. 

This decision is not to be construed as modifying the regulations relating to the filing 
of claims in abatement or claims for refund, nor as denying the right of a taxpayer to a 
hearing or to an appeal at any stage of his case until the case has been finally closed. 
After the taxpayer has exhausted his remedies within the Bureau, however, and the 
case has been finally closed, it will be reopened only under the conditions stated in the 
decision. (C. B. 5, p. 313; T. D. 3240.) ’ 

Procedure in Cases Arising Prior to T. D. 3269.—Prior to the passage of 
the 1921 law (Nov. 23, 1921) and issuance of T. D. 3269,2! it was contrary 
to the policy of the Treasury to permit an appeal to Committee before as- 
sessment. That is, a proposed assessment was not withheld pending an 
appeal. Consequently, there are now many cases pending before the Com- 
mittee on Appeals and Review. There are others which have been assessed 
and formal appeal not yet made. The present procedure should not affect 
any of these cases. 

Taxpayers were advised to file claims in abatement pending an appeal,%2 
and collectors should be notified by the Secretary of the Treasury to post- 
pone any action looking to collection until final decisions by the Comm(ttee 
are handed down. co 


CLAIMS PROCEDURE.—The procedure of the Treasury should provide 
for an orderly appeal to the Commissioner in cases where the Unit has ruled 
adversely on a claim for abatement, refund or credit. 

In view of the provisions of the 1921 law, all decisions of the Unit should 
be sent to taxpayers and their right to dissent and appeal made clear. 

A rule should be made that taxpayers be notified by letter that the Unit 
has rejected their claims and that they have, say, 30 days, to give notice of 


21 This T. D. was incorporated in Art. 1006 as originally issued. 
2 C, B, 3, p, 370; O, D, 709 
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appeal to the Commissioner. If notice of appeal is not filed, collectors may 
reasonably demand payment in case of rejected claims for abatement or 
eredit. Until such a rule is promulgated, taxpayers should notify the Treas- 
ury when claims are filed that if the decision of the Unit is adverse, right 
of appeal to the Commissioner is requested before the claims are formally 
rejected. 


CONTEMPLATED EVASION.— 


Laws» Sec.200. . <4. (g) If the Commissioner finds that a taxpayer designs quickly 
to depart from the United States or to remove his property therefrom, or to conceal 
himself or his property therein, or to do any other act tending to prejudice or to render 
wholly or partly ineffectual proceedings to collect the tax for the taxable year then last 
past or the taxable year then current unless such proceedings be brought without delay, 
the Commissioner shall declare the taxable period for such taxpayer immediately ter- 
minated and shall cause notice of such finding and declaration to be given the taxpayer, 
together with a demand for immediate payment of the tax for the taxable period so 
declared terminated and of the tax for the preceding taxable year or so much of said tax 
as is unpaid, whether or not the time otherwise allowed by law for filing return and paying 
the tax has expired; and such taxes shall thereupon become immediately due and 
payable. In any action or suit brought to enforce payment of taxes made due and 
payable by virtue of the provisions of this subdivision the finding of the Commissioner, 
made as herein provided, whether made after notice to the taxpayer or not, shall be for 
all purposes presumptive evidence of the taxpayer’s design. A taxpayer who is not in 
default in making any return or paying income, war-profits, or excess-profits tax under 
any Act of Congress may furnish to the United States, under regulations to be prescribed 
by the Commissioner with the approval of the Secretary, security approved by the 
Commissioner that he will duly make the return next thereafter required to be filed 
and pay the tax next thereafter required to be paid. The Commissioner may approve 
and accept in like manner security for return and payment of taxes made due and payable 
by virtue of the provisions of this subdivision, provided the taxpayer has paid in full 
all other income, war-profits, or excess-profits taxes due from him under any Act of 
Congress. If security is approved and accepted pursuant to the provisions of this 
subdivision and such further or other security with respect to the tax or taxes covered 
thereby is given as the Commissioner shall from time to time find necessary and require, 
payment of such taxes shall not be enforced by any proceedings under the provisions 
of this subdivision prior to the expiration of the time otherwise allowed for paying such 
respective taxes.23 In the case of a citizen of the United States about to depart from 
the United States the Commissioner may, at his discretion, waive any or all of the 
requirements placed on the taxpayer by this subdivision. No alien shall depart from 
the United States unless he first secures from the collector or agent in charge a certificate 
that he has complied with all the obligations imposed upon him by the income, war- 
profits, and excess-profits tax laws. If a taxpayer violates or attempts to violate this 
subdivision there shall, in addition to all other penalties, be added as part of the tax 
25 per centum of the total amount of the tax or deficiency in the tax, together with 
interest at the rate of 1 per centum per month from the time the tax became due. ... . 


Persons Going Abroad Must Present Certificates of Compliance.-— 


Ruling. In order to obtain income tax clearance, American citizens planning to 
leave the United States are required to present their certificates of compliance or receipts 
showing payment of income tax, at the office of the internal revenue agent in charge 
at the port of embarkation, rather than to the internal revenue agent at the pier. (C. B. 
3, p. 301; O. D. 666.) 

This ruling was issued under the 1918 law. The present law gives the 
Commissioner power to waive this requirement as to citizens of the United 
States and it is waived. Aliens departing from the United States must 
present evidence that they have satisfied their income tax obligations. The 
Internal Revenue officers cannot investigate the status of an alien as resident 


ne portion of this subdivision following this point was added to the provision of the 
aw. 
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or non-resident before sailing. Many aliens when leaving the United 
States are classed as non-residents. Often residents are erroneously classed 
as non-residents, in which case claims for refund may be filed after the 
aliens return. 


Payment of Tax 


PAYMENT IN INSTALMENTS.—The law permits the taxpayer either 
to divide his tax into four instalments, spread evenly throughout the year, 
or to pay it in a lump sum at time of filing return. 


Law. Sec. 250. (a) That except as otherwise provided in this section and sections 
221 and 237 [payment at the source] the tax shall be paid in four installments, each 
consisting of one-fourth of the total amount of the tax. The first installment shall be 
paid at the time fixed by law for filing the return,% and the second installment shall be 
paid on the fifteenth day of the third month, the third installment on the fifteenth day 
of the sixth month, and the fourth installment on the fifteenth day of the ninth month, 
after the time fixed by law for filing the return. Where an extension of time for filing 
a return is granted the time for payment of the first installment shall be postponed until 
the date of the expiration of the period of the extension, but the time for payment of the 
other installments shall not be postponed unless the Commissioner so provides in granting 
the extension. In any case in which the time for the payment of any installment is at 
the request of the taxpayer thus postponed, there shall be added as a part of such install- 
ment interest thereon at the rate of} of 1 per centum per month from the time it would 
have been due if no extension had been granted, until paid. If any installment is not 
paid when due, the whole amount of the tax unpaid shall become due and payable upon 
notice and demand by the collector. 

The tax may at the option of the taxpayer be paid in a single payment instead of in 
installments, in which case the total amount shall be paid on or before the time fixed 
by law for filing the return, or, where an extension of time for filing the return has been 
granted, on or before expiration of the period of such extension. 

It should be noted that the extension of time for filing the return ordinarily 
operates to extend the time of payment of the first instalment only. 

Ruling. Where an understatement of the tax in a-return is not attributable to negli- 
gence or fraud and a taxpayer accordingly fails to pay at least one quarter of the tax due 
at the time for filing the return, he does not lose his right to make installment payments. 
(C. B. 4, p. 317; Digest O. D. 961.) 

NOTICE OF PAYMENT DUE.—The law states that the tax “shall be 
paid”’ at dates fixed by Sec. 250 (a) quoted above, but penalties canno! 
be imposed until notice and demand has been made in accordance with the 
following: 

Yaw. "Sec: 250° 73 (e) .. . . In the case of the first installment provided fo. 


tax on the return shall be sufficient notice of the amount due. In the case of each sub 
sequent installment the collector may, within thirty days and not later than ten day 
before the installment becomes due, mail to the taxpayer notice of the amount of th 
installment and the date on which it is due for payment. Such notice of the collecto 
shall be sufficient notice and sufficient demand under this section. ... . 

Subdivision (h) of this section makes this change retroactive with respec¢ 
to the 1917 and 1918 laws. 

If taxpayers wait for notice from collector on second and third instal 
ments, they run the risk of being called upon to pay all the remaining instal 
ments at once, for subdivision (a) of Sec. 250, which fixes the dates whe 


* The 15th day of the 3rd month following the close of the taxable year=Mar: 15i 
ease the calendar year is used. 
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the instalments must be paid, provides that “if any instalment is not paid 
when due, the whole aniount of the tax unpaid shall become due and pay- 
able upon notice and demand by the collector.”” In case of the fourth instal- 
ment taxpayers can postpone payment until they receive notice in accord- 
ance with Sec. 250 (e) without incurring this risk. In no case can penalty 
or interest be assessed until proper notice has been given. 

Additional Notice in Cases of Absence.—In special cases where, for causes 
such as absence, there is delay in receiving mail, additional time is allowed. 


Regulation. .... By reason, however, of the absence from home or place of business 
in a foreign country or in the military or other service of the country and the consequent 
delay in receiving mail, or by reason of the location of the residence of an individual or 
of the office of a corporation to which the notice was addressed at a distance from the 
eollector’s office, it is frequently impossible for a taxpayer to receive notice and demand 
and to make payment of the tax so that such payment may be received by the collector 
within the 10-day period (following the service of notice and demand). In all such 
eases the collector will enter on the notice as the date on which the tax becomes due and 
payable a date as nearly as possible 10 days after the time that the notice should be re- 
ceived in the ordinary course of the mails by the taxpayer. In such cases where it is 
established that a remittance for the tax was placed in the mails within the 10-day 
period after the due date specified in the notice, and tardiness was occasioned because 
the notice was not delivered in due time by reason of delay in the mail and satisfactory 
evidence of that fact is furnished, the penalty and interest will not be collected. 
(Art. 1007.) 

Ruling. A taxpayer having filed his return and paid the first installment of tax is 
aware of his liability to pay the balance of the tax on the respective due dates, and failure 
to receive notice and demand for the payment of the later installments by reason of his 
absence from this country does not constitute a sufficient cause for waiving the penalty 
and interest on any installment of the tax not paid when due. (C. B. 2, p. 236; 0. D: 
408.) 

Notice Required in All Cases.—The law binds Commissioner and collectors 
to give ample notice of all proceedings, including imposition of penalties. 
Notices must allow sufficient time to the taxpayer to produce evidence 
supporting his original returns, or to pay within the statutory time of 10 


days after formal demand. 
CALCULATING INTEREST.— 


Ruling. (a) Where interest is collectible at the rate of 1 per cent per month from the 
due date interest must be collected for the fractional part of a month where the tax is 
not paid within 10 days from notice and demand for payment. 

(b) Under sections 502, 504, 629, 903, and 905,25 interest is collectible at the rate of 
1 per cent for each full month, and fractional parts of a month must be disregarded. 

(ce) Interest is collectible from the month tax becomes duen (Ge Bi 1, pi244O88842) 


WHEN A CORPORATION LIQUIDATES.— 


Regulation.2°> A corporation going into liquidation during any taxable year may 
upon the completion of such liquidation prepare a return covering its income for the 
fractional part of the year during which it was engaged in business and may file imme- 
diately such return with the collector. ...-- 

When a corporation is dissolved, its affairs are usually wound up by 2 receiver or 
trustees in dissolution. The corporate existence 1s continued for the purpose of liqui- 
dating the assets and paying the debts, and such receiver or trustees stand in the stead 
of the corporation for such purposes. Any sales of property by them are to be treated 
_ ss 

25 Sec, 502 relates to taxes due on transportation and telegraph, etc., service; section 504, 
to taxes due on insurance policies issued; section 629, to taxes due on soft drinks; sections 
903 and 905, to taxes due on luxuries. ; ‘ 

In the detailed ruling by the Treasury, it is stated: “Heretofore this office has held 
repeatedly that no interest for a fraction of a month shall be demanded.” 

2% See GC. B. 4, p. 279; O. D. 821. 
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as if made by the corporation for the purpose of ascertaining the gain or loss. . . . 
(Reg. 62, 1922, Art. 548.) : 

Rulings. Where a corporation dissolves and distributes all of its assets prior to th 
time the list carrying an assessment of additional tax against the corporation comes int< 
the hands of the collector, the tax is not collectible upon notice and demand followec 
by distraint, but may be recovered only by means of a suit instituted against the stock 
holders or other persons who may have received the corporation’s assets, except bons 
fide purchasers for a valuable consideration and creditors. (C. B. 4, p. 324; O. D. 769.) 

Where a corporation dissolves and disposes of its assets without making provisior 
for the payment of its accrued Federal income tax liability for the tax follows the assets 
so distributed, and upon failure to secure the unpaid amount suit to collect the tax should 
be instituted against the stockholders and other persons receiving the property, except 
bona fide purchasers for a valuable consideration. The penalties prescribed in section 
253 of the Revenue Act of 1918 will attach to the principal officers of the corporatior 
upon failure to comply with the provisions of that section. (C, B. 3, p. 300; O. D. 597.) 

Receivers Personally Responsible—When? In Pennsylvania Cement 
Company v. Bradley Contracting Company (274 Fed. 1003), receivers were 
directed not to declare a dividend to creditors before federal taxes had been 
adjusted, because they could be held personally responsible for the taxes 
under Secs. 3466 and 3467 of the Revised Statutes. 


WHEN DELINQUENT ASSESSMENT PAYABLE. 


Law. Sec. 250..... (c) If the return is made pursuant to section 317627 of the 
Revised Statutes as amended, the amount of tax determined to be due under such return 
shall be paid upon notice and demand by the collector. 

The tax levied by collectors must be paid if (after an appeal to the Com- 
missioner) the assessment is confirmed, even if, in opinion of taxpayer, it is 
in error. The U. S. Supreme Court has held that Congress has afforded a 
complete and adequate remedy at law open to all persons aggrieved by col- 
lection of an erroneous or illegal revenue tax, and that taxpayer must pay 
the tax and may then bring an action to recover it after appeal. 

MEDIA OF PAYMENT.— 

Payment May Be Made by Mailing Uncertified Checks.—Taxes may be 
paid to the collector by check and should be mailed at least a day or two 
before date fixed for payment. During the last few days of the payment 
period many taxpayers pay in person at the offices of the collectors. This 
causes congestion and delays. Use of mails is preferable and on the whole 
trustworthy. 

The law?8 authorizes collectors of internal revenue to accept uncertified 
checks in payment of income and excess profits taxes.28 Checks should he 
made payable to ‘‘Collector of Internal Revenue at (City), (State)’’ and be 
made collectible at par without deduction for exchange. 

Ruling. A taxpayer who tenders a check whether certified or uncertified in payment 
for taxes is not released from his obligation until the check is paid. Where such a 
check is lost in the mails a Collector of Internal Revenue is not required, as a condition 
precedent to the issuing of a duplicate check by a taxpayer, to furnish bond indemnifying 
him against possible loss in connection with the first check. (C. B. 3, p. 371; O. D. 626.) 

Payments in Treasury Notes or Certificates of Indebtedness.— 

Law. Sec. 1325. That collectors may receive, at par with an adjustment for ‘accrued 
interest, notes or certificates of indebtedness issued by the United States... . in 


payment of income, war-profits and excess-profits taxes and any other taxes payable 
other than by stamp, . ames 


27 Sec. 3176 deals with the subject of false and fraudulent returns, 

*8 Sec. 1325. See also Art. 1733. 

29 [Former Procedure]. The 1917 law (Sec. 1010) was the first to authorize collectors to 
accept uncertified checks in payment of taxes, (See T. D. 2627, 2666 ) 


Sec. 33] PAYMENT OF TAX 1579 


Purchase of certificates of indebtedness affords a sound methed of pro- 
viding in advance for taxes. They may be purchased at par, and bear inter- 
estatafair rate. They mature at various dates. Taxpayers can accumulate 
the certificates, as funds are available, at any time before tax payments are 
due and on due dates present them with the tax bills. In the meantime in- 
terest accrues. 


EXTENDING DATE OF PAYMENT.—The law permits the Commis- 
sioner, under certain conditions, to extend date of payment of additional 
assessments. 


Paws See? 250), wy inst (f) In the case of any deficiency (except where the deficiency 
is due to negligence or to fraud with intent to evade tax) where it is shown to the satis- 
faction of the Commissioner that the payment of such deficiency would result in undue 
hardship to the taxpayer, the Commissioner may, with the approval of the Secretary, 
extend the time for the payment of such deficiency or any part thereof for such period 
not in excess of eighteen months from the passage of this Act as the Commissioner may 
determine. In such case the Commissioner may require the taxpayer to furnish a 
bond with sufficient sureties conditioned upon the payment of the deficiency in accord- 
ance with the terms of the extension granted. There shall be added in lieu of other 
interest provided by law, as a part of such deficiency, interest thereon at the rate of 
two-thirds of 1 per centum per month from the time such extension is granted; except 
where such other interest provided by law is in excess of interest at the rate of two-thirds 
of 1 per centum per month. If the deficiency or any part thereof is not paid in accord- 
ance with the terms of the extension granted, there shall be added as part of the defi- 
ciency, in lieu of other interest and penalties provided by law, the sum of 5 per centum 
of the deficiency and interest on the deficiency at the rate of 1 per centum per month 
from the time it becomes payable in accordance with the terms of such extension. 


Subdivision (h) of this section provides that the above shall also apply 
to any assessments which may be made under the 1917 and 1918 laws. 

Regulation. .... The term ‘undue hardship’? means more than an inconvenience 
to the taxpayer. It is defined as meaning that substantial financial loss or sacrifice 
will result to the taxpayer from making payments of the deficiency at the due date. 

_. , . No extension of time may be granted under subdivision (f) of section 250 for 
the payment of any regular installment of tax due as shown by the original return of 
the taxpayer. 

Any application for the extension must be made under oath on Form 1127 in accord- 
ance with instructions printed thereon and must be accompanied by evidence showing 
that undue hardship to the taxpayer would result if the extension were refused. The 
extension will not be granted on a general statement of hardship, but in each case there 
must be furnished a statement of the specific facts showing what, if any, financial loss 
or sacrifice will result if the extension is not granted. The application should, wherever 
practicable, contain a certified statement of assets and liabilities of the taxpayer. 

The application, with the evidence, must be filed with the collector, who will at once 
transmit it to the Commissioner with his recommendations as to the extension. When 
it is received by the Commissioner it will be examined and within thirty days either 
rejected or tentatively approved. 

Where the application is tentatively approved and a bond is required it must be filed 
with the collector within 10 days after the notification by the Commissioner that a bond 
is required. It shall be conditioned for the payment of the deficiency and applicable 
penalties, if any, and interest in accordance with the terms of the extension to be granted 
and shall be executed by a surety company holding a certificate of authority from the 
Secretary of the Treasury as an acceptable surety on Federal bonds and shall be subject 
to the approval of the Commissioner. In lieu of such a bond the taxpayer may file & 
bond secured by deposit of Liberty bonds or other bonds or notes of the United States 
equal in their total par value to the amount of the deficiency and applicable penalties, 
if any, and interest, as provided in section 1329 of the Revenue Act of 1921. (Art. 1014.) 


If collectors insist on surety bonds in all cases, the ‘‘relief’’ will be barren 
because most taxpayers who cannot pay are also unable to comply with 
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the requirements of surety companies. If taxpayers are able to furnis 
bond, that fact should make the filing of bonds unnecessary. The Unite 
States has a first lien on the property of taxpayers and this is reasonab! 
protection. It is not fair to creditors whose claims are subordinate, thé 
surety bonds be demanded when taxpayers are unable to furnish them. 


Rulings. A taxpayer protests against an additional assessment of tax for 1919 b 
filing a claim for abatement, and also requests an extension of time to make pay mer 
under the provisions of section 250. Held, that where a taxpayer has not conceded th 
correctness of the tax assessed, a request for an extension of time to make paymer 
is not in order. (C. B. I-1, p. 311; I. T. 1290.) 


Section 250 (f) of the Revenue Act of 1921 is applicable to deficiencies of income an 
excess profits tax under the Revenue Act of 1917 and the Revenue Act of 1918 not ye 
paid although assessment was made prior to November 23, 1921. (C. B. FH, p. 31 
| nd a a 123.2) ala 

. Section 250 (f) is a relief provision and should be given a liberal rather tha 
a strict, construction. There is no element of bad faith present in connection with th 
returns of this company, nor is negligence to be imputed. It is believed that a deficienc: 
in tax within the meaning of the Act appears as well in those cases where no tax wa 
shown by the face of the returns as in a case where less than the correct amount appears 
In the instant case the members of the corporation have undoubtedly reported in thei 
personal returns the profits of the M Company and have already paid a tax thereon 
Having in good faith reported as a personal service corporation, and the Bureau havin; 
disallowed that classification and as a corporation found them subject to a certain tax 
the tax so found is believed to be a deficiency within the meaning of the Act and th 
Commissioner may in his discretion extend the time within which to make payment o 
the same. (I-32-453; I. T. 1417.) 


RECEIPTS FOR TAXES PAID.—The law requires collectors to giv 
receipts only when requested to do so by taxpayers. 


Law. Sec. 251. That every collector to whom any payment of any tax is made unde: 
the provisions of this title shall upon request give to the person making such payment : 
full written or printed receipt, stating the amount paid and the particular account fo: 
which such payment was made; and whenever any debtor pays taxes on account o 
payments made or to be made by him to separacte creditors the collector shall, if requestec 
by such debtor, give a separate receipt for the tax paid on account of each creditor ir 
such form that the debtor can conveniently produce such receipts separately to hi 
several creditors in satisfaction of their respective demands up to the amounts statec 
in the receipts; and such receipt shall be sufficient evidence in favor of such debtor t« 
justify him in withholding from his next payment to his creditor the amount thereir 
stated; but the creditor may, upon giving to his debtor a full written receipt acknowl 
edging the payment to him of any sum actually paid and accepting the amount of tax 
paid as aforesaid (specifying the same) as a further satisfaction of the debt to that 
amount, require the surrender to him of such collector’s receipt. 

Ruling Receipts are documents required by provisions of the internal revenut 
laws and by regulations made in pursuance thereof, within the meaning of section 3451 
Rev. Stat., making it an offense to simulate or falsely or fraudulently execute or sigr 
any document required by the internal revenue laws, or any regulation made in pur. 
suance thereof, or to procure the same to be falsely or fraudulently executed, or t¢ 
advise, aid in, or connive at such execution thereof... . . 


the kind kept for that purpose in the office of the internal revenue collector but signed 
by the defendent without authority, or where, even if not a blank of the kind require¢ 
to be kept, the blank itself is simulated or falsely or fraudulently executed and issuec 
by a person who has no power or authority todoso..... (T. D. 2874, June 23, 1919.) 


Payment of Tax Under Protest 


UNNECESSARY TO SUPPORT CLAIM FOR REFUND.—It is not 
necessary to pay under protest to secure a legal right to demand a refunc 
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when it is believed that the tax has been erroneously assessed.3? Sec. 3220 
of Revised Statutes covers this point. The intention of the law is that no 
one shall be erroneously or excessively taxed. This intention is respected 
by the Commissioner of Internal Revenue. 


FORM OF PAYMENT UNDER PROTEST.—In case of an additional 
assessment after examination, where facts upon which the government 
bases its claims are, in the opinion of taxpayer, unfounded and illegal when 
making the payment, a simple form of protest should be attached, e.g.: 

I hereby protest against the assessment of the tax levied against me as evidenced in 
notice dated.......... , on the ground that it is erroneous and illegal, and payment is 
hereby made solely to prevent the imposition of penalties threatened and the attachment 
of my property. 

WHEN PAYMENT WAS MADE UNDER MISTAKEN TREASURY 
REGULATIONS.—It is not necessary to have paid under protest. where 
a taxpayer prepared his returns in accordance with Treasury regulations, 
believing them to be correct, and, having been assessed thereon, paid the 
tax in due course. 


PROOF OF INVOLUNTARY PAYMENTS REQUIRED IN CERTAIN 
ACTIONS AT LAW.—While involuntary payment need not be made under 
protest to secure a refund as provided by the act, in cases where recovery of 
taxes alleged to be illegally exacted is sought by an action at law, the fed- 
eral courts have held that the claimant must show involuntary payment. 
In City of Philadelphia vy. Diehl, Collector,?1 the U. S..Supreme Court said: 

Decision. Where the party voluntarily pays the money, he is without remedy; 
but if he pays by compulsion of law, or under protest, or with notice that he intends to 
bring suit to test the validity of the claim, he may recover it back, if the assessment 
was erroneous or illegal, in an action for money had and received. 

ARGUMENTS IN FAVOR OF PAYING UNDER PROTEST.— Although 
the Treasury states that a tax, if excessive, need not have been paid under 
protest to be recovered, certain cases indicate that a taxpayer should pay 
under protest to protect his right to sue for refund. The tendency is to waive 
formal protest. 

In Herold v. Kahn,*2 the court said: 

Decision. The proper administration of the fiscal affairs of the government, require 
that the payment of taxes should not be delayed by disputes as to their legality, but that 
the taxes should first be paid and all questions in regard to them be determined in suits 
brought for their refunding. It is a wise policy, therefore, that encourages the payment 
under protest of disputed taxes. Though there is some conflict in the dicta of the 
Supreme Court. we think that the true doctrine is that, when taxes are paid under 
protest that they are being illegally exacted, or with notice that the payer contends that 
they are illegal and intends to institute suit to compel their repayment, a sufficient 
foundation for such suit has been established.%% 


Actions to Restrain Payment of Taxes 


If no claim for abatement is made, or if one is not permitted because a. 
final decision has been made, or if claim is made and denied, the tax imposed 
must ordinarily be paid. 


3¢ It is, however, always wise to do so because the taxpayer may wish to institute suit. 

315 Wall. 720, 72 U.S. 720, 18 L. Ed. 614. ; 

® 159 Med. 608, 86 C. C. A. 598. *Lopilh 

33 The mandate was recalled and amended in 163 Fed. 947, 90 C. C. A. 307, so as to include 
interest from the date of the judgment of the District Court. 
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SUITS NOT MAINTAINABLE.— 


Law. Sec. 3224. [Rev. Stat.] [Barnes’ Federal Code, Sec. 5123.] No suit for the 
purpose of restraining the assessment or collection of any tax shall be maintained in any 
court. 

Exceptional Cases.—The U. 8. Supreme Court in a very recent case* 
says, however: ; 

Decision. .... It has been held by this court, in Dodge v. Brady, 240 U. 8. 122, 
126, that Section 3224 of the Revised Statutes does not prevent an injunction in a case 
apparently within its terms in which some extraordinary and entirely exceptional 
circumstances make its provisions inapplicable. See also Dodge v. Osborn, 240 U.S. 
118, 122. In the case before us, a sale of grain for future delivery without paying the 
tax will subject one to heavy criminal penalties. To pay the heavy tax on each of many 
daily transactions which occur in the ordinary business of a member of the exchange, 
and then sue to recover it back, would necessitate a multiplicity of suits and, indeed, 
would be impracticable. For the Board of Trade to refuse to apply for designation as a 
contract market, in order to test the validity of the act, would stop its 1600 members 
in a branch of their business most important to themselves and to the country. We 
think these exceptional and extraordinary circumstances with respect to the operation 
of this act make Section 3224 inapplicable... . . 

STOCKHOLDERS’ SUITS.—In cases where a speedy determination of 
the constitutionality of the tax is desirable, a procedure has been followed 
which appears to be a justifiable evasion of the statutory inhibition against 
litigating the validity of taxes before payment. This is done under color 
of a stockholder’s suit, brought to restrain the corporation from an alleged 
illegal use of corporate assets. The right of a stockholder to maintain such 
a suit is well established.’5 The application of this procedure to tax cases 
was first resorted to in the Income Tax Cases,3§ and has been subsequently 
upheld as proper in view of the confusion and injustice which would result 
if the corporation paid the tax.37 


Collection of Taxes by Suit and Summary Process 


COLLECTION BY SUIT.—The government will not resort to an action 
at law if taxes can be collected by summary assessment followed by dis- 
traint on property of taxpayer. Taxpayers who have meritorious cases 
cannot be criticized for not signing waivers which may enable the govern- 
ment to force the collection of taxes illegally assessed. If the taxpayer agrees 
that the additional tax is due, the waivers should be signed, but not other- 
wise. Specific, not blanket waivers, should be signed. The law contains 
a limitation period both as to suits and assessments for all laws. 


SUITS BARRED AFTER FIVE YEARS.— 


Law. Sec. 1320. That no suit or proceeding for the collection of any interna] revenue 
tax shall be begun after the expiration of five years from the time such tax was due, 
except in the case of fraud with intent to evade tax, or willful attempt in any manner 
to defeat or evade tax. This section shall not apply to suits or proceedings for the col- 
lection of taxes under section 250 of this Act, nor to suits or proceedings begun at the 
time of the passage of this Act. 


The foregoing section applies to all internal revenue taxes. While included 
in the 1921 law, it covers all prior laws. 


4 Hill vy. Wallace, 66 L. Ed. 527 (Advance Opinions) decided May 15, 1922. 

% Dodge v. Woolsey, 18 How. 331, 59 U. 8, 331, 1 Miller 284, 15 L. Ed. 401; Hawes v. 
Oakland, 104 U. S. 450, 14 Otto 450, 26 L. Ed. 827. (See equity rule 94.) 

36 Pollock. Farmers’ Loan & Trust Co., 157 U.S, 429, 39 L. Ed. 759. 

37 Brushaber v. Union Pacific Ry. Co., 240 U.S. 1, 36 Sup. Ct. 236, 60 L. Ed. 493; Stanton 
v. Baltic Mining Co., 240 U. 8. 103, 36 Sup. Ct. 278, 60 L. Ed. 546. 


sec. 33] ACTIONS TO RESTRAIN PAYMENT OF TAXES 1583 


COLLECTION BY DISTRAINT.—The following regulation summarizes 
Secs. 3187 and 3196 of the Revised Statutes which authorize collectors to 
sollect taxes by distraint and sale: 


Regulation. If any person liable to pay any taxes neglects or refuses to pay them 
within ten days after notice and demand, it shal! be lawful for the collector or his deputy 
0 collect such taxes with 5 per cent additional and interest at 12 per cent per annum by 
listraint and sale of the goods, chattels or effects, including stocks, securities, and 
-vidences of debt, or other property or rights of property, of the person delinquent. 
When goods, chattels, or effects sufficient to satisfy the taxes and penalties imposed 
1pon any person are not found by the collector or deputy collector, he is authorized to 
-ollect such taxes by seizure and sale of real estate... . . (Art. 1009.) 

Rulings. The property of one spouse is not subject to distraint to enforce payment 
of an income tax obligation of the other spouse unless there has been a transfer of property 
Tom one spouse to the other after a tax has been assessed and demand made for payment 
shereof. (C. B. 5, p. 239; O. D. 1056.) 


Property possessed by a taxpayer at the time a lien for tax attached under section 
3186, R. S., is subject to distraint for the collection of the tax and interest in the hands 
of a person who acquired it by reason of his death. (C. B. 5, p. 239; O. D. 1144.) 


ENFORCEMENT OF TAX LIEN BY BILL IN EQUITY.—The govern- 
ment may secure a lien for unpaid taxes. The following regulation outlines 
procedure to be followed under Sec. 3186 of Revised Statutes: 


Regulation. In the event of nonpayment of a tax and penalties after demand, the 
ymount becomes a lien in favor of the United States from the time when the assessment 
ist was received by the collector upon all property and rights to property belonging to 
che taxpayer, except that the lien is not valid as against any bona fide mortgagee, pur- 
shaser, or judgment creditor until notice thereof is filed in the proper public office or 
offices on Form 668. The collector may file such notice of lien upon making demand for 
payment of the tax, unless payment is made immediately upon demand. What is imme- 
jiate payment will depend upon the nature of the demand. Where the collector con- 
-emplates filing such notice of lien on demand, whenever practicable, the demand should 
be made upon the taxpayer in person. In any case where there has been refusal or 
neglect to pay the tax and it has become necessary to seize and sell real estate to satisfy 
t, a bill in equity may be filed in a district court of the United States to enforce the lien 
of the United States for tax upon any real estate in which the delinquent has any right, 
itle, or interest subject to the lien. This remedy does not supersede distraint but is 
cumulative. (Art. 1010.) n 

Ruling. Section 3466, Revised Statutes, is in pari materia with sections 64 (a) and 
34 (b) of the Bankruptcy Act, and to the extent that it is in conflict therewith it is super- 
seded thereby. ‘Therefore, no priority is given to Federal taxes except over creditors, 
ind such taxes are not entitled to priority over the administration expenses of the 
bankruptey proceedings. (C. B. 2, p. 241; T. D. 3000.)38 


District courts of the United States are invested with jurisdiction to 
render such judgments and decrees, in law and in equity, as are necessary 
or appropriate for enforcement of the law.%® 


COMPROMISE OF TAXES AND PENALTIES.—‘Sec. 3229 of the 
Revised Statutes gives the Commissioner power to compromise cases of 
taxes and penalties both before and after suit has been commenced. | The 
nature and extent of this power are explained in the following regulation. 

Regulation. The Commissioner, with the advice and consent of the Secretary of the 
Treasury, may compromise any civil or criminal case arising under the internal revenue 
laws instead of commencing suit thereon, and with the advice and consent of the Sec- 
retary and the recommendation of the Attorney General may compromise any such case 
after suit thereon has been commenced by the United States. Accordingly, the power 


88 This is a digest of the Circuit Court decision in the case of Smie\anka v. Zibell, 263 
Fed. 883. 
39 Sec. 1318. 
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to compromise extends to (a) civil and criminal cases; (b) cases whether before or after 
suit; and (c) taxes and penalties, except that taxes legally due from a solvent taxpayer 
may not be compromised. Refunds can not be made of accepted offers in compromise 
in cases where it is subsequently ascertained that no violation of law was involved. 
shen Arty LO) 


Claims for Abatement 


The following pages deal with remedial procedure provided by the Treas- 
ury or courts whereby the taxpayer may secure abatement or cancellation 
of an assessment or obtain refund of taxes overpaid. 


IMPORTANCE OF FILING CLAIMS.—Preceding pages cover appeals 
from findings of revenue agents, and all remedial measures up to time of 
assessment. After an assessment has been entered on collector’s list, there 
is no recourse except by claim for abatement (before tax is paid) or refund 
(after tax is paid). 

Because of the many erroneous assessments made, taxpayers should know 
how to question an assessment. If a claim is refused, the necessary pro- 
cedure to secure from the courts an impartial opinion as to the sufficiency 
of the taxpayer’s side of the contention should be understood. Until the 
case reaches the courts it cannot always be said that the facts are passed 
upon impartially. 

RESTRICTION ON USE OF CLAIMS IN ABATEMENT.—Change of 
procedure brought about by Sec. 250 (d) regarding notice and appeal in 
eases of proposed additional assessments, greatly restricts use of claims in 
abatement. 

This section, after providing for assessment of additional taxes only after 
notice and opportunity for appeal, states that when such assessments after 
notice have been made, ‘‘no claim in abatement of the amount so assessed 
shall be entertained: Provided, That in cases where the Commissioner believes 
that the collection of the amount due will be jeopardized by such delay 
he may make the assessment without giving such notice or awaiting the 
conclusion of such hearing. ... . 23 

Except when the Commissioner believes the additional tax is in jeopardy. 
an application in the nature of a formal appeal must be allowed and a deci- 
sion must be made before assessment, provided notice of appeal is filed in 
accordance with statutory provision. If notice of appeal is not given within 
specified time, or if decision on appeal is unfavorable, assessment will be 
made and must be paid in due course. The collector is not aushorized to 
accept a claim for abatement. In such a case a claim for refund is the only 
recourse. 

ABATEMENTS MAY BE FILED—WHEN?—Claims for abatement have 
not been entirely abolished. Use for them may be found in the following 
cases: 


1. Where the Commissioner believes the tax is in jeopardy, in which 
case he may assess the tax without giving usual notice and opportunity 
for appeal. 

2. Where it is necessary to postpone payment of one or several instal- 
ments, as when an error has been discovered before all instalments o! 
a tax have been paid. 

3. Where a claim for abatement or credit on file with Treasury has 
been disallowed without taxpayer having had’ opportunity to be hearc 
on appeal. 
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4. Where an erroneous assessment is made, as when, through a mis- 
take, assessments are made without legal notice to taxpayer or in spite 
of a notice of appeal. 

5. Where an abatable penalty has been assessed as part of a tax. 


Experience may show that other cases will arise, because a claim for abate- 
ment may be used where there is any good reason to hold a payment in 
abeyance; provided the case is of a kind in which Sec. 250 (d) does not 
specifically forbid its acceptance. 


CONTENT OF CLAIM SUPPORTED BY SWORN STATEMENT.— 
The following regulation sets forth details of procedure in claims for abate- 
ments. 


Regulation. Claims for abatement of taxes illegally or erroneously assessed shall be 
made on Form 843. They must be sustained by the affidavits of the parties against 
whom the taxes were assessed or of other parties cognizant of the facts. When a tax 
has been assessed and turned over to the collector, the presumption is that the assessment, 
is correct. The burden of proof in rebutting the presumption and showing that it was 
improperly or illegally assessed, or that relief should be given under a remedial statute, 
rests upon the applicant for abatement. The affidavits must therefore contain full 
and explicit statements of all the material facts relating to the claim in support of which 
they are offered and to the proper consideration of which they are essential. The 
legality of the claim is to be determined by the Commissioner upon the facts presented 
tohim. The filing of a claim for abatement does not necessarily operate as a suspension 
of the collection of the tax or make it any less the duty of the collector to exercise due: 
diligence to prevent the collection of the tax being jeopardized. He should, if he con- 
siders it necessary, collect the tax and leave the taxpayer to his remedy by a claim for 
refund. Claims for abatement may not be filed where the taxpayer has had the benefit 
of the provisions of section 250 (d)49.... (Art. 1032). 


Many claims for abatement are denied because foregoing procedure is 
not followed. It is not enough to make a short affidavit to the effect that 
the tax is illegally or wrongfully assessed. The additional assessment is: 
often the result of a long and careful audit of returns. The taxpayer is. 
entitled to full particulars of the basis of assessment. 

The claim for abatement should contain complete references to law and 
regulations bearing on matters in dispute. It should cite such authorities, 
precedents, and business practices as are applicable. 


MEANING OF “BONA FIDE CLAIMS.”—Sec. 250 (e) of the law pro- 
vides that, when claim for abatement is made in good faith and subse- 
quently denied, interest at rate of 4 of 1% per month, instead of 1%, shall 
be charged on the tax from time it was due until claim is decided. It is 
important not to invoke the law unless the abatement can be proved to 
be ‘‘the subject of a bona fide claim.” 


COLLECTOR MAY REQUIRE A BOND.—As it is within the discretion 
of a collector to accept or reject a claim for abatement, and as he is charged 
personally with the assessment, he may require a bond at time of accepting a 
claim for abatement. 


Ruling. 7. st While there is no provision of law expressly authorizing the collector 
to require a bond as a condition of suspending the collection of the tax, he is personally 
charged with the amount of the assessments made against taxpayers in his district and 
he is required to use due diligence in collecting such taxes. If he fails to exercise due 
diligence, it is clear that he becomes personally liable for any tax which may be lost 
through such failure. He may require the tax to be paid and leave the taxpayer to his 
remedy by a claim for refund, and if he see fit to suspend the collection of the tax in 


40 Sec. 250 (d) gives the taxpayer the right, upon notice of assessment to be made ir 
30 days, to appeal before such assessment is finally made. 
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any case, where a final collection may thus be jeopardized he does it at his own risk. It 
is within his discretion to protect himself by requiring the taxpayer to execute a, bond 
in the amount of the tax the collection of which is postponed. . .. , (C. Bai, py 2575 
O. 957.) 


REJECTION OF CLAIM BY COLLECTOR.—-After a claim for abate- 
ment has been accepted by a collector and has been forwarded to the Com- 
missioner, collector may send out a second notice and demand, although the 
Commissioner has neither allowed nor rejected the claim. 

After a collector accepts a claim for abatement and forwards it to the 
Commissioner for consideration, he should not send out a second notice 
and demand until the Commissioner has notified him that it has been re- 
jected. When the claim is accepted the collector must be convinced that 
it is a “bona fide claim,” and that the taxpayer is in a position to pay and 
will pay the tax if the Commissioner, after consideration, rejects it. If 
after a claim has been accepted some unforeseen event takes place which 
jeopardizes the government’s interest, it would be reasonable to demand 
either a bond or payment. But this should be done only with approval of 
the Commissioner, because there are many taxpayers who have claims 
pending with the Treasury which have been on file many months. 

It is improper to include the 5% penalty and interest at rate of 1% a 
month, because the penalty has beeen made inoperative by the filing of 
the claim for abatement. Interest can be collected only on the amount of 
the claim disallowed by the Commissioner. 

When a second notice and demand is received, the matter should be taken 
up immediately with the collector. He should be informed that a claim for 
abatement is on file and that it has not been acted upon by the Commissioner. 
By this means, summary action by the collector will probably be prevented. 


CLAIM BY RECEIVERS—NO BOND. 


Ruling. Where the property of a corporation is in the hands of a receiver who files a 
claim for abatement of an additional assessment of income and profits taxes for 1917, 
no bond should be required as security for the payment of such taxes. The government, 
however, has the right under section 3466, R. S., to receive payment of these taxes 
from the receiver in preference to the creditors of the corporation. (C. B. 3, p. 308; 
O. D. 733.) 


INTEREST AND PENALTIES ON REJECTED CLAIMS.—When claim 
for abatement is filed there is no assurance that it will be allowed by the 
Commissioner. Therefore, it is important that the claim be filed with the 
collector within 10 days from: date of assessment to prevent imposition of 
the 5% penalty. 


of 1 per centum per month on that part of the claim rejected... . . 

Ruling. .. ... In accordance with the provisions ‘of section 250 (e) and 250 (h) of 
the Revenue Act of 1921, interest at the rate of 1 per cent a month upon the rejected 
amount embraced in said claim for abatement for 1917 taxes, which claim was filed prior 
to the passage of the Revenue Act of 1921, ceased to run with the passage of that Act, 


41 For discussion of this ruling see Montgomery’s Income Tax Procedure, 1923, 
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CLAIMS FOR INVENTORY LOSSES.—The 1918 law fixed the interest 
rate on such rejected claims at 1% a month [Sec. 214(a-12)]. Ruling I-46-595; 
I. T. 1500 holds that the 1% rate is still in force. If Sec. 250 (e) is appli- 
cable, the ruling may not be sound. Payment should be made under protest 
until the point is authoritatively settled. : 


Claims for Credit 


Prior to 1918, taxes overpaid in previous years could not be used to offset 
taxes of later years. To remedy this injustice, Congress established the 
claim for credit. 


WHEN MAY A CLAIM FOR CREDIT BE FILED?— 


Law. Sec, 252. That if, upon examination of any return of income made pursuant 
to this Act, the Act of August 5, 1909, entitled ‘An Act to provide revenue, equalize 
duties, and encourage the industries of the United States, and for other purposes,” 
the Act of October 3, 1913, entitled ““An Act to reduce tariff duties and to provide 
revenue for the Government, and for other purposes,” the Revenue Act of 1916, as 
amended, the Revenue Act of 1917, or the Revenue Act of 1918, it appears that an 
amount of income, war-profits or excess-profits tax has been paid in excess of that 
properly due, then notwithstanding the provisions of section 3228 of the Revised 
Statutes, the amount of the excess shall be credited against any income, war-profits 
or excess-profits taxes, or installment thereof, then due from the taxpayer under any 
other return, .... 

Regulation. Any amount of income, war profits or excess profits tax paid in excess 
of that properly due shall be credited against any such taxes due from the taxpayer 
under any other return. To obtain such credit the taxpayer should proceed as follows: 

(1) Where the credit demanded is equal to or less than any outstanding assessment 
of tax, a taxpayer desiring to obtain such credit shall file with the collector for the 
district in which his original return was filed a claim on Form 843, which shall be sworn 
to and shall contain the following statements: (a) business engaged in by the claimant; 
(b) character of assessment or tax; (c) amount of tax claimed as a credit; (d) unpaid 
assessment against which credit is asked and for what taxable year; and (e) all facts 
regarding the overpayment. 

(2) Where the amount claimed as a credit is greater than the outstanding assessment 
of tax, a taxpayer desiring to obtain such credit and the refund to which he is entitled 
shall file Form 843, stating thereon the respective amounts claimed as a credit or as a 
PevUnds. 6.0. All the facts regarding the total overpayment should be stated in the 
claim. (Art. 1034.) 


Claim for Credit May Be Applied Only Against Overpayment of ‘Income, 
War Profits, or Excess Profits Tax.”’— 


Rulings. Munitions tax overpayments for one year may not be credited against an 
additional assessment of munitions taxes for a subsequent or prior year. 

Munitions tax overpayments may not be credited against additional assessments of 
income, excess profits and war profits taxes for the same or for any subsequent or prior 
taxable year. (C. B. 4, p. 330; Digest A. R. M. 123.) 


The tax imposed on undistributed net income of corporations by section 10 (b) of 
the act of September 8, 1916, as amended by the act of October 3, 1917, is held to be an 
income tax within the meaning ef section 252 of the Revenue Act of 1918 and may, 
therefore, be credited against an additional amount of income tax due from the taxpayer 
within the limitations of that section. (C. B. 2, p. 244; Digest O. 974.) 

The amount of any ad valorem penalty and interest which has been collected without 
authority may be made the subject of a claim for credit against income, excess-profits, 
or war-profits taxes due from the taxpayer under any other return, if such claim is filed 
within the five-year period of limitation provided in section 252 of the Revenue Acts of 
1918 and 1921. 

This conclusion is based on the theory that interest and penalties are in the nature of 
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accretions to the tax and should be considered as a part thereof in connection with any 
refund or credit of the tax. (I-37-505; I. T. 1447.) 


Claim for Credit May Not Include Judgment Claims.— 


Ruling. ... . After careful reconsideration of the question it is the opinion of this 
office that section 252 of the Revenue Act of 1921 is not applicable to judgments and 
that no part of a judgment entered in favor of a taxpayer and against the United States 
or a collector for income and excess-profits taxes illegally or erroneously collected and 
interest allowed thereon by the court may be credited against any income or profits 
taxes then due from the taxpayer under any other return. ... . (I-39-521; L. O. 
1106.) 


COLLECTOR NEED NOT RECEIVE CLEARANCE.—It is no longer 
necessary for taxpayers to secure clearances for claims for credit. 


Regulation. Upon receipt by the collector of a claim for credit on Form 843, he will 
make proper record thereof in his office and, except in the case of claims covering tax 
assessed on the basis of returns on Form 1040 A, forward the claim immediately to the 
Commissioner irrespective of whether or not a claim for refund of the tax now claimed 
as a credit has previously been filed. Due notice will be given the collector and the tax- 
payer of the action taken on the claim. 

If a claim is allowed against additional taxes due for other years, but such other taxes 
have not yet been assessed, only the amount of the excess of such taxes over the over- 
payment shall be assessed, or the excess of the overpayment over such taxes due shall 
be refunded as the case may be. The effective date of the filing of a claim for credit 
shall be the actual date of presentation to the collector. The filing of a claim for credit 
against the tax due under another return shall be subject to the same rules with respect 
to the addition of interest and penalties as if the taxpayer had filed a claim for abatement 
of the tax against which credit is desired. .. . . 

Under no circumstances will a taxpayer be entitled to credit for an alleged overpay- 
ment of tax prior to the allowance of such credit by the Commissioner. An attempt 
to take a credit prior to such allowance shall not be held to be the filing of a claim under 
section 252 of the Revenue Act of 1921. (Art. 1035.) 


WHAT CONSTITUTES MAKING OR ALLOWANCE OF A CREDIT?— 


Ruling. The reference, in effect, asks advice whether in a case where a claim for 
credit has not been filed by the taxpayer a credit for an excess of tax assessed for a prior 
year may be made or allowed if the examination of the return was made and the excess 
amount determined upon within the five-year period of limitation named in section 252, 
and the taxpayer within the limitation period was advised of the amount due on sub- 
sequent returns after the credit had been applied; but after the limitation period has 
expired the Department reconsiders and finds that a mistake was made in the amount of 
the tax due on the subsequent returns and the excess amount originally found as a 
credit (a) has not been changed, (b) should be increased, (c) should be decreased. It is 
assumed from the reference that the assessment represented by the original letter of 
advice to the taxpayer was not made. If it was made there would seem no room for 
doubt, since clearly the credit was made when the assessment list went out and any 
reduction or increase of tax would have to be accomplished by abatement or refund or 
further assessment. 

The question presented depends for solution upon what constitutes the making or 
allowance of a credit within the meaning of section 252. A statement contained in a 
letter from the Department to a taxpayer that the taxpayer is entitled to a credit is 
clearly not a credit actually made or allowed. Something must be done in a formal 
way that will amount to a direction to the collector who is charged with the collection 
of internal taxes. Prior to such a direction he has nothing to do with the taxpayer’s 
account since it has not assumed that status of an account stated to him. Such direction 
by the Commissioner is usually made by formal assessment list signed by him. When 
such a formal statement or direction to the collector is signed by the Commissioner and 
forwarded to the collector, showing the amount of the tax to be collected over and above 
the credit, the Commissioner has formally made or allowed the credit. When this is 
done the credit has been made or allowed, but prior thereto anything that is done in the 
way of stating the case by employees of the Bureau or in the way of statements to the 
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taxpayer in letters from the Department can be nothing more than preliminary to the 
actual making or allowance of the credit by the Commissioner. 

This is true where credits are considered and passed upon formally by the Com- 
missioner. Where, however, the collector because of the provisions of the statute and 
regulations made pursuant thereto makes the credit without specific instructions. from 
the Commissioner, the credit is actually made or allowed when the collector so records it, 
and in such a case subsequent action by the Commissioner in the way of a review of the 
collector’s action, would not operate to fix the time when the credit was made or allowed, 
since in such a case the collector had before him the account of the taxpayer and is 
charged by law and the regulations to enter the credit. 

_ It is held that where the allowance of a credit as provided in section 252 of the 
Revenue Act of 1918 is being considered by the Commissioner, the credit is made or 
allowed only when the Commissioner signs and forwards to the collector a formal 
statement or direction or assessment list showing the amount of the tax to be collected 
over and above the amount of the credit. (CO, B. 4, p. 339; Sol. Op. 106.) 


It is important that the privilege of filing claims for credit be not abused. 
The Treasury is justified in interpreting the law strictly. It is not unrea- 
sonable to require full compliance with provisions regarding claims for refund. 


EFFECT OF CLAIM FOR CREDIT.— 


Ruling. A... . credit can not be made until the facts have been carefully examined 
and the validity of the credit approved by the Commissioner. That is not to say, 
however, that a claim for credit has no effect until approved. The claim for credit 
may have precisely the same effect as a claim for abatement; that is, by forbearance 
of the collector it may suspend collection until it is acted upon by the Commissioner. 
If approved, credit is then given relieving both the collector and the taxpayer from any 
further liability. If rejected, interest is to be paid upon the amount suspended from 
the time it was due. 

This view of the law appears to be entirely consistent with its language and also with 
the purpose which it was believed Congress had in mind; that is to say, relief to the 
taxpayer from being required to pay into the Treasury amounts, possibly large, at the 
same time that he is making a bona fide claim that other amounts are due him. As held 
in Law Opinion No. 957, it does not prevent the collector, if he so desires, from proceeding 
to collect at once just as he may do in the case of an abatement claim filed, but leaves it 
optional with him to suspend collection until such time as credit is given relieving both 
him and the taxpayer. (C. B. 2, p. 247; A. R. M. 46.) 


PLACE OF FILING WHEN DISTRICT IS CHANGED.— 


Ruling. Where a corporation filed a return for 1918 with the collector of one district 
and a return for 1919 with the collector of another district, and subsequently rendered 
an amended return for 1918, showing less tax liability, together with a claim for credit 
against the outstanding tax due for 1919, covering the overpayment to the extent 
shown by the amended return, it should file the amended return with the collector with 
whom the original return was filed for the year 1918. 

The claim for credit should be filed with the collector with whom the return for 1919 
was filed, who should forward same to the collector with whom the return for 1918 
was filed, for a notation thereon of the facts required by the certificate on the reverse 
side as to the assessment overpaid for 1918. When this has been done it will be returned 
by him to the collector with whom the 1919 return was filed, who will make a notation 
thereon as to the 1919 assessment to be credited, and forward same to the Commissioner 
of Internal Revenue for consideration. 

In filing the amended return the taxpayer should call attention to the fact that a 
claim for credit of the overpayment has been filed with the collector with whom the 1919 
return was filed, and the collector with whom the claim for credit was filed should be 
notified that an amended return has been filede) (Gy Bass Ds ol0; On Dav20s) 

CLAIM FOR CREDIT BY AFFILIATED COMPANIES.— 

Ruling. Upon the audit of the returns of several affiliated companies for the period 
1909-1917, inclusive, it is found that certain of these companies are entitled to refund 
on account of excess taxes paid during that period. On the basis of the consolidated 
return for 1918, covering these companies, it appears that assessment of additional taxes 
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will be required. The question therefore arises whether refunds due the subsidiary 
companies may not be used as a credit against the additional tax to be assessed on the 
basis of the consolidated return. 

For the purposes of the income tax Acts each affiliated corporation is considered a 
separate and distinct entity even though a consolidated return is submitted on behalf 
ofall. A claim for credit or refund of excess tax paid by one of the affiliated corporations 
can be made only by the corporation entitled to receive such credit or refund. Thus 
with respect to refunds, credits, and additional assessments each affiliated corporation 
occupies a status similar to that of an independent and unaffiliated corporation. The 
additional tax assessed for the year 1918, on the basis of the consolidated return for 
that year, must be apportioned among the affiliated corporations, and to the extent 
that each debtor corporation is entitled to receive back a part of the taxes paid in prior 
years, a claim for credit may be filed and the amount of additional tax each subsidiary 
is required to pay may be reduced thereby by the amount it is entitled to receive. 
In case the amount payable to the subsidiary exceeds its proportionate part of the 
additional tax assessed under the consolidated return, it may file a claim for refund for 
the difference. A subsidiary which is required to pay additional tax and is at the same 
time entitled to receive back in the form of a refund a portion of the amount paid as 
taxes in prior years, may, however, within its option pay the entire amount of the 
additional tax and file a claim for refund for the entire amount it is entitled to receive. 
(CG. B. 3; p. 811; O. D. 683.) 


Affiliated companies may apportion any tax assessed against them on 
any basis upon which they may agree. Apportionment should be made so 
as to exhaust the entire amounts due from the government for prior ygars. 


PARTNERSHIP OVERPAYMENT UNDER 1917 LAW.— 


Ruling. In accordance with a memorandum from the Solicitor of Internal Revenue, 
dated May 5, 1922, an overpayment of excess-profits taxes by a partnership for the year 
1917 may be credited against any income taxes due from the individual members of the 
partnership, provided the claim for credit is accompanied by an agreement between 
the partnership and the individual members thereof requesting that such action be taken. 
This is in harmony with the converse of this ruling, which appears as A. R. R. 859 
(Bulletin I-15-217), in which it was held that an overpayment of income taxes by the 
individual members of a partnership for 1917 may be credited against an additional 
assessment of excess-profits tax due from the partnership for that year. This decision 
also agrees with the ruling that overpayments of tax by a husband are allowable as a 
credit against amounts due from the wife as a result of the community property Tuling. 
Credit for taxes in the above cases can not be made in the absence of express agreements 
between the parties concerned. 

It is not necessary that the taxpayer file a formal claim for credit. Credits may be 
made between the accounts of individuals and partnerships of which the individuals 
are members and vice versa as well as between husband and wife, even though no claim 
for credit is actually involved, provided an agreement between the partners is obtained. 
Certificates of overassessment in such cases may, therefore, be made in accordance with 
the agreements without the taxpayer going through the formality of filing a claim for 
credit. (O. D. 180, C. B. 1, p. 309, modified.)4#2 (C. B. I-1, p. 318; I. T. 1361.) 


PARTNERSHIP INCORPORATED PRIOR TO JULY 1, 1919.— 


Ruling. Returns for 1918 were filed for a partnership and its members in accordance 
with the Revenue Act of 1917, prior to the passage of the Revenue Act of 1918, and tax 
paid accordingly. The partnership was incorporated prior to July 1, 1919, and elected 
to be taxed as a corporation under the provisions of paragraph 3, section 330, Revenue 
Act of 1918, Amended returns for 1918 showing overpayment of tax were filed by the 
partners. Z 

There is no provision in the law whereby either the tax by the partnership or any 
excess tax paid by the partners may be credited against any tax liability of the successor 
corporation for any year. Remedy may be sought only by the partnership and the 


#O. D. 180 did not permit such a credit. For criticism of O. 
Bibenlins tees ee ism of O. D. 180, see Income Tax 
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individual members thereof filing claims for the refunding of any excess tax paid. (C. B. 
2, p. 247; O. D. 457.) 


SOLE OWNER OF CORPORATION.— 


Ruling. Certain corporations overpaid their taxes in prior years and there is no 
way in which they can now use the excess amount of tax paid as a credit inasmuch as 
there is no tax due. An individual owning 100 per cent of the stock.in one of these 
corporations finds that he is liable to pay a tax to the Government and claims that he 
should not be required to pay his individual tax while the corporation of which he is 
the sole owner is waiting for a claim for refund to be adjusted and paid. 

It is held that inasmuch as the individual and the corporation of which he is the 
sole owner are two separate and distinct entities, he is not entitled to claim as a credit 
against taxes due under his personal return an amount of tax overpaid by the corpora- 
tion. (C. B. I-1, p. 316; I. T. 1259.) 


SUCCESSOR CORPORATION FILING CREDIT.— 


Ruling. In view of the fact that the statute of New Jersey under which a merger 
or consolidation of corporations resulting in the formation of another corporation is 
accomplished provides, in effect, that the successor corporation shall represent prede- 
cessor corporations in the enforcement of their rights, it is held that the successor cor- 
poration is entitled to file claim for credit on account of the overpayment of tax by the 
predecessor corporation. (C. B. 4, p. 335: O. D. 950.) 


CLAIM FOR CREDIT BY EITHER HUSBAND OR WIFE.— 


Ruling. Where claims for the refund of taxes erroneously paid for 1919 and prior 
years have been filed by the husband as a result of the Attorney General’s ruling rela- 
tive to community property under the laws of Texas (T. D. 3071), such claims for re- 
fund may be converted into claims for credit to be applied against any taxes due from 
the husband or wife as shown by separate returns filed by them for the taxable year 
1920 and subsequent years, subject to the provisions of section 252 of the Revenue 
Act of 1918. Such claims for credit must be accompanied by an agreement signed 
by the husband and wife consenting to the adjustments therein demanded. A claim 
for refund may be filed for any excess of the amount claimed as a credit over taxes 
shown to be due. (C. B. 4, p. 335; O. D. 854.) 


CLAIM FOR CREDIT ARISING FROM JOINT RETURN. 


Ruling. When an amended joint return for 1918 is filed by husband and wife, a 
single claim for credit may be so applied against any outstanding taxes due at the time 
the claim for credit is filed, providing an agreement signed by the taxpayer and his 
wife consenting to the adjustments therein demanded accompanies such a claim. 
However, if no outstanding taxes are due by the taxpayer or his wife, a claim for re- 
fund of the excess taxes paid for 1918 should be filed, accompanied by the agreement 
by the taxpayer and his wife referred to. (C. B. J-1, p. 316; Digest I. T. 1162.) 


Claims for Refund 


NATURE OF CLAIM.—After a tax has been paid and taxpayer believes 
it was unlawfully or wrongfully assessed or collected, he may make claim 
for refund. Generally speaking, excepting restriction with respect to time 
limit for filing, the government imposes no restrictions upon claims for 
refund and such claims are considered on their merits. This practice must not 
be confused with the procedure in case of suit against the government. 
When suit is brought the government interposes all legal obstacles at its 
command. 

Regulation. Claims by the taxpayer for the refunding of taxes and penalties er- 
roneously or illegally collected shall be made on Form 843. In this case the burden of 
proof rests upon the claimant. All the facts relied upon in support of the claim should 
be clearly set forth under oath. In the case of the taxpayer’s death, certified copies 
of the letters of administration or letters testamentary, or other similar evidence, must 
be annexed to the claim to show the authority of the administrator or executor. The 
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affidavit may be made by an agent of the person assessed, but in such a case a power 
of attorney must accompany the claim. Checks in payment of claims allowed will 
be drawn in the names of the persons entitled to the money and shall, unless otherwise 
directed, be sent directly to the proper persons. The Commissioner has no authority 
to refund on equitable grounds penalties legally collected.43 . . . . (Art. 1036.) 


The regulations do not require that claims for refund be accompanied 
by collector’s receipt or by paid check showing payment of tax. 

If claim for abatement was not made, claim for refund should be supported 
by satisfactory evidence. If claim for abatément was made and denied, 
it cannot be expected that claim for refund will be allowed, but taxpayer 
has nothing to lose by attempting to improve his case and by securing any 
new evidence to strengthen it. 


CLAIMS FOR REFUND NOT FILED WITH COMMISSIONER DI- 
RECTLY.4*—Notwithstanding that Sec. 3228 of the Revised Statutes, as 
amended by Sec. 1316, provides that claims for refund ‘“‘must be presented 
to the Commissioner,’ the Treasury for-administrative reasons requires 
claims to be filed with the collector. 


Ruling. Claims for refund should in all cases be filed with the collector of internal 
revenue to whom the tax was paid or with the deputy collector of the division of such 
district in which the claimant resides. Warrants in payment of such claims will be 
made to the order of the claimants as provided in section 6, Department Circular 230. 
{C. B. 4, p. 408.) : 


ATTORNEY MAY FILE CLAIM FOR REFUND AND RECEIVE WAR- 
RANT.— 


Rulings. The Bureau will recognize a general power of attorney as sufficient au- 
thority for the filing of more than one claim for refund on behalf of the grantor of such 
power. It should be noted, however, that under the provisions of section 6 of the above- 
mentioned circular special powers are required in certain cases. In cases where a num- 
ber of claims are to be filed under a general power of attorney the original power should 
be attached to the first claim filed on behalf of the claimant granting the power, and a 
copy thereof should be annexed to each succeeding claim, special reference being made 
in each copy to the claims to which the original instrument was attached. 

The Bureau does not require that a power of attorney to file a claim for refund be 
in any special form, It is merely necessary that the instrument meet the legal require- 
ments of powers of attorney in general. 

A power of attorney given by a corporation should be signed by the officers who 
are duly authorized to execute such instrument.45 (CUB: 4, p. '341;'O! D. 927) 

Before a refund may be made of a tax paid by a withholding agent in behalf of a 
foreign Government, it is necessary that a power of attorney be obtained from the 
foreign Government authorizing the agent to file the claim and to collect the money 
in its behalf. In the absence of special authorization, the diplomatic representative 
of the foreign country may not act for the foreign country in matters of public moneys, 
(Ge Bele). 3185 1a Deei75,) 


WHEN FORMAL CLAIMS FOR REFUND NOT NECESSARY.—The 
Commissioner may issue warrants to cover overpayment without requiring 
taxpayer to file a formal claim for refund or credit when Treasury’s exam- 
ination shows an overpayment by taxpayer. It is advisable, however, always 
to file a formal claim. If a claim has been filed, Commissioner may make a 
refund even though statutory period expires subsequent to filing of claim. 


Law. Sec. 1315. That section 3220 of the Revised Statutes, as amended, is reen- 
acted without change, as follows: 


‘8 For cases in which refund is made through collectors, see Montgomery’s Income Tax 
Procedure, 1920, p. 217. 

‘4 Formerly, claims for refunds could be filed directly with the Commissioner. See letter 
dated Mar. 29, 1919, Montgomery, Income Tax Procedure, 1921, p. 212. 

46 For form of power of attorney, see p. 1558. 
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“Section 3220. The Commissioner of Internal Revenue, subject to regulations 
prescribed by the Secretary of the Treasury, is authorized to remit, refund, and pay 
back all taxes erroneously or illegally assessed or collected, all penalties collected with- 
out authority, and all taxes that appear to be unjustly assessed or excessive in amount, 
or in any manner wrongfully collected; . . . .’’"48 


The Solicitor issued the following opinion interpreting the 1918 law. It 
is applicable to the 1921 law. 


Ruling. .... Section 3220, Revised Statutes, was amended by Congress at the 
instance of the Treasury Department. Before amendment section 3220, Revised 
Statutes, provided that the Commissioner could remit or refund taxes subject to regu- 
lations made by the Secretary only upon appeal to him made. The Treasury Depart- 
ment believed that a taxpayer should in every case be advised of every overpayment of 
tax and that the overpayment should be refunded, and it was believed that it would 
facilitate the work of the Internal Revenue Bureau if the Commissioner could make a 
refund without the necessity of a claim being filed. It was not the intention of the 
Treasury Department that the Commissioner should have authority to allow claims 
which were barred by any statute of limitation, or to refund a tax where the taxpayer 
had no right to file a claim for the refund therefor. It was apparently not the inten- 
tion of Congress to make it possible for the Commissioner, subject to regulations made 
by the Secretary, to ignore statutes of limitation. It must therefore be held that the 
Commissioner has authority to refund a tax only in a case where a claim has been filed 
which is not barred by any statute of limitation or where the taxpayer has a legal 
right to file a claim for the refund of the tax. (C. B. 3, p. 302; Sol. Op. 79.) 


Collectors have been instructed that a reduction of assessments and 
adjustments of overpayments of revenues may be accomplished ‘‘on the 
basis of a certificate of overassessment prepared by the appropriate admin- 
istrative unit in the Bureau in each case in which an overassessment of tax 
is disclosed through the audit of a return.’’47 


CLAIMS FOR REFUNDS BY RESIDENT OR NON-RESIDENT 
ALIENS. 


Ruling. When a claim for refund is filed by aliens, resident or non-resident, on 
Form 46, a copy of the form upon which the alien was assessed and taxed should be 
attached to Form 46.48 (C. B. 1, p. 258; O. D. 472.) 


STATUTE OF LIMITATIONS.— 


Ruling. An amount refundable under section 252 of the Revenue Act of 1921 
can not be applied against a tax which is not collectible, either by assessment or suit, 
due to the running of the statute of limitations. .... (C. B. I-1, p. 313; L. O. 1095.) 


TIME LIMITS FOR FILING CLAIMS FOR REFUND.—Taxpayers, to 
secure credits or refunds of taxes overpaid, must file claims before expira- 
tion of 5 years from dates when returns were made or within 4 years after 
payment of tax. f 


Law. Sec. 252. That if, upon examination of any return of income made pursuant 
to this Act, the Act of August 5, 1909, entitled “An Act to provide revenue, equalize 
duties, and encourage the industries of the United States, and for other purposes,” 
the Act of October 3, 1913, entitled ‘‘An Act to reduce tariff duties and to provide 
revenue for the Government, and for other purposes,’ the Revenue Act of 1916, as 
amended, the Revenue Act of 1917, or the Revenue Act of 1918, it appears that an 
amount of income, war-profits or excess-profits tax has been paid in excess of that 
properly due, then, notwithstanding the provisions of section 3228 of the Revised 
Statutes, the amount of the excess shall be credited against any income, war-profits 
or excess-profits taxes, or installment thereof, then due from the taxpayer under any 
other return, and any balance of such excess shall be immediately refunded to the tax- 


46 Sec. 1323 (Sec. 1316 of the 1918 law) re-enacts Sec. 3225 of the Revised Statues which 
limits refunds to cases in which the return was not wilfully false. 

47T. D. 3260, dated Dec. 8, 1921. 

48 Form 46 has now been replaced by Form 843. 
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payer: Provided, That no such credit or refund shall be allowed or made after five 
years from the date when the return was due, unless before the expiration of such five 
years a claim therefor is filed by the taxpayer: Provided further, That if upon examina- 
tion of any return of income made pursuant to the Revenue Act of 1917, the Revenue 
Act of 1918, or this Act, the invested capital of a taxpayer is decreased by the Com- 
missioner, and such decrease is due to the fact that the taxpayer failed to take ade- 
quate deductions in previous years, with the result that an amount of income tax in 
excess of that properly due was paid in any previous year or years, then, notwithstand- 
ing any other provision of law and regardless of the expiration of such five-year period, 
the amount of such excess shall, without the filing of any claim therefor, be credited 
or refunded as provided in this section: And provided further, That nothing in this 
section shall be construed to bar from allowance claims for refund filed prior to the 
passage of the Revenue Act of 1918 under subdivision (a) of section 14 of the Revenue 
Act of 1916, or filed prior to the passage of this Aot under section 252 of the Revenue 
Act of 1918. 

Sec. 1316. [Sec. 3228, Rev. Stat.] ‘‘All claims for the refunding or crediting of any 
internal revenue tax alleged to have been erroneously or illegally assessed or collected, 
or of any penalty alleged to have been collected without authority, or of any sum al- 
leged to have been excessive or in any manner wrongfully collected, must be presented 
to the Commissioner of Internal Reyenue within four years next after payment of 
such tax, penalty, or sum.” 

This section, except as modified by section 252, shall apply retroactively to claims 
for refund under the Revenue Act of 1916, the Revenue Act of 1917, and the Revenue 
Act of 1918. 


Under Sec. 252, Treasury may grant refunds for all years subsequent to 
1909 when based upon inadequate depreciation or other deductions to which 
taxpayer was entitled in such years. These refunds must be made in con- 
nection with examination of returns made under 1917, 1918, or 1921 laws. 

Generally speaking, the distinction between Sec. 252 and Sec. 3228 (Re- 
vised Statutes) is that former applies only to income, excess profits and war 
profits taxes; while latter applies to all taxes specified—all Internal Revenue 
Acts. Furthermore, Sec. 3228 grants relief in cases not covered by Sec. 252. 
There is no doubt about the right to file claims for refund within 5 years 
after return was due. Dr. Adams in explaining Secs. 250 and 252 to the 
(Finance) Committee stated, ‘‘We have placed on the Government a 5-year 
limitation and on the taxpayer a 5-year limitation.” (C. B. I-1, p. 314; 
L. O. 1095.) 

Sometime during 1919, the Solicitor expressed the opinion that Sec. 252 
of the Revenue Act of 1918 was not intended to take away the right given 
a taxpayer under Sec. 3228 of the Revised Statutes to make a claim for re- 
fund within 2 years after cause of action accrued or date of payment of tax 
under protest.4? Presumably the same interpretation also applies to Sec. 
252 of the 1921 law. In other words, it supplements the present Sec. 3228, 
with its limitation of ‘“‘four years next after payment.’ 

Meaning of ‘“‘ Paid.’ — 

Ruling. .. Reference is made to a letter of April 7, 1921, wherein the following 
statement was made and questions asked: 

The taxpayer’s books and accounts are examined by a revenue agent. The agent 
finds that for the year 1914 the taxpayer has overpaid the amount of tax due. He also 
finds that the taxpayer owes additional tax for the year 1916, and in the adjustment 
of the agent’s report the overpayment for 1914 is applied as a credit against the addi- 
tional tax found due for 1916 and the balance of the 1914 overpayment is refunded. 
It later develops that the taxpayer instead of being liable for additional tax for the 
year 1916, as found by the revenue agent, has overpaid his tax for that year. The 
taxpayer files a claim for credit of this overpayment against tax due for subsequent 


© C,B. 1, p. 249; O. 833, 
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years. The question presented is, how much tax may be assumed to have been paid 
by the taxpayer for the year 1916, i.e., the amount actually paid in cash or the cash 
payment plus the credit on account of the overpayment for 1914? 

If it is held in the foregoing that the taxpayer has paid the cash payment plus the 
amount credited on account of the overpayment for 1914, and a claim for refund is 
filed, how should the refund claim be adjusted? 

It is to be understood that in both instances mentioned above no record of a credit 
for overpayment of 1914 tax against additional tax originally found due for the year 
1916 appears on the assessment list. 

. The Government in the present instance was expressly authorized to refund 
the taxes erroneously collected or to accept such taxes as a credit. The credit having 
been duly made, it seems clear that if the real remedial purpose of section 252 is to be 
effected, ‘‘paid’’ must be construed in its broader sense as including a credit duly made. 
It is accordingly held that where there has been an overpayment of taxes on an income 
return for a certain year and within five years from the date the return was due the 
overpayment is credited to taxes due on an income return for a subsequent year, such 
credit constitutes payment or part payment of the taxes for the year in which it was 
applied. 

In reply to your second question, you are advised that the cash payment plus the 
amount allowed as a credit on account of the overpayment for 1914 should be adjusted 
for the year 1916 where the taxpayer files a claim for refund covering the latter year. 

The fact that no record of a credit for overpayment of 1914 taxes appears on the 
1916 assessment list does not affect the treatment of the credit as a payment for the 
year 1916, where the credit was in fact made within five years from the date the 1914 
return was due. (C. B. 4, p. 336; Sol. Op. 107.) 


Closing Date of 5-Year Period.— 


Ruling. ... . the schedule authorizing the allowance of a claim for refund must 
be actually signed by the Commissioner within five years from the date when the 
return was due, taking into consideration any extension of time granted for filing the 
original return. 

(b) Does the fact that a revenue agent’s report, or a valuation engineer’s report, 
determining an overpayment within the five-year period, is not audited until after the 
five-year limit, bar the auditor from allowing same as an offset, it being recognized 
that taxpayer is not in possession of the valuation engineer’s finding and in some cases 
not in possession of the revenue agent’s report, and, therefore, could not have filed 
claim within five-year limitation? 

A. Neither a refund nor a credit claim could be allowed under these circumstances. 
If a claim for refund is filed and the overpayment considered in connection with the 
refund claim, it would be barred by the five-year limitation. If it is proposed to allow 
credit for the overpayment, the fact that an overpayment has been made is not con- 
clusively determined until audit of the agent’s or engineer’s report which is subsequent 
to the expiration of the five-year limitation. 

(c) The auditor in auditing a case finds overpayment for 1913 and offsets this over- 
payment in an A-2 letter to taxpayer dated February 25, 1919. The taxpayer takes 
exception to depletion allowed and after several conferences with the valuation en- 
gineers a greater depletion for all years is allowed and a reaudit of his return is made 
October 10, 1919. The five-year limitation on 1913 has expired at the time the latter 
audit was made. Can this credit be allowed in view of the fact that a portion was 
allowed in the audit of February 25, 1919, or is the entire amount now barred by the 
statute? 

A. The additional overpayment determined subsequent to the expiration of the 
five-year limitation could neither be refunded nor credited. ... . (C.. Bu 4, p.' 332; 
Mim. 2764.) 


Claims Filed Before Sept. 8, 1916.— 

Ruling. ... . It is therefore the opinion of this office that a claim for refund filed 
prior to the passage of the Revenue Act of 1916 and after five years from the due date 
of the return and rejected either under section 3228, Revised Statutes, or on its merits 
can not be made the basis of a claim for refund under Section 252 of the Revenue Act 
of 1921. A claim filed prior to September 8, 1916, may be allowed, however, under 
section 252 when filed within five years from the date the return was due, regardless of 
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whether it was theretofore rejected under section 3228, Revised Statutes, or on its 
TNOLIUGGLS eure ae (C. B. I-1, p. 319; L. O. 1093.) 


Claims Filed Under Sec. 14 (a) of 1916 Law.—During 1920 a ruling ap- 
peared to the effect that claims filed under Sec. 14 (a) of the 1916 law, but 
which were not filed within 5 years from date when return was due, could 
not be allowed under the 1918 law.5° The last proviso in Sec. 252 of the 1921 
law (see p. 1587) revives these claims. 


Ruling cea The second query propounded raises the question whether a claim 
filed under section 14 (a) of the Revenue Act of 1916, which could not be allowed under 
section 252 of the Revenue Act of 1918 because not filed within five years of the due 
date of the return, may now be allowed by reason of the last proviso of section 252 of 
the Revenue Act of 1921. It will be noted from Solicitor’s Opinion 79, heretofore 
quoted, that claims filed under section 14 (a) of the Revenue Act of 1916, pending in the 
Commissioner’s office on February 25, 1919, and not saved by section 252 of the Revenue 
Act of 1918, fell by reason of the repealing Act. That opinion recognized the unfortunate 
situation which the above ruling resulted in and recommended congressional relief... .. 

. . . It was to meet this situation that Congress, in substantially re-enacting section 
252 j in the 1921 Act, added the last proviso thereof already set forth in this opinion. 

Claims filed under section 14 (a) more than five years from the date when the return 
was due would have been refundable except for the prohibition found in section 252 of 
the Revenue Act of 1918. Section 14 (a) merely permitted the filing of the claim and, 
once filed, the authority for the refund was found in section 3220, Revised Statutes; 
section 252 of the 1918 Act having been repealed by the 1921 Act and the same section 
of the later Act having specifically provided that nothing contained therein shall be 
construed to bar from allowance claims for refund filed prior to the passage of the 1918 
Act under subdivision (a) of section 14, supra, such overpayment may be refunded. 
The legislative history of the proviso clearly discloses that its purpose was to permit of 
the allowance of claims filed under section 14 (a), regardless of whether such claims were 
filed within five years from the date the return was due, and this is further emphasized 
by the fact that it follows the general five-year limitation contained in section 252 and 
also that proviso which takes away every limitation as to time in the case of the recom- 
putation of invested capital by the allowance of depreciation. It is believed that the 
proviso serves to grant the relief intended. To hold otherwise would make meaningless 
this provision of the Act. 

It is therefore held that a claim for refund of taxes filed prior to the passage of the 
Revenue Act of 1918 under the provisions of section 14 (a) of the Revenue Act of 191€ 
may be allowed under the last proviso of section 252 of the Revenue Act of 1921. .... 

(3)... . a written motion or application filed under section 14 (a) of the Revenue 
Act of 1916 to reopen a claim for refund theretofore rejected under section 3228, Revised 
Statutes, satisfies the requirement of section 14 (a), and if filed before the passage of 
the Revenue Act of 1918, the claim may be allowed under section 252 of the Revenue 
Act of 1921. (C. B. L-1, p. 319; L. O. 1093.) 

Responsibility for Reopening Old Claims.— 

Ruling. (4) A claim heretofore rejected and now allowable by the provisions of 
section 252 of the Revenue Act of 1921 should not be reopened and allowed by the 
Bureau on its own motion, except in those cases where, in the regular course of the 


examination of a return, it is found that a tax has been pa in excess of the amount due. 
(C. B. F-1, p. 319; L. O. 1093.) 

Soldiers’ and Sailors’ Relief Act Does Not Apply to Time Limit on Refunds.— 

Ruling. Section 205 of the Soldiers’ and Sailors’ Relief Act (40 Stat. 440), which 
excluded the period of military service in computing the period limited by law for the 
“bringing of any action,’’ has no application to claims for refund and credit under the 
provisions of section 252 of the Revenue Act of 1921. (C. B. I-1, p. 311; Digest I. T. 
1269.) 

SUITS FOR RECOVERY WITHIN 5 YEARS AFTER PAYMENT.—An 
appeal to the Commissioner in form of claim for refund is first step in seeking 


50C, B. 3, p. 302; Sol. Op. 79. 
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relief by a taxpayer. If the Commissioner delays action on claim for refund, 
suit may be brought against the collector after 6 months, without awaiting 
Commuissioner’s decision. 


Law. Sec. 1318. That section 3226 of the Revised Statutes is amended to read 
as follows: 

“Section 3226. No suit or proceeding shall be maintained in any court for the 
recovery of any internal-revenue tax alleged to have been erroneously or illegally assessed 
or collected, or of any penalty claimed to have been collected without authority, or of 
any sum alleged to have been excessive or in any manner wrongfully collected, until 
a claim for refund or credit has been duly filed with the Commissioner of Internal 
Revenue, according to the provisions of law in that regard, and the regulations of the 
Secretary of the Treasury established in pursuance thereof. No such suit or proceeding; 
shall be begun before the expiration of six months from the date of filing such claim 
unless the Commissioner renders a decision thereon within that time, nor after the 
expiration of five years from the date of the payment of such tax, penalty, or sum.” 

This section shall not affect any suit or proceeding instituted prior to the passage of 
this Act, but shall apply to all suits and proceedings instituted after the passage of this 
Act, whether or not barred by prior Acts of Congress. 


Since the Treasury is experiencing difficulties in clearing up claims within 
5-year limit, taxpayers should be careful not to permit the period to expire 
before instituting suit. 


PROOF OF APPEAL TO COMMISSIONER.—The Court of Claims of 
the U. S. has decided that when suit is brought by taxpayer against collector 
for recovery of tax, burden of proof is upon him to show that his appeal to 
the Commissioner has been taken and decided, or else that decision. was 
delayed more than 6 months from date of appeal.*! 


Decision. The written appeal was the best evidence of which the case was susceptible, 
and if it was not in his power to have produced the original, it was nevertheless his duty 
to have produced an authentic copy thereof, or accounted for its absence.%* 

Regulation. The lodging of en appeal (claim for refund) made out in due form with 
the proper collector of internal revenue, for the purpose of transmission to the Commis- 
sioner of Internal Revenue in the usual course of business under the requirements of 
the regulations of the Secretary of the Treasury, is in legal effect a presentation of the 
appeal to the Commissioner. (Reg. 33, 1918, Art. 270.)53 


An Amended Return or Claim for Abatement Does Not Constitute an 
Appeal.—The 1921 law amended Sec. 3226, Revised Statutes, by inserting 
the specific statement that ‘no suit... . shall be maintained... . until 
a claim for refund or credit has been duly filed with the Commissioner. 


a 


Ruling. .... (d) A taxpayer, on April 15, 1918, filed amended returns for 1913 
and subsequent years which showed an overpayment for 1913. The amended returns 
were not audited until July 1, 1919—four months after the expiration of the five-year 
limitation placed on the original return. Does the filing of an amended return within 
the five-year period act in the same capacity as a claim, as far as being allowed to offset 
the overpayment against an additional tax, or is it barred due to the fact that the final 
audit was not reached before the expiration of the five-year limitation on 1913 return? 

INS an aves s Amended returns do not take the place of a claim for refund or credit, 
and if filed, unsupported by such claim or claims, do not in themselves constitute a 
sufficient claim within the meaning of the statute to warrant the crediting or refunding 
of any taxes thereunder after the expiration of the five-year period. (C. B. 4, p. 3382; 
Mim. 2764.) 


51 Lauer v. U. S., 5 Ct. Cl. 447. 

82 Hubbard v. Kelley, 8 W. Va. 46. 

83 This regulation is based upon U. S. v. Real Estate Savings Bank, 14 Otto 728, 104 
U. S. 728, 26 L. Ed. 908, 28 {nt. Rev. Ree. 87. 


° 
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The Supreme Court of the U. S. has held®4 under an earlier law that a 
claim in abatement does not constitute an appeal to the Commissioner for 
a refund. For this decision as well as a decision®® of a Circuit Court of 
Appeals taking the opposite position, see Montgomery’s Income Tax Pro- 
cedure, 1922, pp. 265-267. In view of this situation, taxpayers should be 
careful to reserve their legal rights by filing a claim for refund when a claim 
for abatement is rejected. 

in a lower court, however, it has been held that if the Commissioner ad- 
vised the taxpayer that no claim for refund was necessary, under such cir- 
cumstances, collector cannot defend on ground that claim for refund was 
not filed.56 

Application for Speciai Relief Does Not Constitute a Claim for Refund 
or Credit.— ° 


Ruling. An application for special assessment under the provisions of sections 327 
and 328 of the Revenue Act of 1918 does not in itself constitute a sufficient specific 
protest to meet the requirements of section 1324 of the Revenue Act of 1921, relative 
to the payment of interest on claims for credit or refund allowed after the passage of 
such Act, (C. B. F-1, p. 404; I. T. 1335.) 


SUIT AGAINST COLLECTOR OF TAX AND NOT SUCCESSOR.—The 
United States Circuit Court of Appeals for the Seventh Circuit certified the 
following two questions to the U. S. Supreme Court:57 


Decision. 1. Assuming that the declaration states a good cause of action had the 
suit been brought against S. M. Fitch, the internal revenue collector who actually col- 
lected and received the taxes, does it state any cause of action whatever against said 
S. M. Fitch’s successor in office, the plaintiff in error, against whom the suit was brought, 
but who had no participation in the collection, receipt, or disbursement of such taxes? 

2. May suit in the district court of the United States properly be brought and main- 
tained against a United States collector of internal revenue for the recovery of the amount 
of a United States internal revenue tax, unlawfully assessed and collected, but in the 
collection and disbursement of which such collector had no agency, the entire transaction 
of such assessment, collection, and disbursement having occurred during the incumbency 
of such office of a predecessor in office of such collector? 


The court answered both questions in the negative. 


SUITS WHEN COLLECTOR IS DEAD.—The 1921 law gives a district 
court concurrent jurisdiction with the Court of Claims in cases where the 
collector is dead. 


Law. Sec. 1310... . (ce) Paragraph Twentieth of section 24 of the Judicial Code 
is amended by adding at the end thereof the following new paragraph: 

“Concurrent with the Court of Claims, of any suit or proceeding, commenced after 
the passage of the Revenue Act of 1921, for the recovery of any internal-revenue tax 
alleged to have been erroneously or illegally assessed or collected, or of any penalty 
claimed to have been collected without authority or any sum alleged to have been 
excessive or in any manner wrongfully collected, under the internal-revenue laws, even 
if the claim exceeds $10,000, if the collector of internal-revenue by whom such tax, 
penalty, or sum was collected is dead at the time such suit or proceeding is commenced.” 


STATE COURTS HAVE NO JURISDICTION TO DETERMINE FED- 
ERAL TAXES.—Two interesting cases,°8 decided by the Supreme Court of 


4 Rock Island, Arkansas & Lowisiana Railroad Co. v. U. S., Nov. 22, 1920, 254 U.S. 141, 
65 L. Ed. 188, 41 Sup. Ct. 55. 

%° Loomis v. Wattles, 266 Fed. 876. In the Rock Island case, supra, the Supreme Court 
criticized Loomis y. Wattles. 

56 Black v. Bolen, 268 Fed. 427. 

57 Smietanka v. Indiana Steel Co., 42 Sup. Ct. 1, 66 L. Ed.— 

58 Willmann, et al. v. Walsh, 112 Atl. 804, 96 Conn. 79; and Application of Willmann, 
et al., 112 Atl. 806. For the details of these decisions, see Income Tax Procedure, 1922, 

s pp. 268-271. 
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Errors for the State of Connecticut, hold that Sec. 3449 of the Connecticut 
Statutes, which provides that any claim not presented to trustees in the 
liquidation of the affairs of a corporation within the time limited shall be 
barred, does not apply to federal taxes. 

The higher court affirmed the lower court’s decision in each case. In 
commenting upon the second case, the higher court said: 


Decision. The facts found disclose that the federal taxes involved in these proceed- 
ings have not been paid, and that a claim for the abatement of said taxes is pending 
before the Commissioner of Internal Revenue, under Section 5949 (Sec. 3226, R. S., 
U.S.) of the Compilation of United States Statutes 1916. Under such facts, in accord 
with the terms of Section 5949 (Sec. 3226, R. S., U. 8.) ‘no suit, formal or, as here, infor- 
mal, can be maintained to recover back or to abate such federal taxes in any court, 
state or federal. 

Under Section 5947 of such Compilation no suit, formal or informal, can be maintained 
to restrain the collection of federal taxes. 

Therefore the superior court had no jurisdiction to pass upon the legality of the assess- 
ment of the internal revenue taxes in question, or to issue a restraining order relating 
thereto, because of the provisions of the United States Statutes quoted above. 


PENALTIES IMPROPERLY COLLECTED.—If an illegal tax is paid, 
the fact that it was not paid within the time allowed by law will not prevent 
any taxpayer from recovering the penalty of 1% a month paid by him for 
non-payment; for if the tax was illegal it was never due and therefore the 
penalty was as much unauthorized as the tax itself. 


INTEREST ALLOWABLE ON REFUNDS.—Contrary to previous laws, 
the 1921 law provides that interest must be paid upon all claims for refund 
or credit allowed. The section seems to apply to refunds arising under all 
previous laws and covers all internal revenue taxes. Interest when allowed 
is payable on all claims, whether allowed by the Commissioner voluntarily 
or by the courts. 


Law. Sec. 1324. (a) That upon the allowance of a claim for the refund of or credit 
for internal revenue taxes paid, interest shall be allowed and paid upon the total amount 
of such refund or credit at the rate of one-half of 1 per centum per month to the date 
of such allowance, as follows: (1) if such amount was paid under a specific protest 
setting forth in detail the basis of and reasons for such protest, from the time when 
such tax was paid, or (2) if such amount was not paid under protest but pursvant to an 
additional assessment, from the time such additional assessment was paid, or (3) if no 
protest was made and the tax was not paid pursuant to an additional assessment, from 
six months after the date of filing of such claim for refund or credit. The term ‘‘addi- 
tional assessment’’ as used in this section means a further assessment for a tax of the 
same character previously paid in part. 

(b) Section 177 of the Judicial Code is amended to read as follows: 

“Section 177. No interest shall be allowed on any claim up to the time of the rendi- 
tion of judgment by the Court of Claims, unless upon a contract expressly stipulating 
for the payment of interest, except that interest may be allowed in any judgment of 
any court rendered after the passage of the Revenue Act of 1921 against the United 
States for any internal-revenue tax erroneously or illegally assessed or collected, or for 
any penalty collected without authority or any sum which was excessive or in any 
manner wrongfully collected, under the internal-revenue laws.” 


Note that date when interest begins to run varies with certain conditions. 

The amendment to the Judicial Code permits interest to be paid on all 
internal revenue claims allowed by the Court of Claims. 

The Solicitor has issued a lengthy opinion dealing with interest on judg- 


59 Camp Bird v. Howbert, 262 Fed. 114. Certiorari denied Mar. 8, 1920, 252 U. S. 579, 
64 L. Ed. 725, 40 Sup. Ct. 344. 
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ment claims. The various points of the opinion are summarized in the 
official digest which reads as follows: 


Ruling. 1. Where suit is instituted directly against the United States in the Court 
of Claims or the District Court for the recovery of internal revenue taxes alleged to 
have been erroneously or illegally collected, interest is not allowable on such judgment, 
except: 

(a) Where suit is instituted directly against the United States in the Court of Claims 
and a judgment is rendered in favor of the claimant, which judgment is thereafter 
appealed by the United States and affirmed by the Supreme Court, interest is allowable 
on such judgment at the rate of 4 per centum per annum from the date of filing the 
transcript of judgment in the Treasury Department up to and including the date of 
affirmance by the Supreme Court, but in no case shall interest be allowed after the term 
of the Supreme Court at which such Judgment was affirmed. (Sec. i, Act of September 
30, 1890.) 

(6) Where a suit is instituted directly against the United States in the District 
Court, sitting as a Court of Claims, interest is allowable at the rate of 4 per centum per 
annum from the date of such final judgment or decree until the time when an appropria- 
tion is made for the payment of the judgment or decree. (Sec. 10, Act of March 3, 
1887.) 

2. By virtue of section 1324 (b) of the Revenue Act of 1921, interest may be allowed 
um any judgment for the recovery of internal revenue taxes erroneously or illegally collected 
where suit is brought directly against the United States in the District Court or the Court 
of Claims, and when so allowed by the court must be refunded with the tax. Where inter- 
est is not allowed in the Judgment by the court it can not be allowed by way of refund. 

3. Where suit is instituted against a collector of internal revenue for the recovery 
of taxes alleged to have been erroneously or illegally collected interest may be allowed 
by the court in the Judgment, and when so allowed must be refunded with the tax. 
Where interest is not allowed in the judgment by the court it can not be allowed by 
way of refund. 

4. Interest is allowable against the United States only when specifically provided 
for by law, and if the law does not provide for interest, a provision in a judgment of a 
court that the United States pay interest would not be sufficient authority for an ad- 
ministrative officer to pay the same. ... . (I-89-522; Sol Op. 143.) 


The position of the Solicitor is stated in the detailed opinion as follows: 


Ruling. Section 1324 (b) of the 1921 Act in effect simply extends the allowance of 
interest prior to judgment in the case of suits brought directly against the United States 
and was not designed to permit of allowance of interest after judgment, nor does said 
section require that interest be paid; it simply permits the court to allow it, and, where 
the court does not allow it, it is not to be refunded. 


Sec. 1324 (a) provides “that upon the allowance of a claim for refund 
F . for internal revenue taxes paid, interest shall be allowed and paid.” 
Before a suit can be instituted a claim for refund must be filed. A suit in 
effect requests the court to compel the Commissioner to make the refund. 
Any interest received, whether by suit or not, should be credited to interest. 
Such interest is taxable income. 


MAY GOVERNMENT OPEN UP THE ENTIRE RETURN?— 


Robosen) .. Where an action for money had and received is brought against a 
collector of internal revenue for the amount of an additional tax peid on net income, 
the taxpayer is entitled to recover only such amount as is in reality greater than the 
tax which should have been assessed under the law as properly interpreted and applied. 
The fact that the Gommissioner in assessing the tax erroneously allowed some deductions 
for depreciation does not operate as an estoppel against the collector or against the 
United States, as it is well settled that no assessment of the Comzrnissioner is necessary 
for the collection of the tax, at least in a direct action by the United States; no: does 
it make any difference that an assessment has been made, for in spite of the assessment. 
and of the expiration of the period within which an amended assessment can be made, 
the United States may still sue for the amount actually due. It is immaterial that 

* suit is in form against the collector, because the recovery in the end comes from the 
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United States, so that even if the collector were personally estopped, that estoppel 
under the circumstances does not apply against the United States. The conclusion is 
reached therefore that sums due the United States as determined by the court in suit 
against a collector of internal revenue are a valid offset as against the amount found due 
the taxpayer, though such sums include items which the Commissioner did not claim 
to be due the United States when considering the return for purposes of assessment. 
(C2 BET p, 25831. DL28824(2)2) 


‘ If limitation period has run against government before any counterclaim 
is made, it is doubtful if entire return may be opened up. If taxpayer filed 
a claim for refund for a certain item and also instituted suit within limitation 
period, the government would certainly contend that the suit could include 
only the specific item claimed. In other words, after the period had expired, 
the claim could not be amended to include other items. District Court for 
Western Division of Western District of Missouri® has held that a suit 
may not include items which have not been presented to the Commssioner. 


Ruling. .... A taxpayer can not claim a deduction in court for the first time 
where, in its claim for refund filed precedent to bringing suit, it did not claim the right 
to such deduction or assert that it had failed to take it in computing net income in its 
return, or that it had failed to take credit for it, and where, consequently, a claim for 
the deduction was never presented to the Commissioner of Internal Revenue for his 
decision. .... (C. B. 4, p. 266; Digest T. D. 3164; Ct. D. 11.) 


CLAIM FOR REFUND OF SUMS RECOVERED BY SUIT.—The fol- 
lowing regulation sets forth detailed procedure necessary for a taxpayer to 
secure refund of taxes or penalties erroneously collected by the government 
after he has brought suit and secured judgment. 


Regulation. (a) Claims by taxpayers for the amount of a judgment representing 
taxes or penalties erroneously collected should be made on Form 843. The claimant 
should state the grounds of his claim under oath, giving the names of all the parties 
to the suit, the cause of action, the date of its commencement, the date of the judgment, 
the court in which it was recovered, and its amount. To this affidavit there should 
be annexed a certified copy of the final judgment, a certificate of probable cause, and an 
itemized bill of the costs paid receipted by the clerk or other proper officer of the court, 
together with a certified copy of the docket entries of the court in the case or so much 
thereof as may be required by the Commissioner. When a recovery is had in any suit 
or proceeding against a colJector or other internal revenue officer for any act done by 
him, or for the recovery of any money exacted by or paid to him and by him paid into 
the Treasury, in the performance of his official duty, and the court certifies that there 
was probable cause for the act done by the collector or other officer, or that he acted 
under the directions of the Secretary of the Treasury, or other proper officer of the 
Government, no execution shall issue against such collector or other officer, but the 
amount so recovered shall, upon final judgment, be provided for and paid out of the 
proper appropriation from the Treasury... . - (b) If the judgment debtor shall have 
already paid the amount recovered against him, the claim should be made in his name. 
There should also be a certificate of the clerk of the court in which the judgment was 
recovered (or other satisfactory evidence), showing that the judgment has been satisfied 
and specifying the exact sum paid in its satisfaction, with a detail of all items of costs 
which were paid by the judgment debtor or for which he is liable... . - (Art. 1051.) 


APPROPRIATIONS FOR PAYING REFUNDS.— 


Law. Sec. 1317. That the paragraph of section 3689 of the Revised Statutes, as 
amended, reading as follows: “Refunding taxes illegally collected (internal revenue): 
To refund and pay back duties erroneously or illegally assessed or collected under the 
internal revenue laws,” is repealed from and after June 30, 1920; and the Secretary 
of the Treasury shall submit for the fiscal year 1921, and annually thereafter, an esti- 
mate of appropriations to refund and pay back duties or taxes erroneously or illegally 
assessed or collected under the internal-revenue laws, and to pay judgments, includ- 


© Kemper Military School v. Crutchley, 274 Fed. 125. 
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ing interest and costs, rendered for taxes or penalties erroneously or illegally assessed 
or collected under the internal-revenue laws. 

VALIDITY OF TAX DETERMINED BY BANKRUPTCY COURT.—In 
the cases of In re General Film Corporation and U. 8S. v. Kellogg,® the gov- 
ernment filed proofs of claim against bankrupt for additional taxes and in- 
terest. Trustee in bankruptcy objected to claims and court disallowed 
them. The government claimed that the only remedy open to trustee for 
correcting any error was to pay the taxes and then proceed under Rev. Stat., 
Sec. 3226, by appealing to the Commissioner for refund and subsequently 
bringing suit. 

Decision. We regard this section (Section 64(a) of the Bankruptcy Act) as binding 
upon the government because it is named therein and, while conferring priority, as 
giving the bankruptcy court the power to hear and determine any question that arises 
as to the amount or legality of a tax assessed by it. The provision applies to taxes of 
all the persons mentioned, and we could not differentiate the government from the 
other persons in the absence of language justifying it. 

But section 3226, U. S. Rev. Stat., could under no circumstances apply to the case 
under consideration because the trustee is not seeking to maintain a suit for the re- 
covery of internal revenue taxes illegally assessed. Clinkenbeard v. United States, 21 
Wall. 65, 22 L. Ed. 477; United States v. Nebraska Distilling Co., 80 Fed. 285, 25 C. C. 
A. 418. 

NO REOPENING OF CASE AFTER FINAL DETERMINATION. 
Sees. 1312 and 1313 of the 1921 law provide that taxpayer and Commis- 
sioner may by agreement finally close a case. After this agreement has 
been made, neither may reopen the case. 


FRAUD OR UNDERSTATEMENT.— 


Law. Sec. 1323. That section 3225 of the Revised Statutes of the United States, 
as amended, is reenacted without change as follows: 

“Section 3225. When a second assessment is made in case of any list, statement, 
or return, which in the opinion of the collector or deputy collector was false or fraudu- 
lent, or contained any understatement or undervaluation, such assessment shall not 
be remitted, nor shall taxes collected under such assessment be refunded, or paid back, 
or recovered by any suit, unless it is proved that such list, statement, or return was 
not willfully false or fraudulent and did not contain any willful understatement or 
undervaluation.”’ 


Information at the Source 


PURPOSE.—In the revision of the income tax law in 1917, which is 
followed in the 1918 and 1921 laws, a system of ‘‘information at the source” 
was adopted, except as to non-resident aliens and certain corporation mort- 
gage interest. This system requires returns of information concerning 
certain payments made by individuals and corporations, to enable the gov- 
ernment to see that recipients of some classes*of taxable income report and 
pay taxes thereon. 

CLASSIFICATION OF INFORMATION RETURNS.—Returns of in- 
formation may be divided into the following groups: 


1. Returns by corporations of dividends paid to stockholders. 

2. Returns by brokers of profits or losses of customers. 

3. Returns by employers, fiduciaries, lessees, mortgagors or others of 
all payments of fixed or determinable income, such as salaries, 
rent, mortgage interest, ete. 


61 274 Fed. 903; see also In re Anderson, 275 Fed. 397; aff’a 279 Fed. 525, 
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4. Ownership certificates, required in the collection of interest on cor- 
poretion bonds and dividends on foreign stocks. 

5. ‘‘ Withholding” returns, required in the case of fixed or determinable 
income payable to non-resident aliens or foreign corporations. 


RETURNS BY CORPORATIONS GF DIVIDENDS PAID TO STOCK- 
HOLDERS.— 


Law. Sec. 254. That every corporation subject to the tax imposed by this title 
and every personal service corporation shall, when required by the Commissioner, 
render a correct return, duly verified under oath, of its payments of dividends, stating 
the name and address of each stockholder, the number of shares owned by him, and 
the amount of dividends paid to him. 

Regulation. When directed by the Commissioner, either specially or by general 
regulation, every domestic or resident foreign corporation... - shall render a re- 
turn on Form 1097 of its payments of dividends and distributions to stockholders for 
such period as may be specified, stating the name and address of each stockholder, 
the number and class of shares owned by him, the date and amount of each dividend 
paid him, and when the surplus out of which it was paid was accumulated. (Art. 1060.) 


RETURNS BY BROKERS.— 


Law. Sec. 255. That every individual, corporation, or partnership doing business 
as a broker shall, when required by the Commissioner, render a correct return duly 
verified under oath, under such rules and regulations as the Commissioner, with the 
approval of the Secretary, may prescribe, showing the names of customers for whom 
such individual, corporation, or partnership has transacted any business, with such 
details as to the profits, losses, or other information which the Commissioner may re- 
quire, as to each of such customers, as will enable the Commissioner to determine 
whether all income tax due on profits or gains of such customers has been paid. 

Regulation. When directed by the Commissioner, either specially or by general 
regulation, every person doing business as a broker shall render a return on Form 1100, 
showing the names and addresses of customers to whom payments were made or for 
whom business was transacted during the calendar year or other specified period nex 
preceding and giving the other information called for by the form. (Art. 1065.) 


RETURNS OF FIXED OR DETERMINABLE INCOME.—The law re« 
quires returns of information only when the income is fixed or determinable. 
Tt is not necessary that the income be annual or periodical, as stipulated 
in the requirement for withholding. 


Regulation. ... . (a) Income is fixed when it is to be paid in amounts definitely 
predetermined. On the other hand, it is determinable whenever there is a basis of 
calculation by which the amount to be paid may be ascertained. ... - (Art. 362.) 


It has been held that where a lease provides for a payment of rental in 
crop shares, the landlord and tenant sharing proportionately the expenses 
and dividing the proceeds, such payments are not fixed and determinable 
and need not be reported. 

Commission on account of a single transaction has been held not to be 
fixed or determinable annual income.** Income credited but not paid is 
subject to provisions of Art. 362.54 Fees for professional services should be 
included in information returns.* Barnings of lawyers and doctors are not 
usually within the purview of this provision of the law (unless paid a reg- 
ular retainer).* 

It has been held that cash deposits by a tenant to guarantee the carrying 
out of the provisions of his lease are not necessarily income for year in which 


#2 Treasury Bulletin “B,” p. 38; also Cubitt pezol OGD) Ub: 
6 CO. B. 4, p. 232; O. D. 907. 

&C, B. 2, p. 249; O. D. 428. 

6 CB. 2) p. 248; O. D. 416. 

Treasury Bulletin ‘“B,” p. 11. 
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received, but should be reported as income for years in which applicable as 
rent. 


Ruling. A receiver in partition proceedings is required to file returns of information 
covering payments of commissions, attorney’s fees, and other fixed or determinable 
income of $1,000 or more made to any person during the taxable year. (C. B. 5, p. 
252; O. D. 1149.) 


Persons Required to File Returns of Fixed or Determinable Income.— 


Law. See. 256. That all individuals, corporations, and partnerships, in what- 
ever capacity acting, including lessees or mortgagors of real or personal property, 
fiduciaries, and employers, making payment to another individual, corporation,®§ or 
partnership, of interest, rent, 


Description of nayment.— 


salaries, wages, premiums, annuities, compensations, remunerations, emoluments, or 
other fixed or determinable gains, profits, and income (other than payments described 
in section 254 and 255), [The exceptions are dividends and transactions by brokers] 


Amount to Be Reported.— 
of $1,000 or more in any taxable year, 
Employees of United States Government Must Make Return.— 


or, in the case of such payments made by the United States, the officers or employees 
of the United States having information as to such payments and required to make 
returns in regard thereto by the regulations hereinafter provided for, 


Form of Returns.— 


shall render a true and accurate return to the Commissioner, under such regulations 
and in such form and manner and to such extent as may be prescribed by him with 
the approval of the Secretary, setting forth the amount of such gains, profits, and 
income, and the name and address of the recipient of such payment. ... . 


The regulation covering this matter follows: 


Regulation. All persons making payment® to another person of fixed or determin- 
able income of $1,000 or more in a taxable year must render a return thereof to the 
Commissioner for the preceding calendar year on or before March 15 of each year, 
except as specified in articles 1073, 1074, 1075, 1076, and 1079. The return shall be 
made in each case on Form 1099, accompanied by a letter of transmittal on Form 1096 
showing the number of returns filed. The street and number where the recipient of 
the payment lives shell be stated, if possible. Where no present address is available, 
the last known post-office address must be given. Although to make necessary a 
return of information the income must be fixed cr determinable, it need not be annual 
or periodical.?70 .... (Art. 1071.) 


Returns Cover Calendar Year.— 


Law. Sec. 256. .... The provisions of this section shall apply to the calendar 
year 1921 and each calendar year thereafter, ... ' 


The instructions on Form 1099 (1920) state: 


One of these forms must be filled in for each person-to whom income, as described 
on this form, was paid during the calendar year 


Returns Under Systems of “Information at Source” and “Payment at 
Source.”—Returns are required of the various classes} of withholding agents 
covered by the regulations. 


Corporations paying interest on bonds and similar forms of indebtedness 


67 C, B. 1-1, p. 324; I. T. 1291. 

68 Payments to corporations need not be reported (Art. 1074). 

6° These returns are required for actual amounts paid or credited and made available 
during the calendar year equal to or exceeding $1,000. (C. B. 2, p. 249; O. D. 428.) 

70 When withholding is required the income must be annual or periodical as well as 
fixed or determinable [Sec. 221 (a)]. 
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are required to report the amount withheld in any month on or before the 
20th day of the following month, using for this purpose Form 1012. At the 
close of the year and on or before Mar. 1 of the following year, these monthly 
return,; are summarized on an annual return, using Form 1013. 

Monthly returns referred to above are not specifically required by the 
statute, but are demanded under regulations prescribed by the Commis- 
sioner in accordance with the statute as a convenience in reporting this tax. 
Their purpose is to enable the Treasury to audit and check from month to 
month the items therein reported, thus avoiding congestion at close of year. 
The annual reports, however, are required by the statute, and failure to 
file them subjects withholding agent to penalties the same as those for failure 
to file annual returns of net income. An extension of time may be obtained 
for filing the list returns in same manner and for same reasons as those 
applying to returns of net income. 

Tax withheld from income other than bond interest will be accounted for 
on income tax Form 1042, and separate reports of payments entered in 
Form 1042 will be made on Form 1098. fi 

Employers, tenants, and debtors must report annually on Form 1099 
amounts of $1,000 or more, paid for salaries, wages, rents, interest, premiums, 
etc., during the year. In the case of collection of bond interest and of for- 
eign dividends the report is not limited to amounts in excess of $1,000. As 
one person, firm, or corporation may find it necessary to fill out more than 
one Form 1099, it will be necessary to accompany the forms with a letter 
of transmittal, known as Form 1096. The form used for non-resident aliens 
is 1098. 

Affiliated corporations do not make a consolidated report for purposes of 
information. Form 1099 is to be used by each’ corporation separately in 
reporting payments. However, where two corporations were merged dur- 
ing the year 1921, information returns showing payments made by both 
corporations should be filed by the continuing corporation.”! 

The present regulation omits the requirement of reporting on Form 1096 
the aggregate amount represented by the separate Form 1099. The revised 
Form 1096 requires only a statement of the number of Forms 1099 attached 
thereto. 

Payments to Employees.—Returns of information regarding payments to 
employees, other than those against whom withholding is required, are spe- 
cifically covered as follows: 

Regulation. The names of all employees to whom payments of $1,000 or over a 
year are made, whether such total sum is made up of wages, salaries, commissions, 
or compensation in any other form, must be reported. Heads of branch offices and 
subcontractors employing labor, who keep the only complete record of payments 
therefor, should file returns of information in regard to such payments directly with 
the Commissioner. When both main office and branch office have adequate records, 
the return should be filed hy the main office. In case an employer has a large number 
of employees and the computation of exact amounts paid during the calendar year will 
result in an undue hardship, careful estimates may be made on the basis of any repre- 
sentative month, and unless the yearly payment based on this estimate in the case*of 
any employee amounts to $1,000 or more, no return of payments to such employee is 
required. (Art. 1072.) 

The present regulation permits employers who have a large number of 
employees to make returns on estimated payments. The old regulation 
extended this privilege only to employers having a large number of em- 
ployees who were being moved from job to job. 


1.C, BrI-1, p. 324; I. T. 1313. 


1606 TAXATION [Sec. 33 


If an employer is required under a state law to withhold a tax on an em- 
ployee’s salary, the gross payment before deduction should be reported. 

Ruling. In executing Form 1099, an employer who is required to withhold tax 
from an employee under a State income-tax law, should report on such form the amount 
of the salary paid to the employee plus the amount of the tax withheld. The empioyee 
should report the same amount in his personal return on Form 1040 or Form 1040A 
as the case may be. (C. B. 2, p. 249; O. D. 401.) 


Value of living quarters and board furnished employees’? must be con- 
sidered by employers in preparing returns of information: 

Rulings. 24%. A person receives cash compensation for services rendered, and in 
addition thereto living quarters; when such quarters are furnished for the benefit and 
convenience of employees, the amount of cash compensation plus the value of living 
quarters must be returned. When, however, living quarters are furnished for the 
convenience of the employer only, the value thereof need not be returned. Board and 
lodging furnished seamen in addition to their cash compensation is held to be supplied 
for the convenience of the employer. .... (Treasury Bulletin “B,” p. 38.) 

The value to a domestic servant of the board and lodging received as part of his 
compensation for services rendered is deemed to be the same amount which he would 
be required to pay for board and lodging elsewhere than in his employer’s household. 

If the value of the board and lodging added to the cash compensation equals or exceeds 
$1,000 an employer is required to report such amount on Forms 1099 and 1096, The 
value of the board and lodging should be entered separately on Form 1099, as evidence 
of the fact that such value has been considered in computing the total amount received 
by the servant. (C. B. 4, p. 348; O. D. 874.) : 


In view of the foregoing, employees should be advised by employers 
regarding the tax to which they are subject. 

Return of Information by Partnerships and Fiduciaries.— Information 
returns on Forms 1099 and 1096 are required in all above cases regardless 
of whether such income amounts to more or less than $1,000 annually.7% 
Salaries paid to members of partnerships must also be included in returns 
of information. If a fiduciary receives a salary from an estate, an informa- 
tion return must be filed. All payments by partnerships and fiduciaries 
to employees must be reported if such payments equal or exceed the statu- 
tory minimum. ; 

Many taxpayers object to making information returns for members of 
partnerships and for beneficiaries, because such information is shown on 
partnership return 1065 and fiduciary return 1041. This duplication of 
information returns was the subject of a conference at Washington between 
the Secretary of the Treasury and representative bankers and others. It 
resulted in the elimination of Forms 1096 and 1099 in these cases, as stated 
in the instructions on the present Form 1096. 

Returns of Payments to Non-Resident Aliens.74—— 


Regulation. In the case of payments of annual or periodical income to nonresident 
alien individuals, partnerships composed in whole or in part of nonresident aliens and 
not having an office or place of business within the United States, or to foreign corpora- 
tions not engaged in trade or business within the United States and not having any 
office or place of business therein, the returns filed by withholding agents on Form 1042 
shall constitute and be treated as returns of information, .. . . (Art. 1075.) 


Form 1042 is the annual list return of the withholding agent which must 
be filed on or before Mar. 1. 


72 The 1921 law specifically provides that the rental value of a minister’s hous 
taxable and should therefore not be reported. Peet, athe Bene 
73 pee, Pree Preewn fae p. 39; also C. B. 4, p. 348; Mim. 2708. 
% If the income of non-resident aliens is not fixed or determinable, no inf i 
is required. (C. B. 3, p. 312; 0. D. 673,) oe eal 
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Ruling. A withholding agent is not relieved from obligation to pay to the Federal 
Government the amount of tax correctly withheld from the income of a nonresident 
alien by reason of the fact that the nonresident alien has filed a return showing no tax 
liability. (C. B. 5, p. 194; O. D. 985.) 

Where No Return of Information on Forms 1099 and 1096 Is Required.— 
As previously stated, the statute gives the Commissioner discretionary 
powers as to the class of payments to be reported on information returns 
1099 and 1096. The list of specific payments which require no information 
returns follows: 

Regulation. Payments of the following character, although over $1,000, need not 
be reported in returns of information on Form 1099: (a) payments of interest on obliga- 
tions of the United States; (b) dividends paid by domestic or resident foreign corpora- 
tions; (c) payments by a broker to his customers; (d) payments of any type made to 
corporations; (e) bills paid for merchandise, telegrams, telephone, freight, storage, 
professional services, and similar charges; (f) annuities representing the return of capital; 
(g) payments of rent made to real estate agents (but the agent must report payments 
to the landlord if they amount to $1,000 or more annually); (#) payments made by 
branches of business houses located in foreign countries to alien employees serving in 
foreign countries; and (i) payments made by the United States Government to sailors 
and soldiers and to its civilian employees. (Art. 1073.) 

The instructions on Form 1096 state that no return on Form 1099 is 
required in case of ‘‘ Distributions to members of a partnership .... and 
beneficiaries.” . 

Ruling. An employer is not required to report on Form 1099 the amount representing 
compensation for personal injuries or sickness paid to an employee. (C. B. 4, p. 349; 
Digest O. D. 858.) 

Although several types of income paid by states or political subdivisions 
thereof are exempt from tax, there are numerous instances in which taxable 
income is paid. Such taxable income must be reported: 

Ruling. A departme:: of municipal government is required to file a return of infor- 
mation as provided in section 256 of the Revenue Act of 1918, showing payments of 
fixed or determinable gains, profits, and income of $1,000 or over in any taxable year, 
excluding from the return, however, payments made as salary or wages to officials 
or employees of a State or political subdivision thereof, and payments of interest on 
the obligations of a State or political subdivision thereof. (C. B. 2, p. 249; O. D. 470.) 

HEAVY PENALTIES FOR FAILURE TO FURNISH INFORMATION.— 
The specific penalties for failure or refusal to furnish information were 
increased in the 1918 law.”® 

Regulation. A penalty of not more than $1,000 attaches for failure punctually to 
make a required return, whether of income, withholding or information, or to pay or 
collect a required tax. If the failure is willful, however, or an attempt is made to defeat 
or evade the tax, the offender is liable to imprisonment and to a fine of not more than 
$10,000 and costs. See also the act of July 5, 1884. In addition to these specific 
penalties ad valorem penalties are imposed in various cases. An ad valorem penalty is 
assessed and collected as a part of the tax, while a specific penalty is enforceable only 
byesuity 750% (Art. 1055.) 


Ownership Certificates 


INFORMATION RETURNS OF BOND INTEREST AND FOREIGN 
DIVIDENDS.—The statutory provision as to information returns in case 
of bond interest and foreign dividends is as follows: 

Law. Sec. 256. ... . Such returns may be required, regardless of amounts, (1) in 


% Sec, 253. The 1921 law re-enacted this section without change. 
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the case of payments of interest upon bonds, mortgages, deeds of trust, or other similar 
obligations of corporations, and (2) in the case of collections of items (not payable 
in the United States) of interest upon the bonds of foreign countries and interest upon 
the bonds of and dividends from foreign corporations by individuals, corporations, 
or partnerships, undertaking as a matter of business or for profit the collection of 
foreign payments of such interest or dividends by means of coupons, checks, or bills of 
exchange. . 

Regulations. The owners of bonds or other obligations, except domestic and resident 
corporations, whether or not such bonds or other obligations contain a tax-free covenant, 
issued by domestic or resident foreign corporations, when presenting interest coupons 
for payment shall file a certificate of ownership for each issue of bonds, showing the 
name and address of the debtor corporation, the name and address’6 of the owner of 
the bonds, the nature of the obligations, the amount of interest and its due date,77 
and the amount of any tax withheld. No ownership certificates need be filed in the 
case of interest payments on bonds the income from which is not required to be included 
in gross income, nor in the case of any obligations of the United States. . . . (Art. 365.) 

In the case of payments of interest, regardless of amount, upon bonds and similar 
obligations of domestic or resident foreign corporations, the original ownership certifi- 
cates, when duly filed, shall constitute and be treated as returns of information. If a 
bondholder files no ownership certificate in the case of payments of interest on registered 
bonds, the withholding agent shall make out such a certificate in each instance and file 
it with his monthly return. No ownership certificate is required to be filed in case 


bonds or other obligations are owned by domestic or resident corporations. .... 
(Art. 1074.) 


In the collection of interest on corporation bonds, whether in coupon or 
registered form, bondholder (unless it is itself a corporation) is required to 
file an ownership certificate as to each series of coupons or registered interest. 
One certificate may cover any number of coupons of same due date and 
same issue of bonds. 


Ruling. The following is a schedule of ownership certificates required to be used 
under the Revenue Act of 1921: 


Bonds of domestic or resident corporations. 


Classification of owner. 
Containing tax-free | Not containing tax- 
clause. free clause. 


Citizen or resident of the United States. | Form 1000, line 1. 
(Individual or fiduciary.) Personal exemp- 
tion not claimed. 

Citizen or resident of the United States. | Form 1001, line 1. Form 1001, line 2. 
(Individual or fiduciary.) Personal exemp- 
tion claimed or interest not subject to tax 
at the source. 

Domestic or resident partnership........... Form 1000, line 2. Form 1001, line 3. 

Nonresident alien. (Individual or fiduciary) | Form 1000, line 3. Form 1000, line 3. 

Partnership composed in whole or in part of | Form 1000, line 4. Form 1000, line 4. 
nonresident aliens and having no office or 
place of business in the United States. 

Foreign corporation not having an office or | Form 1000, line 5. Form 1000, line 5. 
place of business in the United States and 
not engaged in trade or business therein. 

Waknown owner widen eee one. ck ee a ee Form 1000, line 6. Form 1000, line 6. 


76 It is not necessary to enter the street address of the debtor corporation on the owner- 
ship certificate. (C. B. 3, p. 216; O. D. 615.) 

7’ Bondholders frequently make the error of entering the maturity date of tne bond, 
instead of the due and payment date of the coupon. \ 
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Bonds of foreign corporations or foreign 


Governments. 
Classification of ii Not containing tax- | Stock of foreign 
owner. Containing tax-free free clause and corporations. 
clause and having whether or not 
paying agent in having paying 


the United States. agent in the 
United States. 


Citizen or resident of | Form 1000, line 1. |...........-.-0005. 
the United States. 
(individual or fidu- 
ciary.) Persona! ex- 
emption not claimed. 

Citizen or resident of | Form 1001A, line 1.| Form 10014, line 1.| Form 1001A, line 1. 
the United States. 
(Individual or fidu- 
ciary.) Personal ex- 
emption claimed or 
income not subject 
to tax at the source. 

Domestic or resident {| Form 1000, line 2. Form 10014, line 2.| Form 1001A, line 2. 
partnership........ 

Unknown owner...... BRorm. 1000, LineiOa ih ulate s cocina ete 


There is no space provided on Form 1001A for reporting income when the owner 
is unknown. If the foreign item is an interest coupon on bonds not containing a tax- 
free covenant clause, issued by a foreign Government or a foreign corporation, or is a 
dividend check on stock issued by a foreign corporation, the procedure set forth in 
the second paragraph of article 1078, Regulations 62, should be followed. There is 
ample space on Form 1001A below the word “partnership” for the insertion of the 
word “unknown” under classification of owner, and for entering the income in the 
appropriate column. (C. B. I-l, p. 222; Tey elsol.) 

The regulations provide that ownership certificates shall constitute and 
be treated as returns of information; but no ownership certificate is required 
to be filed in case bonds are owned by domestic or resident foreign corpora- 
tions. ; 

DUTY OF BANKS AND COLLECTING AGENCIES.—AIll ownership 
certificates should contain complete information, or payment should be 
refused. The interest of both taxpayers and agents demands this. Tax- 
payers who fail to file the required form automatically waive the credit 
which they might otherwise claim for tax constructively withheld at the 
source. Once a form has been accepted by banks or other collecting agents, 
the responsibility for its corrections lies with such banks or agents. The 
certificates should always bear the signature of the owner or his agent. Use 
of ownership certificates takes the place of information returns 1099 and 
1096 so far as bond interest payments are concerned. 

Regulation. In the case of payments of interest, regardless of amount, upon bonds 
and similar obligations of domestic or resident foreign corporations, the original owner- 
ship certificates, when duly filed, shall constitute and be treated as returns of infor- 


MAtION.. 6 0 vs (Art. 1074.) 

Rulings. If banks and other collecting agents accept coupons for collection to which 
are attached incomplete or otherwise improperly executed ownership certificates, such 
banks or collecting agents become a party to the filing of incomplete returns of infor- 
mation and shall upon demand of the debtor furnish the name and address of the owner 
of the coupons so that such ownership certificates may, when filed, be accepted as re- 
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turns of information in accordance with the provisions of the regulations issued under 
section 256 of the Revenue Act of 1918.78 (C. B. 4, p. 232; Digest Mim. 2725.) 


Paying agents must not require bank cashing coupons to secure ownership certifi- 
cates unless law and regulations require certificates. Department cannot prescribe 
definite ruling for inter-banking transactions. (Telegram to National City Co., New 
York, N. Y., signed by Commissioner D. H. Blair, and dated Mar. 9, 1922.) 


INTEREST COUPONS PRESENTED WITHOUT OWNERSHIP CER- 
TIFICATES.— 


Regulation.—When interest coupons are received unaccompanied by certificates of 
ownership, unless the first bank be satisfied that the owner is a domestic or resident 
corporation, the first bank shall require of the payee a statement showing the name 
and address of the payee, the name and address of the debtor corporation, the date of 
maturity of the interest, the name and address of the person from whom the coupons 
were received, the amount of the interest, and a statement that the owner of the bonds 
is unknown to the payee. Such statement shall be forwarded to the Commissioner 
with the monthly return on Form 1012. The first bank receiving such coupons shall 
also prepare a certificate on Form 1000, crossing out ‘‘owner” and inserting “‘payee”’ 
and entering the amount of interest on line 6, and shall stamp or write across the face 
of the certificate ‘Statement furnished,” adding the name of the bank. (Art. 369.) 


The affidavit form is no longer required, a mere statement only being 
necessary. If the first bank is satisfied that the owner of the coupon is a 
corporation, no statement is now required. 


Ruling. Bank cashing coupons should exercise ordinary business care in ascertain- 
ing owner of bonds in cases where coupons are unaccompanied by ownership certifi- 
cates. If owner is unknown, certificate should be prepared as required by Article 369. 
Written statement in lieu of ownership certificate not required in connection with 
interest payments on bonds owned by domestic or resident corporations. (Telegram 
to National City Co., New York, N. Y., signed by Deputy Commissioner E. H. Bat- 
son, dated Mar. 7, 1922.) 


CERTIFICATE WHEN WITHHOLDING.— 


Regulation. For the purposes of article 365 Form 1000 shall be used (a) by citi 
zens or residents of the United States when no personal exemption or credit is claimed 
against interest on bonds containing a tax-free covenant; (b) by nonresident alien in- 
dividuals, by partnerships composed in whole or in part of nonresident aliens and not 
having an office or place of business within the United States, and by foreign corpora- 
tions not engaged in trade or business within the United States and not having any 
office or place of business therein, whether or not such bonds contain a tax-free cove- 
nant; (c) by partnerships, resident or nonresident, and (prior to January 1, 1922) 
personal service corporations, in the case of bonds containing a tax-free covenant; 
and (d) where the owner is unknown to the withholding agent. (Art. 366.) 


Partnerships are now included under (c) and class (d) is entirely new. 
CERTIFICATES WHEN NO WITHHOLDING.— 


Regulation. For the purposes of article 365, Form 1001 shall be used (a) by citi- 
zens or residents of the United States when personal exemption is claimed against 
interest on bonds containing a tax-free covenant and when presenting coupons from 
bonds not containing a tax-free covenant; (b) by domestic and resident partnerships, 
in the case of bonds not containing a tax-free covenant. In case a citizen or resident 
alien individual receives interest on bonds containing a tax-free covenant in excess 
of the amount of personal exemption which the individual may claim, any such excess 
must be reported on Form 1000. (Art. 367.) 


Form 1001 is no longer used by domestic corporations, non-resident part- 
nerships, or foreign corporations. 


78 Also applicable under 1921 law. 
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USE OF SUBSTITUTE CERTIFICATES.79— 


Regulation. Resident collecting agents, including responsible banks and bankers 
receiving interest coupons for collection with ownership certificates attached, may 
present the coupons with the original certificates to the debtor corporation or its duly 
authorized withholding agent for collection, or may detach and forward the original 
certificates directly to the Commissioner, provided each such collecting agent shall 
substitute for such original certificates its own certificates, Form 1058 or Form 1059, 
and shall keep a complete record of each transaction, showing (a) serial number of 
item received; (b) date received; (c) name and address of person from whom received; 
(d) name of debtor corporation; (¢) class of bonds from which coupons were cut (whether 
containing a tax-free covenant or not); and (f) face amount of coupons. The original 
certificate for which the certificate of the collecting agent is substituted shall be en- 
dorsed, preferably with a rubber stamp, by the collecting agent, as follows: 


Ownenisrcentificate INOli5 1.4 see anene 


TOS eA sole iLO 
(Give date of certificate) 


The counterpart of the within certificate bearing like number was attached to the coupons 
within mentioned for delivery to the debtor or withholding agent, by whom the coupons 
are payable. 

For the purpose of identification the substitute certificates shall be numbered con- 
secutively, reverting to the numeral 1 at the beginning of each calendar year, and cor- 
responding numbers given the original certificates of ownership. The use of substitute 
certificates by collecting agents, banks, and bankers is not permitted, however, in the 
case of ownership certificates presented with coupons for collection by nonresident 
alien individuals, partnerships, or corporations. (Art. 368.) 


Form 1059 is used instead of Form 1000; Form 1058 instead of Form 1001. 

The Treasury places the burden on the bank or collecting agent to see 
that certificates are properly made out. By accepting an ownership certifi- 
cate, the bank or agent becomes directly responsible for its being made 
out in accordance with the requirements of law and regulations. 


Ruling. _... The attention of the Bureau of Internal Revenue has been invited 
to the fact that in many instances indifference and carelessness has been shown by 
owners in executing ownership certificates accompanying coupons presented to banks 
and other collecting agents for collection of the interest on bonds and other obligations 
of debtors, and also that banks and other collecting agents have been accepting incom- 
plete and improperly executed ownership certificates with such coupons deposited for 
collection and have been transmitting same to debtors for payment. .... 

Banks and other collecting agents are not required by law or regulations to accept 
interest coupons for collection. If, however, as a matter of convenience to their cus- 
tomers, they do accept interest coupons for collection, it is their duty to see that the 
ownership certificates which are executed by the owner of the coupons are properly 
filled out. These ownership certificates cannot be accepted as returns of information 
unless they are properly filled out and debtors receiving coupons from banks or col- 
lecting agents with incomeplete or otherwise improperly executed ownership certifi; 
cates are, under the foregoing quoted provisions of Section 256, authorized to demand 
that the name and address of the owner of the coupons accompanied by incomplete 
or otherwise improperly executed ownership certificates shall be furnished before the 
coupons are paid. 

If banks and other collecting agents accept coupons for collection to which are at- 
tached incomplete or otherwise improperly executed ownership certificates, such banks 
or collecting agents become a party to the filing of incomplete returns of information 
and shall upon demand of the debtor furnish the name and address of the owner of the 


79 Substitute certificates are favored by persons who wish to conceal the identity of 
bondholders from the debtor corporation or its paying agent. 
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coupons so that such ownership certificates may, when filed, be accepted as returns 
of information in accordance with the provisions of the regulations issued under Sec- 
tion 256 of the Revenue Act of 1918. (C. B. 4, p. 232; Mim. 2725.) 


CORRECTION OF CERTIFICATES BY BANKS OR COLLECTING 
AGENTS.— 


Ruling. Banks or other collecting agents receiving coupons attached to ownership 
certificates executed on the wrong form, in order to expedite the collection of the interest, 
are permitted to transfer the necessary information from the erroneous to the proper 
form, the following notations being stamped in the lower left-hand corner: 


“ 


Bysshe aio ts os ath dae doers se 
(Name of official executing certificate.) 


The original certificate should be forwarded with the certificate executed on the 
proper form by the bank or collecting agent, the original certificate bearing the notation 
substantially as follows: ‘‘Superseded by ownership certificate Form... . ,” desig- 
nating the form of certificate executed by the bank or collecting agent. (C. B. 2, p. 192; 
O. D. 562.) 


CERTIFICATES TO BE USED BY FIDUCIARIES AND JOINT OWN- 
ERS.— 


Regulation. When fiduciaries have the controi and custody of more than one estate 
or trust, and such estates and trusts have as assets bonds of corporations and other 
securities, a certificate of ownership shall be executed for each estate or trust, regardless 
of the fact that the bonds are of the same issue. When bonds are owned jointly by two 
or more persons, a separate ownership certificate must be executed in behalf of each of 
the owners. (Art. 374.) 


CERTIFICATES FOR PAYMENTS OF REGISTERED INTEREST.— 


Regulation. Ownership certificates are required in connection with interest upon 
registered bonds the same as interest upon any other class of bonds. If ownership 
certificates are not furnished by the owner of the bonds, such certificates must be pre- 
pared by the debtor corporation or its withholding agent. (a) If the bonds contain 
a tax-free covenant clause, ownership certificates must be prepared on Form 1,000 for 
the following classes of bondholders: Citizens or residents of the United States,-nonresi- 
dent alien individuals, partnerships, whether foreign or domestic, foreign corporations 
having no office or place of business within the United States. (b) If the bonds do not 
contain a tax-free covenant clause, Form 1000 shall be prepared in the case of nonresident 
alien individuals, partnerships composed in whole or in part of nonresident aliens and 
not having an office or place of business within the United States, or in case the owner 
is a foreign corporation not engaged in trade or business within the United States 
and not having an office or place of business therein. If ownership certificates are not 
filed by a citizen or resident of the United States or a resident partnership in connection 
with interest payments upon registered bonds not containing a tax-free covenant 
clause, Form 1001 should be prepared by the debtor corporation or its withholding agent. 

Regardless of whether the registered bonds do or,do-not contain a tax-free covenant 
clause, no ownership certificate is required in connection with such bonds owned by 
domestic or resident corporations. (Art. 370.) 


Ruling. Where bonds owned by domestic or resident corporations are registered in 
name of individual, ownership certificate Form 1001 required to be filed, altered to show 
names and addresses of owner and nominee. (Telegram to Philadelphia Association 


of Stock Transfer Agents, signed by Deputy Commissioner E. H. Batson, dated June 6, 
1922.) 


PAYER HAS RIGHT TO DEMAND NAME AND ADDRESS OF RE- 
CIPIENT OF INCOME.— 


Law. Sec. 256; 2. When necessary to make effective the provisions of this 
section the name and address of the recipient of income shali be furnished upon demand 
of the individual, corporation, or partnership paying the income. . . . 
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Regulation. When the person receiving a payment falling within the provisions of 
the statute for information at the source is not the actual owner of the income received, 
the name and address of the actual owner shall be furnished upon demand of the indi- 
vidual, corporation or partnership paying the income, and in default of a compliance 
with such demand the payee becomes liable to the penalties provided. ... . (Art. 1080.) 


Ruling. Official position of person authorized to sign ownership certificates in behalf 
of corporation and identity of person signing ownership certificates in behalf of partner- 
ship required to be disclosed on certificates. (Telegram to the Southern Pacific Co., 
New York, N. Y., signed by Deputy Commissioner E. H. Batson, and dated June 16, 
1921.) 


USE OF FORM 1087 (REVISED) TO DISCLOSE OWNERSHIP.—The 
proper use of this ownership certificate is most conveniently summarized 
as follows: 


Ruling. This ownership certificate [form 1087 (revised)], is designed primarily for 
the use of a foreign principal to disclose the actual ownership of stock of a domestic 
corporation registered in the name of his representative in the United States. Unless 
the disclosure is made to the Commissioner on this form, the record owner will be liable 
for any additional tax on dividends on stock of domestic corporations or resident foreign 
corporations. In all cases where the actual owner is a nonresident alien individual, 
and the record owner a person in the United States, the record owner will be considered 
for tax purposes to have the receipt, custody, control, and disposal of the dividend 
income, and must make return for the actual owner, regardless of the amount of income, 
and pay any surtax found by such return to be due. 

When a foreign corporation is the registered owner of stock of a domestic corporation 
and the actual owner is a nonresident alien, individual or partnership, disclosure of 
actual ownership should be made on Form 1087 (Revised). This form should be adapted 
to make disclosure in order that a domestic corporation required to render a return of 
information as to dividends in accordance with section 254 of the act, may have at its 
disposal information as to the actual ownership of the stock. .... (Treasury Bulletin 
AB. DN TS) 

CERTIFICATES NOT REQUIRED FOR INTEREST ON OBLIGATIONS 
OF THE U.S. AND POLITICAL SUBDIVISIONS.— 


Law. “Sec. 256. .... The provisions of this section . . . . shall not apply to the 
payment of interest on obligations of the United States. 

Regulation. . . . . No ownership certificates need be filed in the case of interest 
payments on bonds the income from which is not required to be included in gross income, 
nor in the case of any obligations of the United States. .... (Art. 365.) 


War Finance Corporation bonds are not obligations of the United States.8? 
Hence ownership certificates are required in collecting interest on such se- 
curities. Ownership certificates are not required in case of municipal bonds 
and such other bonds the interest from which is exempt from tax. 


DUTIES OF BANKS.— 


Ruling. Where a debtor corporation fails to withhold the 2 per cent tax on tax-free- 
covenant bonds, and the owner has filed Form 1000, there is no obligation on the bank 
receiving the coupons to withhold the tax, as assessment will be made against the 
debtor or its withholding agent, based on the tax liability as disclosed by the ownership 
certificates, Form 1000. 

A bank purchasing abroad coupons of bonds issued by domestic corporations will be 
held prima facie to be the recipient of income. Ownership certificates should therefore 
be secured from original owners of bonds in order that tax may be withheld as provided 
by law. 

* Where a promissory note, signed by a corporation, is left with a bank or trust company 
for collection, such bank or trust company should not require an ownership certificate 
to be attached. 

Ownership certificates are reauired to be filed witn respect to interest payments 
upon first-mortgage participation bonds issued by a trust company and secured by a real 


80C. B. 1. p. 185; O. D. 284. 
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estate mortgage deposited with the trustee. In cases where coupons of the bonds are 
not accompanied by ownership certificates, the first bank is required to furnish a certifi- 
cate. Where no ownership certificates are filed in connection with interest upon such 
registered bonds, the withholding agent will be required to prepare certificates. (Treasury 
Bulletin ‘‘B,” p. 31.) 


It has been held that in case of interest payments on overdue coupon 
bonds, interest coupons of which have been exhausted, ownership certificates 
must be filed when collecting interest, in same manner as if interest coupons 
were presented for collection.*+ 

Use of Stamps and Facsimile Signatures by Banks and Trust Companies.— 
If proper authorization is obtained from the Commissioner of Internal 
Revenue, banks and trust companies may use facsimile signatures in execut- 
ing income tax certificates (substitute or otherwise) issued under their 
names. 82 


INFORMATION REGARDING FOREIGN ITEMS.—‘‘Foreign items” 
and source from which information is obtained are expressly stated: 
Definition of ‘“ Foreign Item.’’— 


Regulation. The term “‘foreign item,” as here used, means any dividend upon the 
stock of a nonresident foreign corporation or any iter of interest upon the bonds of 
foreign countries or nonresident foreign corporations, whether or not such dividend 
or interest is paid in the United States or by check drawn on a domestic bank. 


Source of Information.— 


(a) Wherever a foreign country or nonresident foreign corporation issuing bonds has 
appointed a paying agent in this country, charged with the duty of paying the interest 
upon such bonds, such paying agent shall be the source of information. If such foreign 
country or foreign corporation has no such agent, then the last bank or collecting agent 
in this country shall be the source of information. 

(b) In the case of dividends on the stock of a nonresident foreign corporation, however, 
the first bank or collecting agent accepting such item for collection shall be the source 
of information. No return of information is required with respect to foreign items 
owned by a nonresident alien individual, a foreign partnership, or a foreign corporation, 
provided the first bank or collecting agent is satisfied as to such ownership. In such 
case the foreign item may be stamped ‘‘foreign owner.’’ (Art. 1076.) 


License Required for the Collection of Foreign Items.— 


Law. Sec. 259. That all individuals, corporations, or partnerships undertaking as a 
matter of business or for profit the collection of foreign payments of interest or dividends 
by means of coupons, checks, or bills of exchange shall obtain a license from the Commis- 
sioner and shall be subject to such regulations enabling the Government to obtain the 
information required under this title as the Commissioner, with the approval of the 
Secretary, shall prescribe; and whoever knowingly undertakes to collect such payments 
without having obtained a license therefor, or without complying with such regulations, 
shall be guilty of a misdemeanor and shall be fined not. more than $5,000, or imprisoned 
for not more than one year, or both. 4 


Regulation. Banks or agents coilecting foreign items, as defined in article 1076, 
and required by article 1079 to make returns of information with respect thereto, must 
obtain a license from the Commissioner to engage in such business. Application Form 
1017 for such license may be procured from collectors. The license is issued without 
cost on Form 1010. Foreign items shall not be accepted for collection by any bank 
or collecting agent so licensed unless properly indorsed or accompanied by proper own- 
ony certificates giving all the information called for by such certificate. .... (Art. 
Ua: 


8. ©. Bi 2, pylon; Q.,D, 392. 
82 Wither rubber stamps or printed signatures may be used. This concession was made 
to facilitate collection of coupons by banks. It avoids much delay and inconvenience. 
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) Ownership Certificates for Foreign Items. 


_ Regulation. When bonds of foreign countries, or bonds or stocks of non-resident 
. foreign corporations, are owned by citizens or residents of the United States, individual 
ox fiduciary, or by resident partnerships, ownership certificate Form 1001 A shall be 
ened by the actual owner or by hia duly suthorized agent when presenting the item 
for collection, whether such item ia » dividend or an interest payment, except in the 
| case of 4 foreign country or # foreign corporation having # fiscal agent or a paying 
agent in this country and issuing bonds which contain « taxfree covenant clause. 
In such excepted case the fiscal agent or paying agent ia required to withhold a tax of 
2 per vent from the interest on such bonds and ownership certificate Vorm 1000, modi- 
fied to show the name and addrevs of the fiscal agent or the paying agent, should be 
used, unless the owner Gf so entitled) desires to daim exemption, in which case Form 
1OOIA should be filed. ... (Art. 1077.) ) 


Domestic corporations are no longer required to execute Form JOOLA. 


Ruling. Ownership certificates representing interest on bonds owned by non-reri- 
dent aliens, bearing addreswer of domestic bankers in lieu of the residences of the aliens, 
will be accepted, (C, B. 4, p, 233; O. D, 908.) 

No Ownership Certificates Required for Certain Foreign Dividends.— 
Following the principle in force under the 1914 law, it ia preaumed that 
ownership certificates will not be required in collecting dividends from for- 
eign corporations which are free from normal tax.“ Ownership certificates 
will be necessary in the case of dividends from other foreign corporations. 

Foreign Items Presented for Collection Unaccompanied by Ownership 
Certificates. 


Regulation. Jf the foreign item ia an interest coupon detached from bonds con- 
taining 4 tax-free covenant clause, issued by » foreign country or corporation having 
6 paying agent in the United States, » statement and ownership certificate, Porm 
1000, ahall be furnished a# provided in article 469. 

In the case of other foreign items which are received unaccompanied by an owner-_ 
ship certificate and the owner ie unknown, » statement shall be required of the payee, 
showing the naroe and address of the payee, the name and address of the debtor organ- 
iwation, the date of the dividend check or the maturity of the interest coupon, the 
name and address of the person from whom the dividend check or interest coupon was 
received, and 4 statement that the owner of the securitics is unknown to the payee. 
The first bank receiving such foreign item shall prepare a certificate of ownership, 
Form JOOLA, crowing out the word “owner” and substituting therefor the word 
“payee.” The first bank shall stamp or write across the face of the certificate “state- 
ment furnished,” adding the name of the bank, Thereupon the statement and certifi- 
cate shall be forwarded to the Commissioner a4 provided in article 1079. (Art. 1078.) 


Returns of Information for Foreign Items.—The following regulation 
applies to use of ownership certificates in collection of items (mot payable 
in United States) of interest on bonds of foreign countries, and interest on 
bonds or dividends on stock of non-resident foreign corporations. 


Regulation. In the case of collections of foreign items, regardless of amount, the 
lyriginal ownership certificates, when duly filed, shall) constitute and be treated as re- 
lurne of information. (a) In the case of dividends, a8 to which the first bank or col- 
ecting agent is the source of information, it shal) detach the ownership certificate and 
ndorse on the item the words, “Certificate detached and information furnished,’”’ 
lidding ite name and address. When foreign items have heen indorsed as above pre- 
Leribed, the certificates shall be forwarded to the Commissioner on or before the 20th 
lay of the month following that during which the items were accepted, accompanied 
lyy 2 return on Form 10964 showing the number of certificates. An annual return on 


4 iy attermpt is made to tax non-resident aliens on income which simply passes through 
imerican patie for collection and is not income derived from sources within the United 


piates, 
| # ce Secs. 216 (a), 204 (2-6). 
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Form 1096B shall be forwarded to the Commissioner not later than March 15 of each 
year, on which shall be given a summary of the monthly returns. (6) In the case of 
interest items, as to which the paying agent or the last bank or collecting agent in this 
country is the source of information, the ownership certificate shall accompany the 
zoupon to such agent or source of information, who shall forward the ownership cer- 
tificate to the Commissioner in the same manner as above provided with respect to 
dividend items. Where ownership certificate Form 1000 is used, a monthly return 
shall be made on Form 1012 and an annual return on Form 1013, as provided in arti- 
cles 361-375... . . (Art. 1079.) ' 

Name of paying agent should be shown on Forms 1012 and 1013 when 
they are used to make returns of ownership certificates covering foreign 
interest. Aggregate amount of foreign items is no longer reported on Form 
1096A. : 

Provisions of subdivision (b) above are applicable also to foreign regis- 
tered bonds.8* ; 


Payment of Tax at Source 


APPLICATION.—The 1917 law substituted a system of ‘information 
at the source” for collection at source.8® Withholding was abolished, except- 
ing only the cases of non-resident aliens and interest on bonds containing a 
so-called tax-free’? covenant clause. The withholding provisions of the 1921 
law are substantially the same as those of the two laws preceding it. 

Sec. 221 of the 1921 law deals with the payment or withholding of tax 
at the source. 

So far as citizens or residents of the United States are concerned, there is 
now no withholding or payment of tax at the source, except in the case of 
tax-free covenant bonds. After the enactment of the 1913 law many bonds 
“were issued which contained tax-free covenants whereby the debtor cor- 
porations agreed to pay interest in full without deducting the amount of 
tax required to be withheld at the source. Bonds having such covenants 
commanded a somewhat higher price than they otherwise would. Those 
who had purchased bonds with this privilege were naturally opposed tc 
any modification of the law which would abolish it. To meet these objec- 
tions the 1917, 1918, and 1921 laws provided for restricted withholding ix 
the case of tax-free covenant bond interest. 


LEGAL THEORY OF “DEDUCTION.’’—Confusion arises chiefly from 
the necessarily involved legal phraseology of tax-free covenants and the lega 
fiction of ‘‘deduction.’’ The legal fiction is that a tax-free covenant require: 
the debtor corporation actually to deduct 2% from the amount of the coupon 
pay this sum tothe government, and then pay the bondholder 98% of his 
coupon plus an additional 2%, if the corporation has agreed to reimburse hin 
to that extent. In practice the corporation, pays the coupon in full and 7 


8% C. B. 3, p. 313; O. D. 674. 

8 This is variously called ‘collection at the source,” ‘‘deduction at the source,”’ ‘‘ with 
holding at the source,” and “stoppage at the source.’’ Collection at the source was earl; 
instituted in British income tax administration to prevent evasion of the law. In th 
1920 Report of the Royal Commission on the Income Tax, the opinion was emphaticall} 
expressed that retention of deduction at the source is necessary to the efficient administra 
tion of the revenue. At least 70% of the present British income tax is collected at thi 
source. The Commission also concluded: ‘‘We are not satisfied that any system 0 
‘information at the source’ would be a practical and efficient substitute for the presen 
system, and it would be a source of trouble and irritation to the community in general.” 

87 This term should not be confused with ‘tax-exempt,’ which means freedon: fron 
taxation—state, local or federal, or all three. 
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addition pays on behalf of the bondholder to the government a tax equivalent 
to 2% of the amount of the coupon. 

Under some tax-free covenants debtor corporation agrees to reimburse 
bondholder only up to 1% of amount of coupon. The theory is that 2% 
is deducted from the coupon and the bondholder is paid 98% of the coupon 
plus a reimbursement of 1%. Practically, bondholder gets 99% of his 
coupon and corporation pays 2% to the government for him. 


LIMITATION OF THE DEBTOR CORPORATION’S LIABILITY.— 
The usual tax-free covenant obligates the corporation to pay only such 
normal tax as it is required by,law to deduct and retain for account of bond- 
holders. Sometimes the covenant is to pay only up to a sum which is less 
than it is required to deduct and retain (e.g., 1%, while the deduction now 
required is 2%). If withholding at the source were to be entirely abolished 
the corporation would not be required by such a covenant to pay any nor- 
mal tax for the bondholder. 

Since the imposition of a high normal tax there has been a tendency to 
state the actual percentage of tax for which the corporation will make re- 
imbursement. Among such provisions are: ‘Both principal and interest 
payable in full without deduction for any federal normal income tax... . 
not in excess of 2 per cent” and ‘‘both principal and interest payable in 
full without deduction for any federal normal income tax... . up to 4 
per cent.” The first clause limits the present and future liabiliy to reim- 
burse to 2 %. The second clause limits such future liability to 4%. Thus 
if under a future law 6% were the lawful deduction, reimbursement would 
be made to the extent of 2% under the first clause or 4% under the second. 
This 4% limitation should not be construed to render corporations liable 
to 4% under the present law, because 2% is the maximum lawful deduction 
in case of a bond containing a tax-free covenant clause. 


WHAT IS A “TAX-FREE COVENANT?’’*:—The law defines a tax-free 
covenant as follows: 


Law. Sec, 221.8... . (b) In any case where bonds, mortgages, or deeds of trust, 
or other similar obligations of a corporation contain a contract or provision by which 
the obligor agrees to pay any portion of the tax imposed by this title upon the obligee, 
or to reimburse the obligee for any portion of the tax, or to pay the interest without 
deduction for any tax which the obligor may be required or permitted to pay thereon, 
or to retain therefrom under any law of the United States. .... 


By Treasury interpretation, bonds issued under a trust deed containing 
a tax-free covenant are treated as if they themselves contained such a cove- 
nant. It is also held: 


Ruling. Where neither bonds nor the trust deeds given by the obligor to secure them 
contain a tax-free convenant, supplemental agreements executed by the obligor cor- 
poration and the trustee containing a tax-free covenant and which modify the orig- 
jnal trust deeds to that extent are of the same effect from the date of their proper execu- 
tion as if they had been part of the original deeds of trust, and the bonds from such 
date are subject to the provisions of section 221(b) of the Revenue Act of ‘1918, pro- 
vided proper authority exists for the modification of the trust deeds in this manner. 
The authority must be contained in the original trust deeds or actually secured from 
the bondholders. (C. B. 2, p. 187; O. D. 1414.) 


88 Tax-free covenants are frequently not limited to federal taxes, but include any state, 
county, or local taxes or impositions which the obligor may be required or permitted to 


deduct or retain under present or future laws. | | / 
89 Subsec, (a) refers only to non-resident alien individuals or partnerships. , 
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AMOUNT OF TAX WITHHELD BY OBLIGOR CORPORATION.— 


Law. Sec. 221..... (b) . . . . the obligor shall deduct and withhold a tax equal 
to 2 per centum of the interest upon such bonds, mortgages, deeds of trust, or other 
obligations, whether such interest is payable annually or at shorter or longer periods. 


FROM WHOM TAX IS WITHHELD.—The law provides that in mak- 
ing payments of interest on tax-free covenant bonds, the obligor shall deduct 
and withhold a'tax equivalent to 2% of the coupon. 


awa isecrostk. oss. (b) . . . . whether payable to a nonresident alien individual 
or to an individual citizen or resident of the United States or to a partnership: Provided, 
That the Commissioner may authorize such tax to be deducted and withheld in the case 
of interest upon any such bonds, mortgages, deeds of trust, or other obligations, the 
owners of which are not known to the withholding agent. .... 

Sec. 237. That in the case of foreign corporations subject to taxation under this 
title not engaged in trade or business within the United States and not having any office 
or place of business therein, there shall be deducted and withheld at the source in the 
same manner and upon the same items of income as is provided in section 221 a tax 
equal to 123 per centum thereof (but during the calendar year 1921 only 10 per centum), 
and such tax shall be returned and paid in the same manner and subject to the same 
conditions as provided in that section: Provided, That in the case of interest described in 
subdivision (b) of that section the deduction and withholding shall be at the rate of 2 
per centum. 

Regulation. In general, withholding is required (a) of a tax of 8 per cent in the case 
of fixed or determinable annual or periodical income payable to a nonresident alien 
individual or to a partnership composed in whole or in part of nonresident aliens and 
having no office or place of business within the United States, except (1) dividends of a 
class allowed as a credit by subdivision (a) of section 216, (2) interest on deposits with 
persons carrying on the banking business, paid to persons not engaged in business in the 
United States and not having an office or place of business therein, and (3) interest upon 
corporate bonds containing a tax-free covenant clause; (b) of a tax of 10 per cent for 
the calendar year 1921 and 123 per cent for subsequent years in the case of fixed or 
determinable annual or periodical income (with the exceptions just stated) payable to a 
foreign corporation not engaged in trade or business within the United States and not 
having any office or place of business therein; and (c) of a tax of 2 per cent in the case of 
interest payable to an individual or a partnership, whether resident or nonresident, 
or to a foreign corporation not engaged in trade or business within the United States 
and not having any office or place of business therein, upon bonds or other obligations 
of domestic or resident foreign corporations containing a so-called tax-free covenant 
clause. Where the owner of bonds or other like obligations is unknown to the with- 
holding agent a tax of 2 per cent must be withheld from interest on so-called tax-free 
covenant bonds, and a tax of 8 per cent must be withheld from interest on all other 
corporate bonds or securities. Bonds issued under a trust deed containing a tax-free 
covenant are treated as if they contained such a covenant. A foreign corporation having 
a fiscal agent or paying agent in this country is required to withhold a tax of 2 per cent 
upon the interest on its tax-free covenant bonds. ... . 

A debtor corporation having an issue of bonds or other similar obligations may appoint 
a duly authorized withholding agent to act in its behalf, provided notice of such appoint- 
ment is filed with the Commissioner. (Art. 361.) « © 


“WITHHOLDING AGENT” DEFINED.— 


Law. Sec. 200 fect a (8) The term “ withholding agent’’ means any person required 
to deduct and withhold any tax under the provisions of section 221 or section PY ASE ape 


INCOME SUBJECT TO WITHHOLDING.— 


Regulation. Only (a) fixed or determinable (b) annual or periodical income is subject 
to withholding. Among such income, giving an idea of the general character of income 
intended, the statute specifies interest, rent, salaries, wages, premiums, annuities, 
compensations, remunerations, and emoluments. But other kinds of income may be 
included. .... (Art. 362.) 
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Fixed Income Defined.— 


Regulation. ... . Income is fixed when it is to be paid in amounts definitely pre- 
determined. .... (Art. 362.) 

Determinable Income Defined.— 

Regulation. ... . On the other hand, it is determinable whenever there is a basis 


of calculation by which the amount to be paid may be ascertained. (b) The income 
need not be paid annually if it is paid periodically, that is to say, from time to time, 
whether or not at regular intervals. That the length of time during which the payments 
are to be made may be increased or diminished in accordance with someone’s will or 
with the happening of an event does not make the payments any the less determinable 
or periodical. A salesman working by the month for a commission on sales which is 
paid or credited monthly receives determinable periodical income. (Art. 362.) 


EXEMPTION FROM WITHHOLDING.—Under the law debtor cor- 
poration or its paying agent is required to withhold a tax of 2% on tax- 
free covenant bond interest paid to individual citizens or residents who do 
not claim exemption, and in the case of resident partnerships. 

The statute provides that exemption from withholding may be claimed in 
the following manner: 

Maw. Sec. Oot. oat (b) . . .. Such deduction and withholding shall not be 
required in the case of a citizen or. resident entitled to receive such interest, if he files 
with the withholding agent on or before February 1 a signed notice in writing claiming 
the benefit of the credits provided in subdivisions (c) and (d) of section 216; nor in the 
ease of a nonresident alien individual if so provided for in regulations prescribed®! by 
the Commissioner under subdivision (g), section 217. 

Regulation. Withholding from interest on bonds or other obligations containing a 
tax-free covenant shall not be required in the case of a citizen or resident alien individual 
if he files with the withholding agent when presenting interest coupons for payment, or 
not later than February 1 following the taxable year, an ownership certificate on Form 
1001 claiming a personal exemption or credit for dependents. ... . (Art. 363.) 


If exemption is claimed on coupons, taxpayer thereby merely serves no- 
tice on debtor corporation that his income is too small to be subject to tax 
and therefore nothing should be paid to the government on his behalf. If 
exemption is not claimed, a tax of 2% of the amount of the coupon is paid 
to the government by the obligor. 

Who Should Claim Exemption from Withholding?—Individual citizens 
or residents are privileged to claim exemption from withholding, but part- 
ners may not claim such exemption. A resident alien is required, in claim- 
ing such exemption, to file in addition a certificate of residence (Form 1078 
revised) with withholding agent. 

Individual citizens or residents should claim exemption, if total amount 
of net taxable income does not exceed their personal exemptions, i.e., $1,000 
for a single person, $2,000 or $2,500 for a married person, plus $400 for each 
dependent. By filing such claim the individual relieves debtor corporation 
from paying a tax not lawfully due. 

Debtor corporation’s liability under a tax-free covenant covers only the 
portion of normal tax deductible at source. If, therefore, a taxpayer is 
subject orly to surtax, because his lawful deductions exceed the amount of 
income, if any, subject to normal tax, he should relieve the debtor corpora- 
tion from making payment to the government in his behalf by filing a claim 
for exemption in collecting tax-free covenant bond interest. 


9 For withholding on account of non-resident alien individuals, foreign partnership and 
corporations, see Montgomery’s Income Tax Procedure, 1928, Ch. XLI. = 9 he 

91 Sec. 217 gives the Commissioner discretion in allowing non-resident alien individuals 
to claim exemption by means of certificates of ownership. 
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If an individual who has not claimed exemption at time of collecting the 
interest afterwards desires to claim exemption, he may file in writing with 
paying agent, at any time prior to Feb. 1 of succeeding year, notice claiming 
exemption. Form 1001 may be used. 

An individual who has claimed exemption and subsequently desires not 
to claim exemption must file notice in writing (Form 1000) with paying 
agent on or before Feb. 1. é 

Ruling. A foreign organization which has established its exemption from the pay- 
ment of income tax in accordance with the provisions of article 511 of Regulations 62 
will be permitted to claim exemption from having any tax withheld at the source upon 
interest payments made on bonds belonging to it. Ownership certificate, Form 1000, 
revised, is the proper form to be filed with such interest payments, but a notation should 
be made on the certificate substantially as follcws: ‘‘As this organization has been 
declared exempt from the payment of income tax by the Commissioner of Internal 
Revenue under date of the interest entered on this certificate is not subject to with- 
holding,’ giving the date of the official letter in which the organization was held to be 
exempt. (I-30-430; I. T. 1399.) 

NO WITHHOLDING AGAINST DOMESTIC AND RESIDENT FOR- 
EIGN CORPORATIONS.—The law does not require withholding from 
interest on tax-free covenant bonds paid to a domestic corporation or to a 
foreign corporation having an office or place of business in the United States 
and engaged in a trade or business therein.92 

As a rule, in case of payments of tax-free covenant bond interest to domes- 
tic or resident corporations,?3 no payment is made to the government on 
their behalf; hence the tax-free covenant is of no value to such holders. 
This feature of the law makes the tax-free covenant less costly to the issu- 
ing corporation, since large blocks of bonds are sold to banks, insurance 
companies, and other corporations. 


WITHHOLDING OBLIGATION ON BOND INTEREST PAID IN 
YEARS AFTER INTEREST BECAME DUE.— 

Ruling. ... . Bond interest represents income to taxpayer when due and payable 
in accordance with article 54, Regulations 45. No tax required to be withheld from 
interest upon bonds due prior to March 1, 1913, but paid subsequent to that date. 
interest due on and after March 1, 1913, subject to withholding at rates in force at 
time of payment but in case excess tax is withheld and paid to government claim for 
refund on form 46™ will be considered. (Telegram to A. Iselin & Co., New York, 
N. Y., signed by P. 8. Talbert, Acting Assistant to the Commissioner, and dated Sept. 
8, 1919.) 

From above it appears that no withholding is necessary by a debtor cor- 
poration in case of coupons from bonds containing a tax-free covenant clause 
now presented but due prior to Mar. 1, 1913; but on any coupons maturing 
subsequent to that date, withholding must be made at rate in existence at 
time of payment. Date of maturity does not determine rate of withholding. 
If an excessive tax is withheld and paid, bondholder may secure relief by 
filing claim for refund. 


WITHHOLDING AT SOURCE OF INTEREST ON BONDS HAVING 
NO TAX-FREE COVENANT.—The government has taken the position 
that corporations whose securities do not contain a tax-free covenant must 
not pay the tax except under supplemental agreements. 


2 Forms 1086 should be retained by a debtor corporation in order that it may have in 
its possession competent evidence in case it should seek to account for its failure to withhold 
from the income of a foreign corporation. (Letter to Prentice-Hall, Inc., signed by E. H. 
Batson, dated June 7, 1922.) 

93 Hxcepting personal service corporations during years 1918 to 1921, inclusive. 

% Now Form 843. 
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Ruling. Your telegram May 29. Bonds without tax-free covenant not permitted to 
be considered tax-free bonds at option of issuing corporation. Corporation only allowed 
to withhold tax at rate: of 8 and 10 per cent from non-resident alien individuals and 
non-resident alien corporations respectively. Corporation prohibited from paying 
tax on interest derived from such bonds when owned by citizens or residents of United 
States. (Telegram to the Farmers’ Loan & Trust Co., New York, N. Y., signed by 
Commissioner Daniel C. Roper, and dated June 2, 1919.) 


WITHHOLDING IN CASE OF PARTNERSHIPS HAVING NON- 
RESIDENT ALIEN MEMBERS.— 

Regulation. The Revenue Act of 1921 provides for withholding in the case of pay- 
ments made to a partnership composed in whole or in part of nonresident aliens. This 
provision does not apply to such payments made prior to November 23, 1921. How- 
ever, in the case of a partnership having an office or place of business in the United 
States, withholding will not be required (except in the case of interest upon tax-free 
bonds) even though one or more of the members thereof is a nonresident alien; the 
partnership, however, as agent of the nonresident alien member or members, should 
file a return of the income of such nonresident alien member or members in accordance 
with the provisions of article 404. [Art. 371 (a).] 


NO WITHHOLDING ON INTEREST PAID ON FOREIGN LOANS 
NOT EVIDENCED BY BONDS OR NOTES.—Foreign partnerships and 
corporations are taxable only upon so much of their income as is derived 
from sources within the United States, determined under provisions of Sec. 
917 of the law. Sec. 217 (a) lists specific items of income as income from 
sources within the United States, and among others includes ‘‘(1) Interest 
on bonds, notes or other interest-bearing obligations of residents, corporate 
or otherwise.” Sec. 217 (c) lists specific items of income as income from 
sources without the United States—among other “‘interest other than that 
derived from sources within the United States as provided in paragraph 
(1) of subdivision (a).” 

Where a citizen or resident of the United States has borrowed money 
from a foreign partnership or corporation, but such borrowing is evidenced 
only by book entries, and no bond, note, or other interest-bearing obliga- 
tion has been given therefor, it is the opinion of some authorities that inter- 
est paid or credited thereon is not income from sources within the United 
States as defined by the law, and is not subject to taxation or withholding. 


RETURNS OF WITHHOLDING.— 


Law. Sec. 221. .... (c) Every individual, corporation, or partnership required 
to deduct and withhold any tax under this section shall make return thereof on or 
before March 1 of each year and shall on or before June 15 pay the tax to the official 
of the United States government authorized to receive it. 


WITHHOLDING AGENTS LIABLE FOR DEDUCTIBLE TAXES.— 


Law. Sec. 221. .... (c).... Every such individual, corporation, or partner- 
ship is hereby made liable for such tax and is hereby indemnified against the claims and 
demands of any individual, corporation, or partnership for the amount of any payments 
made in accordance with the provisions of this section... . . 

When No Liability of Withholding Agent for Collecting of Tax at Source.— 

Law. Sec. 221. .... (e) If any tax required under this section to be deducted 
and withheld is paid by the recipient of the income, it shall not be recollected from the 
withholding agent; nor in cases in which the tax is so paid shall any penalty be imposed 
upon or collected from the recipient of the income or the withholding agent for failure 
to return or pay the same, unless such failure was fraudulent and for the purpose of. 
evading payment. 3 

MONTHLY AND ANNUAL RETURNS REQUIRED.— Withholding 
agent is required to make monthly and annual returns as follows: 
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Regulation. (a) Every withholding agent shall make an annual return to the collector 
of the tax withheld from interest on corporate bonds or other obligations on or before 
March 1 on Form 1013. He shall also make a monthly return on Form 1012 on or 
before the 20th day of the month following that for which the return is made. The 
original ownership certificates, or the substitute certificates where authorized, must be 
forwarded to the Commissioner with the monthly return .. . . the tax withheld must 
be paid on or before June 15 of each year to the collector. .... (Art. 371.) 

Ownership certificates are now to be sent to the Commissioner, not +o 
the collector as previously. 

If a non-resident alien claims exemption on tax-free covenant bonds on 
or before Feb. 1 by filing with withholding agent Form 1001B, amount of 
tax due from withholding agent as shown, by Form 1013 may be reduced 
by 2% of aggregate amount of interest payments made to such individual 
during calendar year. 

When Forms 1001 and 1001A are used there is no actual withholding, 
such returns being simply information returns. Monthly and annual returns 
are nevertheless required. 

Regulation. Where a debtor corporation or its duly authorized withholding agent, 
has made payments of interest on its bonds, but in certain instances has been required 
to withhold no tax, the ownership certificates on Form 1001 filed in connection with 
such payments shall be transmitted to the Commissioner, accompanied by a return 
on form 1096A showing the number of ownership certificates thus transmitted and the 
total amount of interest paid. This return shall be made by the 20th day of each 
month following that for which the return is made and need not be sworn to. An 
annual return shall be forwarded to the Commissioner not later than March 15 of each 
year on form 1096B, on which shall be given a summary of the monthly returns 
(Art. 373.) 

TAX PAID ON TAX-FREE COVENANT BOND INTEREST, WHEN 
CONSIDERED INCOME.%—The Treasury Department, in 1919, ruled 
that any tax paid pursuant to a tax-free covenant clause on behalf of a 
taxpayer should be considered as additional interest and should be reported 
by taxpayer in his return. The 1921 law, under Sec. 234 (a-3), provides 
that taxes paid under tax-free covenants shall not be included in gross 
income of taxpayer. 

Not Deductible by Corporation.°°—Under Sec. 234 (a-3), debtor corpora- 
tion is not allowed to make deduction for federal taxes so paid under heading 
of either interest or taxes. 

Credit for Taxes Paid on Tax-Free Covenant Bond Interest.—Taxpayers 
may credit total normal and surtaxes with amount of any tax paid for them 
at source by a debtor corporation pursuant to a tax-free covenant clause.%7 


%® For discussion, see Montgomery’s Income Tax Procedure, 1923, Ch. XXIV, 
96 For discussion, see preceding reference. ' 
97 Sec. 221 (d). 
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ABANDONMENTS, 
Public utilities, 1189 
ABSCISSA, 763 
‘AccErTaNncss (See also ‘‘Bill of Exchange,” 
“Contracts’’) 
Trade, 
Credit instrument, 901-903 
Form, 902 
ACCOMMODATION INDORSEMENTS, 802 
ACCOUNTANT, 
‘And client, agreement when installing 
new system, 1166 
Internal audits by, 394, 395 
Public audits by, 394 
ACCOUNTING, 
Accrual basis, 455 
Accruals, 1499-1503 
Balance sheet, 1426 
Books of original entry, 1428 
Branch houses, 1477-1485 
Cash basis, 455 
Consignments, 1472-1476 
Debit and credit, 1420-1425 
Deferred charges, 1503 
Financial statements, 1425 
Form, 1427 
Funds, 1496-1499 
History, 1324-1326 
Ledger, 1436-1445 
Organizations, 1326 
American Institute of Accountants, 
1326-1342 
American Society of Certified Public 
Accountants, 1356 
National Association of Cost Account- 
ants, 1342-1354 
Partnerships, 1465-1472 
Principles, 1421-1507 
Proprietorship equation, 1425 
Relation of credit to, 898 
Relation of finance to, 788 
Relation of statistics to, 708 
Reserves, 1495 
Salaries, 1502 
Wages, 1502 
Working sheet, 
Form, 1505 
Adjustments, 1503 
Data, 1506 
Purpose of, 1503 
AccounTING DEPARTMENT, 
Organization, 1002-1006 
Chart, 957 
AccounTine Systems (See “Classification 
of Accounts,” “Installation of Ac- 
counting Systems’’) ; 
Accounts (See also ‘‘Classification of 
Accounts” and names of special kinds 
as, ‘Expense Account,” etc.) 


Accounts—(Continued) 
Books of partner’s rights to, 62 
Control, 596, 639, 1458-1465 
(For details see “Control Account’’) 
Correlation of statistics and, 838 
Examination by income tax collector. 
1562, 1569 
Nominal, 1436 
Real, 1436 
Symbolization, 422-426 
AccouNTS PAYABLE, 
Audit, 653, 690 
Balances overdue, 691 
Consignments, 691 
Control account, 1459 
Creditors’ statements, 690 
Debit and credit of, 1422, 1426 
Debit balances, 691 
Deposits from creditors, 691 
Freight charges, 691 
Joint ventures, 691 
Liabilities, 338 
Municipal, 1234, 1253 
Form, 1236 
Purchase records, 690, 691 
Register, 1431 
Accounts RECEIVABLE, 
Allowances to customers, 678 
Audit, 652, 665, 674-679 
By correspondence, 676 
Bad debts, 
On income statement, 341 
Written off, 677 
Balance sheet audit, 678 
Classification, 674 
C. O. D. accounts, 677 
Control account, 1458 
Credit to, 1459 
Debit to, 1458 
Credits, 678 
Customer’s trade, 674-677 
Debit and credit, 1426 
Deposits under special contracts, 677 
Hypothecated accounts, 677 
Instalment payments, 678 
Municipal, 1247 
Officers and employees, 678 
Pledged or assigned, 677, 802, 898 
Purchaser of working capital require- 
ments, 818 
Refunds, 678 
Returned goods, 678 
Sales contracts, 678 
Shipment of goods, 678 
Turnover, 834 
Valuation, 336, 451 
ACCRUALS, 
‘Bank accounting, 884-886 
Defined, 1499 
Interest on bonds, 458 
Public utilities, 1195 
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AccrRuUALS—(Continued) 
Valuation, 455 
AccrueEp Income (See ‘‘Income, Accrued”’) 


AccruED InTpREsST (See “Interest, Ac- 
erued’’) 

Appinec Macurnes (See “Calculating 
Machines’’) 

ADDRESSING 


Appliances for, 1268 
ADJUSTMENT BurREAUS, 943 
ADJUSTMENT OF Accounts, 1447-1458 

Illustrations, 1450 

Accruals, 1499-1503 

Deferred charges, 1503 

Working sheet, 1503 
ADMINISTRATION, 

Expenses, classification of accounts, 421 
ADMINISTRATORS (See ‘‘Fiduciary’’) 
ADVANCES, 

Made by, 

Corporation to 
another, 457 
Partner, 62 
ADVERTISING, 

Audit of expenses, 688 

Budget, 1000 

Records, 1000 
ApverRTISING DEPARTMEN?, 

Organization, 999-1001 
AFFILIATED AND SuBSIDIARY COMPANIES 

Income tax, regulations, 1090-1093 

Claim for audit, 1589 
Returns, 1605 

Profits in inventories of, 377 
AGEncy, 66-74 

Collection, 913, 938, 942 

Creation of, 

By adoption, 69 

By estoppel, 68 

By express contract, 67 

By implied contract, 67 

By operation of law, 68 

By ratification, 68 

Implied warranty of authority, 72 

Independent contractor not an agent, 67 

Irrevocable, 70 

Licensee, 67 

Partners as, 68 

Principal and agent, 66 

Duties of agent, 71, 72 
Duties of principal, 71 

Principal, relation to third party, 72 

Repudiation of acts of agent, 69 

Servant, defined, 66 

Termination of, 

By acts of the party, 70 
By operation of law, 70 

Third party, duties of, 72 

Trusteeship not an agency, 67 

Undisclosed principal, 72 
AGENT, 

Authority, 73 

Express, 73 
Implied, 73 
Special, 73 
To execute negotiable instruments, 
40, 48, 73 
To sell real estate, 73 
Contracts, 73 
Defined, 66 


secure control of 
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AGENT—(Continued) 
Duties, 
To outside parties, 72 
To principal, 71 
Foreign selling, 1484 
General, 69 
Income tax, 
For foreign corporation, 1614 
Ownership certificates, 1609, 1614 
Procedure, 1555 
Withholding, 1618-1622 
Joint, 69 
Negotiable instrument, 
Liability of, 40, 48, 73 
Signature, 40 
Notice of dishonor sent by, 51 
Ostensible, 69 
Public, 69, 72 
Special, 69 
Stock transfer, 794 
Subagent, 70 
Who may be, 67 
Wife as, 68 ; 
AGREEMENT, 6-8 
Consent to obtain, 11 
Discharge of contract by, 16 
New, 16 
Partnership, 189, 1466 
Reorganization by, 288 
ALIEN ENEMIES, 
Contracts, 6 
ALIENS, 
Contracts by, 6 
Income tax, 
Withholding agents, 1606 
AuLowancrs (See “Rebates and Allow- 
ances’’) 
ALPHABETIC System, 425 
ma cer INSTITUTE OF ACCOUNTANTS, 
132) 
By-laws, 1331-1334 
Constitution, 1328-1331 
Examinations, 1335-1342 
Rules of conduct, 1334 
AMERICAN Socimry or Crrtirrer Pusric 
ACCOUNTANTS, 1354-1356 
AMERICAN Socinty or Crvin ENGINEERS, 
SpectaL CoMMITTEB ON VALUATION, 
Depreciation method, 505 
AMORTIZATION, 475 
Bonds, 158, 161, 455, 458 
Discount and premiums, 804 
Fiduciary accounting, 1085 
Table, 262 
Income tax, 1568 
Leaseholds, 541 
ANGLES, 163 
ANNUITIES, 
Bonds, 
Computation of discount, 127 
Computation of premium, 127 
Computation of price, 126 
Compound interest, 
Tables, 132-135 
Deferred, 
Computation of, 125 
Defined, 119 
Depreciation method, 504-507 
Form, 506 
Tables, 505, 507 
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ANNUITIES— (Continued) 
ue, 
Computation, 120 
Present worth, 125 
Interest rates, 
Legal, table of, 127-128 
Interest tables, 
Five per cent, 129-130 
Six per cent, 131 
Ordinary computation, 119 
Present worth, 124 
Tables at compound interest, 136-139 
Tables of $1 at end of each period, 
144-147 
Problems in, 119 
Sinking funds, 
Computation, 121-124 
Tables, 
Amount of $1 at end of each period, 
140-143 
Compound interest, 132-135 
Present worth, 136-139, 144-147 
ANTICIPATION (on Invoices) 
Computation of, 184 
Table of rates and percentages, 185 
APOTHECARIES’ WEIGHT, 166 
APPLICATIONS FOR Positions, 974 
Application blank, form, 976 
Interview record, form, 977 
APPRAISAL, 
Receiver’s, 291 
APPRECIATION, 
Audit, 686, 698 
Good-will, 585, 586 
On income statement, 342 
Surplus from, 287, 307 
APPROPRIATION LEDGER, 1234 
ARBITRAGE, 1396 
Foreign exchange, 1412 
Stock rights, 827 
ARTICLES OF INCORPORATION, 21 
Exccution of certificate, 22 
ASSESSMENTS, 
Stockholders, in reorganization, 857 
ASSETS (See also special assets, as “Build- 
ings,” “Furniture and _ Fixtures,” 
“Good-will, etc.) 
Account, 
Balance of account, 1437 
Debit and credit applied to, 1421, 1426 
Accrued, 
Valuation, 455 
Analysis of, on balance sheet, 333-337 
Banks, 868-873 
Capital (See below under ‘‘Fixed’’) 
Capitalization, 
Computation, 156 
Classification of accounts, 422 
Contingent, audit, 687 
Current, 333, 336 
Valuation, 449 
Daily statement, 
Form, 398 
Deferred, 333, 337 
Deferred charges to operation, valua- 
tion, 449 
Depreciation (See ‘‘Depreciation’’) 
Fixed, 327, 333-335 
Audit, 698 
Debit and eredit to account of, 1422, 
1426 
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Fixed— (Continued) 
Profit from sale of, in income state- 
ment, 342 
Bene of expenses to investment on, 


Sale of, 698 
Turnover, 836 
Valuation, 382, 449 
Intangible, 333-336 
Public utility valuation, 1205 
Valuation, 437, 467 
Liquidity of, 
Affecting working capital, 818 
Prepaid (See ‘Deferred Charges to 
Operation’’) 
Ratio of working capital to, 832 
Turnover of total, 327 
Valuation, 
Grouping for, 448 
Wasting, 
Audit, 687 
Valuation, 153, 461-466 
ASSIGNEE IN INSOLVENCY, 1034 
(See also ‘“‘Fiduciary’’) 
ATTACHMENT, Law or, 944 
ATTORNEY, 
Collection, 939 
Tnecoine tax, 1555, 1592 
ATTORNEY'S Crepir Reports, 933 
Forms, 932-933,934 
Avpits, 647-705 
(See also ‘Financial Statements’’) 
Accounts payable, 653, 690 
Accounts receivable, 652, 665, 674-679 
Advance considerations, 650 
Advertising expenses, 688 
Allowances to customers, 678, 700 
American vs. Inglish practice, 389 
Appreciation, 686, 698 
For future delivery, 695 
Auditor and client, 
Heleveon of auditor to staff of client, 
65! 
Auditor’s knowledge of business, 647, 64S 
Bad debts written of, 677 
Balance sheet, 647 
Bank account, 652, 664, 671 
Bank, made by bank, 894 
Betterments and additions, 685, 698 
Bonds payable, 692 
Branch houses, 705 
Branch office funds, 670 
Buildings, 662, 684 
Capital, 654 
Capital assets, 
Sale of, 698 
Capital stock, 661, 696 
No-par-value, 697 
Capital stock subscriptions, 686 
Cash, 647, 669-673 
Held in foreign countries, 672 
In transit, 672 
On hand, 652 
Petty, 670, 703 
Receipts not deposited, 671 
Records, 672 
Certificates, 389-391 
Certificates and coupons unredeemed, 695 
Client’s organization, auditor’s knowl- 
edge of, 649 
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. O. D. accounts, 677 

Collection charges, 703 

Commissions, 692, 703 

Completed, 647 

Consignment accounts, 691 

Containers returnable, 696 

Contingent assets, 687 

Contingent liabilities, 694 

Continuous, 647 

Contracts, 663 

Copyright, 687 

Coupon bonds, 872 

Credits, 678 
Of customers, 700 

Customer’s or trade accounts receivable, 
674-677 

Debit balances, 691 

Deferred charges, 688 

Defined, 647 

Department, 1005 

Deposits from creditors, 691 

Deposits other than bank, 677 

Depreciation, 686 

Depreciation reserve, 663 

Detailed, 647 

Dividends paid, 696 

Dividends unclaimed, 696 

Employees’ accounts receivable, 678 

Equipment, 662, 685 

Expenses, 701-705 

Express charges, 704 

Extracts from records or documents, 660 

Federal Reserve Board memorandum, 
390-392 

Federal Trade Commission, investiga- 
tion by, 390 

Fees, 695, 705 

Finished goods, 679 

Footings, verification of, 657 

Foreign accounts, 672, 692 

Fraud, 705 

Freight charges, 691, 704 

Funds, 
In custody of officers and employees, 670 
In custody of others, 672 

Furniture and fixtures, 653, 685 

Good-will, 687 

Goods in process, 681 

Income, 699-701 
en amounts previously charged off, 
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From dividends, 700, 701 
From interest, 700 
From rent, 701 
Income tax, 1562, 1569 
Instalment accounts, 678, 585 
Insurance companies’ reserves, 694 
Insurance premiums, 653, 688, 703 
Intercompany or departmental transac- 
tions, 699 
Interest charges, 703 
Interest paid, 653, 688, 703 
Internal check system, 649, 674, 676 
Inventory, 653, 664, 679-683 
Prices, 680 
Investments, 653, 683 
Joint ventures, 691 
Journal, 654 
Judgments, 695 
Land, 662, 684 


AvupiIts—(Continued) 


Leaseholds, 664, 685 
Ledger account, analysis of, 658 
Ledger, general, 654 
Legal fees, 692 
Liabilities, accrued, 654, 691 
Liens or hypothecated accounts, 677, 705 
Machinery, 662, 685 
Minutes, 655, 664, 705 
Mortgages payable, 693 
Negotiable receipts, 681 
Notation, 659 
Notes payable, 653, 689 
Notes receivable, 652, 668, 673 
Officers’ accounts receivable, 678 
Patents, 687 
Pay-roll, 654, 688, 702 
Plant, 684-686 
Postings, verification of, 657 
Prepaid items, 653, 688 
Previous use of, 650 
Procedure, 651-655 
Client’s statements, 648 
Data relative to industry, 648 
First steps, 655 
Preliminary, 647 
Program (See above under ‘‘Procedure’’) 
Purchase records, 690, 691 
Purchases, 702 
Raw material, 679 
Refunds, 678, 700 
Rent paid, 688 
Repairs and replacement, 685, 698, 702 
Report prepared simultaneously, 650 
Reserves, 693 
Returned goods, 678 
Royalties, 688 
Salaries, 688, 703 
Sales, 654, 699-701 
Sales contracts, 678 
Sales invoices, 699 
Schedules, 660 
Shipment of goods, 678, 699 
Sinking funds, 687 
Supplies, 682 
Surplus, 654, 694, 697 
Tax reserves, 694 
Taxes paid, 688 
Tests and scrutiny, 658 
Transactions subsequent to period under 
review, 705 
Transportation expense bills, 987 
Traveling expenses, 703 
Treasury stock, 687 
Trial balance, verification of, 658 
Voucher journal, 654, 703 
Vouchers, 656, 669, 702 
Wasting assets, 687 
Work in progress, 699 
Working papers, 401 
Classification, 658 
Filing of, 660 
Illustrated, 661-669 
Indexing, 661 


AvtoGcrapHic Reacisters, 1258 
AUTOMOBILES, 


Depreciation charges, 521 
Valuation, 459 


AVERAGE E’sTIMATED Costs, 624 
AVERAGE LIFE, 


Depreciation, 476 


INDEX 


AVERAGES, 148-153, 716-725 


Arithmetical, 717-721 
Average data, 150 
Illustrated, 150 
Compound, 152 
Illustrated, 152 
Defined, 148 
Deviation, 732 
Tables, 732, 733, 734 
Eguated data, 153 
Illustrated, 153 
Frequency groups, 719 
Function and limitation of, 716 
Geometric mean, 724 
Index numbers, 729 
Median, the, 722 
Mode, the, 721 
Moving, 148 
Illustrated, 149 
Progressive, 148 
Illustrated, 150 
Simple, 148 
Illustrated, 148 
Tables, 717, 718, 719, 720 
Weighted, 148, 718, 729 
Illustrated, 149 


B 


Bap Depts (See also ‘‘Collections’’) 


Adjustment of accounts, 1448 
Through surplus account, 313 
Or income statement, 341 
Previously charged off, income from, 701 
Valuation of, 452 
Written off, audit, 677 


BaiLMENTS, 


Acceptance, 74 
Bailee’s lien, 76 
Not entitled for a general balance of 
account, 76 
Classification of, 75 
Compensation of bailee of bailment for 
mutual benefit, 76 
Conditional sales distinguished from, 74 
Consignments as, 74 
Defined, 74 
Delivery of property, 74 
Deposits, 75 
Goods on memorandum not, 75 
Insurance of property, 76 
Mandates, 75 
Mortgage distinguished from, 75 
Mutual benefit, 75 
Duties of parties in, 75 
Nature and elements of, 74 
Redelivery, 76 
Excuse for, 76 
Return of property, 74 
Rights and liabilities of parties, 75 
Sale or transfer Jof property by bailee, 
76 


Sales distinguished from, 74 

Shopkeeper’s liability for 
clothes, 76 

Sole benefit of bailee, 75 
Duties of parties in, 75 

Sole benefit of bailor, 75 
Duties of parties in, 75 

Termination, 77 

Title of property, 76 


customer’s 


1629 


BaLancr SHEET (See also ‘‘Consolidated 

Balance Sheet’’) 

Forms, 328-331, 1426, 1456, 1457 
Accounts payable items, 1426 
Accounts receivable items, 1426 
Accrued expense item, 1426 
Assets, 

Current, 1426 

Fixed, 1426 
Assets and liabilities, 1426 
Audit, 327-338, 647 

Accounts receivable, 678 

Assets, analysis of, 333-337 

From single-entry books, 407 

Liabilities, analysis of, 337-338 
Banks, 

Form, 330-331 
Business cycle and, 332 
Capital sources on, 320 
Cash items, 1426 : 
Content, 1426 
Date of, 332 
Deferred charges items, 1426 
Depreciation on, 483 
Federal Reserve Board, 332 

Form, 330-331 
Functions of, 320 
Funds, 1499 

Forms, 1500, 1501 
Good-will on, 585, 586, 591 
Industrial, 

Forms, 328, 329 
Inventory items on, 389 
Investment items, 1426 
Items collected after date of, 451 
Liabilities, 

Current, 1426 

Fixed, 1426 
Merchandise items, 1426 
Municipal, 

Capital fund, forms, 1233 

Consolidated general, form, 1228-1229 

Fund group, 1218, 1224 

General fund, form, 1232 
Notes payable items, 1426 
Notes receivable items, 1426 
Operating and financial statistics to 

support, 779 
Proprietorship, 1426 
Public utilities, 

I. C. C. classification of accounts of, 

1188 

I. C. C. form, 1190-1193 
Ratios, 320 
Receiver’s, 294, 1053 

Form, 296 
Relationships shown on, by classification 

of accounts, 419 
Reserves, 483, 1499 
Sinking fund on, 483 
Surplus on, 286, 318 

Form, 316-317 
Uniformity of, 332 

‘Variation in matter of, 332 
BANK, 

Acceptance (See ‘‘Acceptances’’) 

Accounting, 

Accounts from other banks, 879 

Accruals, 884-886 

Actual cash, 870 

Assets, 868-873 
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Banx—(Continued) 
Accounting—(Continued) 
Balance sheet, 
Forms, 330-331 
Bank acceptances, 879 
Bond discount and premium, 872 
Bonds owned by bank, 870 
Capital stock, 872, 881 
Cash and due from banks, 869 
Cash collection items, 870 
Cash items, 870 
Cashier’s checks, 877 
Certificates of deposit, 877 
Certified checks, 877 
Charged-off asset items, 869 
Charging expense account of borrower, 
865 


Clearing house items, 870 

Collateral register, 869 

Collection account, 870, 886 

Contingent liability, 879 

Credit entry, 867 

Credit slip, 867 

Crediting interest income of borrower, 
65 


Daily balances, 868 
Daily statement book, 868 
Debit entry, 867 
Debit slip, 867 
Form, 867 
Depositor’s ledger, 873 
Forms, 871, 874 
Deposits, 865, 873 
Discount accrued, 886 
Form, 885 
Discount register, 868 
Dividends payable, 881 
Duplicate posting system, 876 
Expenses accrued, 886 
Foreign exchange, 889 
Furniture and fixtures, 872 
General ledger, 868, 882 
Government, municipal and official 
deposits, 879 
Income and expense account in general 
ledger, 882 
Income and expense accounts, 882 
Interest, 882-884 
Interest accrued, 884 
Form, 885 
Journal, 868 
Letters of credit, 879 
Form, 880 
Liabilities, 873-881 
Liability register, 869 
Form, 871 
Loan register, 868 
Loans and discounts, 865, 868 
Note circulation, 879 
Original entries, 867 * 
Overdrafts, 875 
Passbooks, 876 
Posting of individual accounts, 875 
Real estate, 872 : 
Rediscounting, 881 
Savings deposits, 878 
Securities, 872 
Statements, 876 
Subsidiary records, 882 
Surplus, paid-in, 881 
Tickler, 869 


Banx—(Continued) 


Accounting—(Continued) 
Transit account, 870 
Trial balance, daily, 868 
Undivided profits, 881 
Vouchers, depositors’, 875 
Vouchers, expense, 882 
Warrants, 872 
As a source of credit information, 905, 
933 


As agent for notice of dishonor, 51, 52 
Audits, 
Made by bank, 894 
Use of, for credit extension, 398 
Call loans, 863 
Capital surplus of, 304 
Collections, 870, 886 
Commercial paper, 863 
Credit, 904 
Deposits, 
Accounting for, 873 
As money, 1376 
Audit, 652, 664, 671 
Directors’ resolution to open account, 
Form, 228 
Foreign exchange, 1407 
overnment, municipal and other 
official, 879 
Influence on price levels, 1381-1384 
Form, 1382 
Interest on, 700, 861, 883 
Interest on estate held in trust, 1085 
Operation of, 862, 866 
Reconciliation with cash book, 451 
Savings, 878, 884 
Depreciation charges, 521 
Examinations, 865 
Foreign exchange, 887-889 
Income tax, ownership certificates, 1609, 
1613 
Loans, 861, 862 
Entries, 865 
Negotiable instrument payable at, 51 
Practice, 
Auditing department, 894 
Batch system, 890 
Form, 891 
Check collections, 892 
Coupons clipped by bank, 894 
Credit files, 893 
Division of labor, 889 
Interior routine, §89- 891 
Loan department, 893 
Proof desk, 890 
Receiving cagé, 890 
Safe deposits, 894 
Transit department, 892 
Unit system, 889 
Purpose of, 861 
Reseryes; 862 
Federal reserve system, 862 
Routine, 862, 865 
Savings, 
Deposit accounts, 878 
Interest on deposits, 884 
Taxation, state, 1549 


Bank Discount (See ‘ ‘Discount”’) 
Bank Noves, 


Depreciation charges for banks, 521 
National, 879 


BANKER’S Ratio, 815 
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Banxine System, U. S., 864-866 
BANKRUPT Party, 


BBPTTERMENTS AND ADDITIONS—(Continued) 
Reports, 644 


Bill of, protested, 57 

Defined, 1008 

Duties of, 1023 

Exemptions from federal act, 1023 
Notice of dishonor sent to, 52 
Who may become, 1022 


Bankruptcy (See also ‘‘Receivers,’’ ‘“Re- 


ceivership’’) 
Acts of, 1023 
Claims, contested, 1029 
Compositions in, 948, 1024 
Contract discharged under, 17 
Creditor’s rights, 1026 
Official notice, form, 1026 
Creditors, secured, 1029 
Debts discharged after, 1025 
Debts discharged in, written contract 
for, 11 
Debts not affected by discharge, 952 
Defined, 853, 1008 
Discharge in, 951, 1024 
Forms, 1025 
Distinguished from insolvency, 852, 
1008, 1031 
Dividends, 1031 
Income tax claim, 1586, 1602 
Involuntary, 946, 1009 


Law, 
Of 1898, 1009 
Source of, 1008 
State, 1031 
Petitions, 1009 
Forins, 1010-1021, 1022 
Creditors’, 1022 
Form, 1022 
Debtor’s, 1009 
Form, 1010-1021 
Discharge of bankruptcy, form, 1025 
Preferences, 1029 
Priority debts, 1030 
Procedure, 855 
Proof of claim, 946, 1028 
Filing of, 946, 1029 : 
Proof of debt, 951 
Forms, 947-950, 1025 
Receivers, 855, 1027 (See also ‘“‘Re- 
ceiver’’) 
Appointment, form, 1027 
Receiverships, 1035-1055 (See also ‘‘Re- 
ceivership’’) 
Referees in, 1026 
Schedules, 1024 
Set-offs and counterclaims, 1031 
Statement of affairs, 1044 
Forms, 1042, 1045 
Trustees, 1026 
Voidable preferences, 948 
Voluntary, 945, 1009 
Baromerrics, 784 
Fig. 785 


Batcu System, Bank, 890 


Form, 891 


BETTERMENTS AND ADDITIONS, 


Adjustment of accounts through surplus 
account, 313 

Audit, 685, 698 

Depreciation charges, 522 

Fiduciary accounting, 1083 

Public utilities, 1189, 1194 


Surplus used for, 304 
Valuation, 448 


Bivu or ExcHaneGs, 


Acceptance, 55 (See also below under 
“Presentment for Acceptance’’) 
Bill in sets, 59 
By separate instrument, 55 
Drawee, liability of, when retaining 
or destroying bill, 55 
Drawee, time allowed, 55 
General, 55 
Holder entitled to acceptance on face 
of bill, 55 
How made, 55 
Incomplete bill, 55 
Promise to accept, 55 
Qualified, 55 
Acceptance for honor, 
Acceptor for honor, extent of agree~ 
ment, obligations, 58 
Acceptor for honor, liability for, 58 
Defined, 57 
Dishonored bill accepted, 58 
Drawer’s honor, when deemed to be 
made for, 58 
How made, 58 
Maturity of bill, payable after sight, 58 
Payment, presentment of tor ato 
acceptor, 58 
Presentment, when delay in making 
is excused, 58 
Credit instrument, 900 
Defined, 33, 55 
Drawee, bill addressed to more than one, 
55 
Holder, 
Duty and rights when bill not ac- 
cepted, 57 
In sets, 
Acceptance, 59 
Defined, 58 
Different parts negotiated, holder's 
rights, 58 
Discharging one of set, 59 
Holder, liability of, who indorses two 
or more parts to different persons, 59 
Payment by acceptor, 59 
Inland and foreign, 55 
Lost or destroyed, 
Protest for, 57 
Non-acceptance, dishonor by, 56 
Duty of holder, 57 
Protest for, 57 
Rights of holder, 57 
Not an assignment of funds, 55 
Payment for honor, 
Declaration before, 58 
Holder refusing to receive payment, 
supra es 58 
How made, ! 
Payer for cae rights of, 58 
Preferences of parties offering to pay, 
5s 
Subsequent parties, effect on, 58 
Who may make, 58 
Presentment of acceptance, 
Days when may be made, 56 
Excused, 56 
Failure to make, 56 
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Brut or ExcHance (Continued) 
Presentment of acceptance—(Continued) 
How made, 56 x 
Time insufficient for, 56 
When must be made, 56 
Promissory note, bill treated as, 55 
Protest, 
Before maturity where acceptor in- 
solvent, 57 
By whom made, 57 
Dishonored bill accepted for, honor 
supra protest, 58 
Dispensed with, 57 
For mon-ecreptance and non-payment, 
5 


Foreign bil), 57 
How made, 57 
When bill is lost or destroyed, 57 
When made, 57 
Where made, 57 
Referee, 55 
Biuu or Lavina, 986 
Attached to sight draft, 900 
Biuuine Macuines, 961, 1005, 1264-1267 
BIMeETALLISM, 1384 
Bin Tae, 347 
Form, 347, 348 
Binpinas, Lepcer, 1445 
BorLErRs, 
Depreciation rates, 522 
Bois D’Arc, 
Depreciation rates, 522 
Bonp Divipenps, 196 
Bonp TaBLeEs, 
Annual yield, 3% to 7%, 126 
Valuation, 162 
BONDHOLDERS, 
Index, 253 
Form, 252 
Bonps, 
Accounting, 251-270 
Authorized issue, 253 
Records, 253 
Two or more issues outstanding, 258 
Actually issued, 253 
Amortization, 158 
Table, 262 
When held in trust, 161 
Audit, 692 
‘Authorized issue, 251 
Entries, 253 
Bank account, 870 
Capital value, 
SS aa full value of tangible assets, 
81 


Collateral trust, 805 
Entries, 256 
Convertible, 207, 805 
Redemption, 269 
Cost of, 326 
Coupon, 251 
Audit, 872 
Clipped by bank, 894 
Interest paid in cash, 257 
Coupon register, form, 252 
Canceled coupons entered in, 257 
Entries, 253 
Credit instrument, 899 
Debenture, 207, 805 
Defined, 251, 790, 803 
Denominations, 803 


INDEX 


Bonps—(Continued) 

Depreciation allowance, 516 . 

Discount and premium, 
Accounting, 253, 256, 260-264 
Amortization, 804 
Amortization, fiduciary accounting, 

1085 

Bank accounting, 872 
Bonds outstanding method, 261 
Computation of, 127 
Equal instalment method, 261 
ieee at par, redeemable at premium, 


Methods of computing, 261-264 
Reid ot discount, redeemable at par, 
26 ; 


Sold at discount, redeemable at pre- 
mium, 261 

a premium, redeemable at par, 
26 


Tables, 262, 263 
Valuation, 337 
Equipment trust, 804 
Entries, 257 
Fook income tax information return, 
1614 


Guaranteed, 
A contingent liability on books of 
guaranteeing company, 256 
Interest on, entries, 259 
Income, 805 
Interest on, entries, 259 
Interest on, information returns, 1604, 
1607-1616 
Index of bond holders, 253 
Form, 252 
Interest, 
Accounting, 256, 257-260, 883 
Accrued, 256, 257, 458 
From date of issue, 256 
Guaranteed bonds, entries, 259 
How paid, 257 
Income bonds, entries, 259 
Rates, nominal and effective, 157, 260 
Semiannually, 804 
Two or more issues outstanding, 258 
Issues, 
Accounting, 251-270 
Amount authorized should be indi- 
cated, 253 
Each series distinguished, 253 
Totals, 804 
Maturity, 
Considerations determining, 804 
Refunding at, 269 
Mortgage, 804 
Negotiable, made non-negotiable, 60 
Nominally issued, 253 
Participating, 208 
Payable, in gold, 804 
Price of, computation of, 126 
Purchase of, records, 458 
Redemption, 
Accounting, 264-270 
Calling for, 269 
Convertible bonds, 269 
Equipment trust bonds, 257 
Funds, 1497 
Methods of, 268, 805 
Mining companies, 334 
Optional, valuation of at, 160 
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Bonps— (Continwed) 
Redemption—(Continued ) 
Refunding at maturity, 269 
Serial bonds, 268 
Sinking fund method, 264, 268 
Registered, 251, 804 
Interest paid by check, 257, 258 
Transfer record, 253 


Sale of (See also above under “Discount 


and premium’’) 

Below par, valuation of, 158 

Between interest dates, 159 

Promoting, 207 

Through bankers, entries, 256 
Security of or, 804 
Serial, redemption, 268 
Short-term, 208 


Subscriptions, instalment payments, en- 


tries for, 256 
Tax-free covenant, 1616 

Definition, 1617 

When tax is paid, 1622 

Where no tax-free covenant, 1617 
Treasury bonds, 251 

Entries, 259 y 
Valuation, 156-162, 455, 458 


Bonds purchased between interest 


dates, 159 


Bonds subject to optional redemption, 
10) 


Tife-tenant and remainder-man, 161 


Nominal and effective interest rates, 


157 
Bonps OuTsTANDING MeErHop, 
Bond discount and premium, 261 
Bonvs, 
Paid in stock, 249 
Bonus or Premium Report Carp, 617 
Form, 620 
BookKEEPING DEPARTMENT, 1003 
BooKKEEPING MACHINES, 1264-1267 
Borrte MANUFACTURERS, 
Depreciation rates, 522 
BRADSTREET Co., 915 
Ratings form, 922 
Report form, 919-920 
BrancuH OFFICE, 
Accounting, 1416, 1477-1485 
Audit, 705 
Audit of funds of, 670 
Management. 994 
Report, 994 1481 
Form, 995 
BRANDS, 
Well-known, good-will of, 569, 584 
BREWERS, 
Valuation of good-will, 573, 576 
BRIDGES, 
Depreciation rates, 522 
BROKER, 
Defined, 1472 
Income tax information returns, 1603 
Negotiable instrument, liability of, 48 
Securities held as stock-in-trade by, 
Valuation of 455 
BupGET, 
Advantages of, 842 
Advertising, 1000 
Form, 849 
Classification of accounts and, 421 
Comparative expense, form, 847 


Bupcret—(Continued) 


Comparative purchases, form, 848 - 
Costs, 624 
Factory, form, 850 
General and administrative expense 
budget, form, 847 
Master, form, 846 
Material purchases budget, form, 848 
Maximum and minimum plan illustrated, 
844-850 
Municipal, 1213-1218 
Forms, 1214, 1215, 1216 
Appropriation ledger, 1234 
Requirements, 842 
Sales expense, form, 849 
Warehousing and shipping, 
Form, 848 


BuiLpines, 


Audit, 662, 684 ' 
Depreciation, 514, 516, 522 
Rates, 523-526 
Distinguished from land, 333 
Unused or destroyed, 
Depreciation, 514, 516 
Valuation, 334, 460 


Butx Saues Act, 944 
BuRDEN 


Account, 597, 639 
Adjustment of standard and actual, 625 
Applying, 613-616 
Control account, 639 
Departmental statement, 616 
Form, 615 
Direct-labor cost method, 613 
Direct-labor hours method, 614 
Distribution 
Basis, 611-613 ‘ 
Depreciation, 491, 493-496, 611 
General manufacturing expenses, 613 
Insurance, 611 
Power, 612 
Rent, 611 
Steam expense, 612 
Taxes, 611 , 
Machine-hour rate method, 614 
Rates, 608-611 
Normal capacity, 609 
Normal production, 609 
Practical capacity, 609 
Theoretical capacity, 609 
Time limits for, 625 
Standard, 625 
Standing orders, 616 
Statements, 638 
Departmental, 641 
Unearned or overearned, 625 


Burrau or InTerNAL REVENUE (See 


“Income Tax’’) 


Business Crcues, 784 


Balance sheet and, 332 


By-Laws, CorPoraTE, 192, 199 


Forms, 216-218 


By-Propvucts, 


Inventory valuations, 381 


C 


Casrnets, Orricn, 1272 
CasLE TRANSFERS, 1410 
CatcuLaTinc Macuines, 1259-1261, 1264 
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CALENDAR YAR, 
Income tax, 1604 
Capaciry, 
Of a business in figuring burden, 609 
Capirat, 
Accounting for, 1363 
Assets, audit, 698 
Audit, 653 
Borrowed (See also “Bonds,” ‘‘Loans,” 
etc.) 
Long-term, 803 
Ratio of cost of, 326 
Short-term securities, 801-803 
Distinguished from capital stock, 24 
Economic, 1363 
Expenditures, 447 
Expenses, 447 
Fixed (See “Fixed Capital’’) 
Increase and decrease of, 1373 
Invested, 
Balance sheet entries, 320 
Land used for business included in 
figuring turnover, 333 
Partnership, 62 
Ratio of working capital to total, 832 
Receipts, 447 
Requirements, 
Fixed capital, 814 
Working capital, 815-818 
Sources of, 
Balance sheet entries, 320 
In reorganizations, 857 
Promotion, 824 
Total, 
Cost of, 326 
Ratio of operating profits $0, ofS 
Turnover on, 837 
Vs. loans, by partners, 1470 
Working (See ‘‘Working Capital’) 
Caritat Account, 
Receiver’s, 1037 
Capirau Funps, 
Municipal, 1210 
Caprrau INCREMENT, 508 
Carita Stock (See also “Certificate of 
Stock,” “Common Stock,” ‘‘Divi- 
dends,”’ ‘Preferred Stock,’ and sub- 
jects commencing with “Stock’’) 
Accounts, 
Function of, 236 
Opening entries, 234 
Amount stated in charter, 21 
Audit, 661, 696 
Authorized account, 235 
Unissued stock, 236 
Bank accounting, 872, 881 
By-laws regulating issues, 199 
Corporation’s own, 794 
Credit instrument, 900 
Decrease or increase of, 25 
Defined, 24, 192, 790 
Depreciation allowance, 516 
Discount on, valuation of, 337 
Distinguished from capital, 24 
Full-paid, 25, 791 
Instalment payments, 241 
Entries, form, 242 
Intercompany holdings, adjustment on 
consolidated balance sheet, 1099 
Issued, 24 


Capitan Srock—(Continued) 
Ledger, 236 
Form, 237, 238 
Audit, 696 
No-par-value, 193, 791 
Accounting treatment, 245-247 
Audit, 697 
Certificate, form, 221 
Number of shares, 22 
Original issue, value of, 26 
Overissued, 24 
Par value, 22, 791 
Changed to no-par, 246 
Changes in, 25 
Entries, 235 
Payments made in, 248 
Purchase and sale of, 
Above par, entries, 244 
After organization, 241 
At a premium, audit of, 697 
At less than book value, consolidated 
balance sheet, 1112-1116 
At more than book value, consolidated 
balance sheet, 1107-1112 
Below par, entries, 244 
By one corporation from another, 248 
No-par-value, entries, 245 
Rate on return on, as factor in valuing 
good-will, 576, 578 
Records, 
No-par-value stock, 245 
Restrictive sale of, 798 
Special stipulations, 697 
Stock dividend, 28 
Subscription, 192 
Form, 218 
Account, 236, 238, 240 
Audit, 685 
Cancelled, entries for, 240 
Journal, 241 
Ledger, 236, 238 
Postings to, 241 
Outstanding, 696 
Payments on, entries, 241 
Transfer journal, 241 
Transfer of, entries, 241 
Transfers, posted to subscription 
ledger, 241 
Subsidiary records, 236 
Surplus from, 287, 303 
Types of, 791 
Unissued, 24 
Account, 237, 282 
Entries for, when issued, 241 
Valuation, 455 
Watered, 25, 799 


CaPIvTaLizATION, 


Basis of, 807 
Earning power, 808 
Good-will, 809 
Investments, 808 

Construction costs, 448, 808 

Initial, 808 

Partnership incorporating, 271 
tio of security issues, 809 

Valuation for, 439, 808 
Actual cost bases, 442 
Market value bases, 445 
ae utilities, 438, 439, 442, 444, 

4 


Reproduction cost bases, 444 
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Carbs, 
Labor, 616-621 
CARRIERS, 

Valuation, 459 
Cass, 

Bank accounting, 870 

Classification of, 673 

Daily report, 

Form, 396 
Debit and credit, 1426 
Discount, 

Income from, 701 

Valuation, 382, 682 

Voucher treatment, 1494 
Held in foreign branches, 451 
Held in foreign countries, 

Audit, 672 
In transit, 

Audit of, 672 
Investment, 

Trustee’s, 1083 
Items constituting, 450 
Journal (See ‘‘Journal’’) 

On hand, 

Audit, 652, 669 

Petty, audit, 670, 703 

Receipts, not deposited, audit of, 671 

Records, audit, 672 

Resources, ratio of, to current liabilities, 

834 
Sales, control account, 1464 
Separation of items, 451 
Valuation, 336, 450 

Casu Account. 

Debit and credit, 1422 

Receiver’s, 

Form, 292, 1052 
Sinking fund, 265 

Casxu Avpit, 647, 669-673 
Casu JOURNAL, 

Reconciliation with bank account, 451 
Casa REGISTERS, 1258 
Casuirr’s, AuToMATIC, 1258 
CasuALTIgs, 475 
Caveat Emptor, 84 
CEMENT INDUSTRY, 

Depreciation rates, 526 
CERTIFICATE OF INCORPORATION (See 

“Corporations, Charter’’) 

CrRTIFICATE OF STOCK, 

As collateral, 27 

Common stock, 

Form, 220, 792, 793 
Defined, 26, 27, 192, 798 
Examination, 696 
Forged, 26 
Negotiability, 27 
No-par-value, 

Form, 221 
Preferred stock, 

Form, 219 
Transfer, 27 

CERTIFICATES, MonliciPau, 1244 
CrrriricaTes or Deposit, BANK, 877 
CHAIN STORES, 

Good-will, 569 
CHAMBER OF COMMERCE OF THE U.S., 

Plant ledger advocated by, 487 
CHANGE OF ORGANIZATION, 

Income tax procedure, 1561 
CHARracteR ANALYSIS, 975 
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CHARACTERISTIC, LOGARITHMIC, 92 
CHARTER, CORPORATE, 21, 192, 196 
Forms, 214 
Amendments, 199 
Filing, 198 
Provisions, 197 
Cuarts (See also ‘Graphic Charts’’) 
Analysis of business activities, 1006 
Corporate operation, 205 
Depreciation, actual and theoretical, 449 
Depreciation of vessels, 560 
Good-will valuation, 571 
Income tax, administration of, 1559 
Inventory, 354 
Inventory consumption record, 362 
Lay-out for work in process, 1287-1289 
Form, 1288 
Organization, 957, 1006 
Routing, 959 
Wage-payment plans, 1319, 1321 
Cuecks (See also ‘‘Vouchers’’) 
Assignment of funds, when 
operates as, 59 
Bad check law, 945 
Cashier’s, 877 
Certified, 877 
By bank, 59 
By holder, 59 
Collections, 892 
Credit instrument, 900 
Defined, 59, 176 
Dividend, 196 
Forged, recovery of, 59 
Indorsing machine, 1272 
Numbering, 1492 
Payment, when presented for, 59 
Treasurer’s numbers, 1493 
Voucher, 1488 
Forms, 1489, 1490 
Written but not mailed, 451 
CHECK SYSTEM, 
Internal, 649 
Audit of accounts receivable, 674, 676 
Crecues, 163 
CLAIMS, 
Collection, 914, 943 
Contested, 1029 
Counterclaims, 1031 
Damage, 988 
Overcharge, 989 
Proof of, in bankruptcy, 946, 1028 
Traffic, 988 
CLASSIFICATION OF Accounts, 418-433 
Administrative expense, 421 
Assets, 422 
Basis of, 422 
Budget and, 421 
Collection work, 943 
Development of, 418 
Expenses, 421 
Financial expense, 421 
Functions of, 418 
Interstate Commerce Commission, 418, 
427-430 
Liabilities, 422 
Limitations of, 419 
Manufacturing expenses, 421 
Massachusetts, Board of Railway Com- 
missioners, 432 
Municipal, 1213 
New business, 422 


check 
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CLASSIFICATION OF Accounts—(Continwed) 
New York State, Public Service Com- 
mission, 430-432 
Numerical system, 422-426 
Plant and equipment, 420 
Procedure, 419 
Public utilities, 427-432 
Interstate Commerce 
427-430, 1184-1196 
Massachusetts, 432, 1198-1202 
New Hampshire, 1198 
New York, 430-432, 1198, 1202 
Standard classification, 1202 
Sales expense, 421 
Symbolization, 422-426 
Tentative, 420 
Uniform, 418 
Interstate Commerce 
418, 427-430 
List of trade associations having, 426 
Massachusetts, 432 
New York, 430-432 
Public utilities, 427-432 
CLASSIFICATION. OF AvDIT 
Papnurs, 658 
CLASSIFICATION OF Costs, 594 
CLASSIFICATION OF DeprREcIATION, 471 
CLASSIFICATION OF INVENTORY, 355, 357 
Form, 358 
CLASSIFICATION OF Statistics, 711-716 
Tables, 711-716 
CLASSIFICATION OF Storrs, 603 
CuayTon Act, 210 
CxiEarine House Irems, 
Bank accounting, 870 
Cxosine Entriss, 
Fiduciary, 1064, 1077-1081 
Illustrated, 1450-1458 
Municipal accounting, 1253 
Partnership, 1471 
C. O. D. Accounts, 
Audit, 677 
C. O. D. Sarzs, 83 
Corrricient, 746 
Tables, 747, 748, 750, 752 
Corns, Foreren, 
Value, 164 
CoLLATERAL, 
Certificates of stock as, 27 
Deposited for payment of note, 36 
Inventory pledged as, 377 
On accounts receivable, 802 
Auditing, 677 
Register, 869 
Security, 802 
CoLLATERAL Trust Bonps, 805 
Accounting, 256 
CoLLEection Cuarass, 
Audit, 703 
Co..eEctTions, 
Adjustment bureaus, 943 
Agencies, 913, 938, 942 
Attorneys, 913, 939 
Bank, 886 
Bank collection account, 870 
Check, 892 
Claims, 913, 943 
Collector, 913, 936 
Costs, 453 
Defective remittances, 942 
Drafts, 937 


Commission, 


Commission, 


WorKING 
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CoLiectTions—(Continued) 
Extension of time, 942 
Follow-up systems, 914, 943 
Law, 944 ‘ 

Letters, 913, 937 
Forms, 939, 940, 941 
Mercantile, 936-944 
Methods, 913, 937 
Notes as payment, 942 F 
Organization of departmen’, 
Retail, 912-914 
Form, 914 
Statements, 913, 937 » 
Telegrams, 938 
ComBinations, Corporate, 208-213 (See 
also ‘‘Consolidations,”’ ““Mergers’’) 
Financial plan, 811-814 
Forms of, 208, 1093 
Holding companies, 209 
Interlocking directorates, 212 
Pools, 210 
Trade associations, 211 
Trusts, 209 
ComMERcIAL Paper, 
As bank reserves, 863 
Cone ae or InTERNAL REVENUE, 
6 


Commissions, 
Audit, 692, 703 
Computation of, 180 
Fiduciary’s, 1081 
Paid in capital stock, 248 
Salesmen’s, 995-998 
Trustee’s, 1085 
ComMITMENTs, 
For future delivery, 383, 682 
Common Stock, 25, 193, 791 
Capital value represents 
assets, 810 
Certificate, 
Form, 220, 792, 793 
Dividend notice, 
Form, 229 
Issued for value of good-will in consoli- 
dations, 581 
Rate of return on, 576 
Vs. preferred stock, 795 
Comparison, 740-746 
Absolute and relative changes, 744 
Form, 745, 746 
Defined, 740 
Long- and short-period fluctuations, 741 
Form, 742 
Table, 741 
Methods of, 740 
Short-period oscillations, 742 
Form, 743 
Table, 744 
Composition IN Bankruptcy, 948, 1024 
CoMPTROLLER, 
Duties, 1005 
ConpiTIoNaL SAEs (See algo “Sales’’) 
Bailment distinguished from, 74 
Conergss, U.S., 
Creation of corporations by, 20 
Consent, Rwarrry or, 11 


intangible 


ConsIDERATION (See “Contracts,” ‘“Ne- 
gotiable Instruments’’) 
CONSIGNER, 


Entries on books of, 1475 


INDEX 


CONSIGNMENTS, 

Account sales, 1474 

Form, 1474 

Accounting, 1472-1476 

As bailments, 74 

Audit, 691 

Consignment-in, 1472 

Consignment-out, 1472 

Defined, 1472 

Factor, 1472, 1473 : 

Inventory valuation, 380 
CoNSIGNOR, 

Entries on books of, 1474 
ConsoLipATED BaLANcE SHEET (See also 

‘Balance Sheet’’) 

Deficit of subsidiary at time of acquisi- 
tion, 1103 

Intercompany current accounts, adjust- 
ment of, 1098 

Intercompany holdings of capital stock, 
adjustment of, 1099 

Intercompany profits, adjustment of, 1099 

Minority interests, 1104-1106 

Principles, 1098-1106 

Stock purchased at less than book value, 

1112-1116 
Stock purchased at more than book 
value, 1107-1112 
Surplus, 287, 308 
f subsidiary at time of acquisition, 
1102, 1117-1120 
Valuation of items on, 457 
- Working papers, illustrated, 1101-1116, 
1121-1135 
ConsoLIDATED Goop-wiILL ACCOUNT, 

Adjustment of, 308 
CoNnSOLIDATED STATEMENTS, 

Forms of, 1117 

Good-will of subsidiary, 1117 

Income tax regulations, 1090-1093 

Principles, 1116 

When desirable, 1090, 1116 

Working papers illustrated, 1121-1164 
ConsouipaTions, 21 ; 

Change of ownership during taxable year, 

1092 

Contract discharged by, 17 

Defined, 1093 

Good-will valuation, 581 

Common stock issue based on, 581 

Tllustration, 1094-1096 

Income tax, claim for credit by affiliated 

company, 1598 

Income tax returns, 1552, 1570 
ConstTRUCTION ACCOUNT, 

Capital expenditures, 448 

Interest charged to, 808, 1195 
ConsTRUCTION CONTRACTS, 

Capital requirements for, 815 
Constructive Contracts, 4 
CONTAINERS, 

Returned, 696 

Valuation, 380, 459 
Continuous Aupit, 647 
Contract WoRK, 

Advances on, 382 

Valuation of, 382 
ConTRACTS, 3-17 


Written, 10 
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Contracts—(Continued) 

Acceptance, 7 
Communication of, 7 
Public offers, 7 
Revocation, 7 
Sufficiency of, 7 
Who may accept, 7 

Against public policy, 9 

Agency created by, 67 

Agent’s, 73 

Agreement to, 6-8 

Alien enemies, 6 

Aliens, 6 

Alteration of written instrument, 17 

Ambiguous, 15 

Audit, 663 

Breach of, 17 

Classification, 3 

Consideration, 8 

Construction of whole, 14 

Constructive, 4 

Corporations, 6 

Defined, 3 

Denial of, 17 

eee! resolution authorizing, form, 


Disaffirmance of, 5 
Discharge, 16-17 
By agreement, 16 
By breach, 17 
By impossibility of performance, 17 
By operation of law, 17 
By performance, 16 
Entered under duress, 13 
Entered under undue influence, 13 
Executed, 4, 6 
Executory, 4 
Express, 3 
Expressed intentions, 12 
Failure to perform, 17 
Fraud against third person, 9 
Fraudulent, 12 
Future delivery, 
Audit, 695 
Guaranty and suretyship, 86 
Illegal, 9, 14 
Implied in fact, 3 
Implied in law, 4 
In restraint of trade, 10 
Insane persons, 5 
Insurance, 78 
Intention of parties, 14 
Interpretation, 14-15 
Language of, 15 
Law governing, determination of, 15 
Legal requirements, 4 
Legality, 9 
Liquidated damages or penalty, 15 
Married women, 6 
Mistakes, 11 
Mutuality of obligations, 8 
Novation, 16 
Object of, 9 
Of record, 4 
Offer, 6 
Acceptaice of, 7 
Communication of, 6, 7 
Lapse, 7 
Revocation, 7 
Oral, 4 
Form, 10 
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Contracts—(Continued) 
Parol, 4 
Form, 10 
Parties to, 4 
Performance, 16, 17 
Place made, determination of, 15 
Printed and written, 15 
Quasi, 4 
Reality of consent, 11 
Refused to perform, 17 
Return of value received, 5 
Sales, 81 
Auditing, 678 
Separate writings relating to, 14 
Simple, 4 
Form, 10 
Statutory requirements, 10 
Subject matter, 9-15 
Surrounding circumstances, 15 
Time of, 15 
Ultra vires, 6 
By corporations, 24 
Under law of state where made, 15 
Under seal, 4 
Unread and unknown, 12 
Valid, 4, 5 
Void, 4 
Voidable, 4, 5 
Words of, 15 
Written, 4 
Form, 10 
Controut Account, 596 
Accounts payable, 1459 
Accounts receivable, 1458 
Burden, 639 
Cash journal, 
Summary, form, 1464 
Cash sales, 1464 
Expense, 639 
Extraneous items in purchases journal, 
1465 


General journal summary, form, 1463 
Journal entries, 
Summary, form, 1462, 1463, 1464 
Opening entries, 1460 
Form, 1461 
Purpose of, 1458 
Sales journal, 
Summary, form, 1462 
Self-balancing subordinate ledger, 1460 
Withdrawals of stock-in-trade, 1460 
ConvertTIBLE Bonps, 207, 805 
Redemption, 269 
Copyricuts, 
Audit, 687 
Depreciation, 513 
Valuation, 336, 467 
CorPoRATIONS, 
Advances made to secure control, 
valuation, 457 
Advantages of, 192 
Aggregate, 19 
Articles of incorporation, 21 
As accommodation parties to negotiable 
instruments, 42 
Beginning of corporate existence, 22 
Business, 20 
By-laws, 192, 199 
Forms, 216-218 
Capital stock (See ‘Capital Stock’’) 


CorPoraTIONS—(Continued) 


Certificate of incorporation (See above 
under ‘‘Charter’’) 
Certificates of stock, 26 (See also 
“Certificate of Stock’’) ; 
Charter, 21, 192, 196 
Forms, 214 
Acceptance, 22 
Amendments, 199 
Expiration, 32 
Filing of, 198 
Provisions, 197 
Classification, 19 
Close, 204 
Combinations, 208-213 (See also ‘Com- 
binations, Corporate’’) 
Consolidation, 212 
Contracts, 6, 24 
Counsel, 204 
Creation of, 20 
De facto, 23 
Liability of stockholders, 23 
De jure, 23 
Defined, 18, 788 
Under income tax, 1548 
Directors, 22, 28-30 
By-laws regulating, 200 
Powers and liabilities, 201 . 
Resolution authorizing contract, form, 


228 
Resolution to open bank account, 
form, 228 
Dissolution, 32, 205 e 


Dividends, 27 (See also ‘‘Dividends’’) 
Domestic, 20, 196 
Express trusts, 190 
Features of, 18 
Fees, 22 
Financing, 206-208 
Foreign, 20, 196 
Income tax information return, 1614 
Income tax withholding, 1620 
Loans, income tax, 1621 
Forms, 214-231 
Good-will, 
Valuation, 572 
Government of, 192 
History, 1090 
Income tax (See ‘Income Tax, Federal’’) 
Indorsement of negotiable instrument 
by, 41 
Kinds of, 191 
Law, 18-33 
Legal entity of, 18 
Liabilities, 18 
Life of, 22 
Manager 203 
Massachusetts trust, 790 
Meetings; 
Annual, 
Minutes of, form, 227 
Notice of, form, 226 
By-laws regulating, 200 
Directors, 200,201 
Call for, form, 224 
Minutes of, form, 224-226 
First meeting of directors, 201 
First meeting of stockholders, 201 
Call for, form, 221 
Minutes of, form, 221 
Special, 201 


INDEX 


CorporaTIOoNns—(Continued) 


Stockholders, 31, 200, 201 
Membership, 191 
Moneyed, 20 
Municipal, 20 
Name, 21 
Nature of, 789 
Net profits, 27 (See also ‘‘Net Profits’’) 
Non-stock, 20 
Object of, 21, 192 
Officers, 30, 202 
By-laws regulating, 200 
Organization .21, 191, 204 
Chart, 205 
Perpetuity of, 19 
Powers, 23 
President, 30, 203 
Pretended, 23 
Principal office, 21 
Private, 19 
Promoters, 32 
Promotion, 206 e 
Property rights, 18 
Public, 19 
Quasi-public, 19 
Records, 204, 234 
Reorganization, 213 
Reports, filing of, 30 
Secretary, 203 
Securities (See ‘Bonds,’ 
Stock,’’ ‘‘Securities’’) 
Signature, 
Forms, 229, 230 
Sole, 19 
Stock corporations, 20, 24, 191 
Taxation (See also “Income Tax, 
Federal’) 
State, 1548 
Taxes, 22 
Transportation, 20 
Treasurer, 203 
Treasury stock, 24 (See also ‘‘Treasury 
Stock” 
Ultra vires contracts, 24 
Underwriting, 208 
Vice-president, 203 
Voting, 
Cumulative, 31, 194 
Stockholders, 31, 193 


“Capital 


Corpus, 


Fiduciary transactions as to, 1059 


CorrRELATION, 746-753 


Form, 751 
Coefficient, 
Probable error of, 753 
Defined, 746 
Pearson’s coefficient, 746 
Tables, 747, 748, 750, 752 


CORRESPONDENCE, 


Business, 970-972 
Filing, 966-970 
Manual, 971 


Cest, 


‘Actual, basis for valuation, 441, 1372 
Average estimated, 624 


Basis, 595 
Inventory valuation, 371-373, 682 


Turnover, 367 
Valuation, 447 
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Cost—(Continued) 


Budget, 624 
Burden, 

Standard, 625 
Classification of , 594 
Collection, 453 
Construction, 448, 1195 
Cumulative, 

Working capital requirements, 815 
Defined, 

Under income tax, 512 
Depreciation, 474, 491, 493-496, 611 
Determined by selling price, 636 
Direct, 595 

Control of, 641 
Elements of, 594 
Engineering, 

Depreciation charges, 533 
Foremen’s use of, 639-644 
Indirect, 595, 639 
Inventories, 454, 682 
Items added to make, 682 
Labor standards, 624 
Labor, use of, 642 
Marginal, 1393-1395 

Form, 1394 
Material standard, 624 
Material, use of, 643 
Reproduction, 

Bases for valuation, 442 

Railroad valuation basis, 1203 
Returned goods, 644 
Sales reports, 643, 644 
Standard, 

Advantages, 627 

Defined, 624 

Final disposition, 627 

Posting, 627 

Service ability, 627 

Terminology, 624 
Storage, 383 
True, 441, 1372 
Unit, 636 
Use of, 638 
Value vs, 437, 808 

Cost AccouNnTING, 
Burden, 608-616 (For 

“Burden’’) 

Burden account, 597 
Control account, 596 
Cost reports, 638 
Cost sheets, 

Forms, 630, 631 
Defective material, 607 \ 
Defined, 594 
Departmentization, 597-599 
Depreciation, 491 
Expense account, 597 
Interest during construction, 448 1195 
Inventory, 606 
Labor, 616-621 
Material account, 597 
National association of cost accountants, 

1342-1354 
Pay-roll account, 597 
Pay-rolls, 621- 623 
Production and cost record, 

Form, 634 
Public utilities, 

Interstate Commerce 

regulations, 1195 


details see 


Commission 
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Cost AccounTiIna—(Continued) 
Purchase methods, 599-601 
Forms, 600, 601 
Receiving methods, 602 
Scrap material, 607 
Standard costs, 624-627 
Stock records, 603 
Storage charges, 608 
Stores system, 602-608 
Work in process account, 597 
Cost AccounTING DEPARTMENT, 1003 
Cost orn MARKET, 
Inventory valuation, 369, 373-374 
Investment valuation, 454 
Cosr Systems, 628-635 
Advantages, 635-638 
Class type, 632 
Normal production and, 637 
Operation type, 633 
Forms, 634 
Process type, 635 
Product type, 629 
Special-order type, 628 
Forms, 630, 631 
Types of, 628 
CouUNSEL, CoRPORATE, 204 
Coupon Bonps, 251 
Audit, 872 
Clipped by bank, 894 
Interest paid in cash, 257 
Register, 253, 257 
Forms, 252, 254, 255 
Coupons, 
Unredeemed, 695 
CrepIt, 
Auditing, 678 
Bank, 801, 904 
Classes of, 904 
Customers’, audit, 700 
Department, 989 
Files, 893 
Information sources, 
Attorney reporters, 933 
Form, 932-933, 934 
Bank as, 905, 933 
Bradstreet's, 915 
Forms, 919-920, 922 
Corporation manuals, 936 
Dun’s, 915 
Forms, 917-918, 921 
Foreign interchange bureau, 927 
Forms, 928-930 
Interchange bureaus, 922 
Form, 926 
Mercantile agencies, 905, 915 
Oral investigations, 932 
Publications, 936 
Reciprocal service, 933 
Form, 931 
Salesmen, 935 
Trade credit bureaus, 921 
Forms, 923, 924-925 
Traveling credit representatives, 935 
Investment, 904 
Law, 944 
Mercantile, 904, 915 
Personal, 904-912 
Ratings, 920 
Bradstreet’s form, 922 
Dun’s form, 921 
Relation to accounting, 898 


Crepit—(Continued) 
Reports, 
Bradstreet, form, 919-920 
Dun, form, 917-918 
Reference clearance bureau, 
Forms, 906, 908-911 
Retail, 904-912 
Return of matérial to storerooms, 604 
Risk, 915 
Trade, 801 
CrepiT EXTENSION, 
Good-will valuation, 586 
Mercantile, 915 
Reports for, 398 
Retail, 904-912 
Forms, 906, 908, 909, 910, 911 
Crepit, InstrRuMENTS, 898-904 
Bank acceptance, 901 
Bills of San BER: 900 
Bonds, 8 
Capital ak shares, 900 
Checks, 900 
Drafts, 900 
Letters of credit, 903 
Open account or book credit, 898 
Promissory notes, 899 
Trade acceptances, 901-903 
Form, 902 
Warehouse receipts, 901 
CREDITORS, 
Deposits from, 691 
Index of, 1493 
Partnerships, 64 
Petition in bankruptey, 1022 
Form, 1022 
Rights, 1026 
Secured, 1029 
Statements, audit of, 690 
Crops, 
Sale of, 81 
CuseE Root, 
Computation of finding, 183 
CurRRENCY, 
Defined, 1376 
Customer's Accounts, 
Accounting department for, 1004 
Phan tel Accounts RECEIVABLE, 674+ 


Cusromers Durins, 1547 
CycLe or Lirn, 475 


D 


Damaaes (See ‘‘Claims’’) 
Data, 
Auditor’s knowledge of, 648 
Dats, 
Average, 150 
Balance sheet, 332 
Equated, 153 
Datine Macuine, 1262 
DEBENTURE Bonps, 207, 805 
DeEsitT, 
Balances, 691 
Desir AND CREDIT, 
Asset account, 1421 
Control accounts payable, 1459 
Control accounts receivable, 1458 
Liability account, 1421 
Proprietorship accounts, 1423 
Rules, 142i 


INDEX 


Dest (See also “Bad Debts," “‘Bank- 
Tuptcy’’) 
Discharged in bankruptcy, 
Written contract for, 11 
Paid by fiduciary, 1084 
Petition in bankruptcy, 1009 
Form, 1010-1021 
DecerASED, 
Notice of dishonor for, 52 
Partner, 65 
DecEDEN?T’s Estate (See ‘‘Fiduciaries’’) 
Deep or Trust, 803 
After-acquired-property clause, 803 
Granting clause, 803 
Preamble, 803 
To establish sinking fund, 264 
De Facto, Corporations, 23 
Liability of stockholders, 23 
DEFAULT, 
Notice of, guaranty and suretyship, 87 
DerecTivE MATERIAL, 
Cost accounting, 607 
DereRRED CHARGES, 1503 
Adjustment of entries, 1447 
Audit, 688 
Balance sheet items, 1426 
Defined, 688, 1448, 1499 
Discount on stock and bonds, 337 
Organization expenses, 337 
Prepaid expenses, 653, 688 
Renewals as, 448 
DEFERRED CHARGES TO OPERATION, 
Valuation of assets on basis of, 449, 456 
DEFERRED MAINTENANCE, 475 
DEFINITIONS, 1509-1544 
De Jurp, CoRPORATIONS, 23 
DELIVERY, 
Sales, 82 
DELIVERY EQUIPMENT, 
Valuation, 459 
DEMAND AND Suppuy, 1388 
Forms, 1389, 1394 
Tables, 1388, 1391, 1392, 1393 
DEPARTMENTAL STATEMENT, 
Burden, 616 
Form, 615 
DEPARTMENTAL TRANSACTIONS, 699 
DEPARTMENTALIZATION, 597-599 
DEPLETION, 
Fair market value, 462, 520 
Income tax regulations, 461, 519 
Mines, 461 
Theory, 519 
Valuation, 520 
Deposits, 
From creditors, 
Audit of, 691 
Under special contract, 
Auditing, 677 
D®BPRECIATION, 
Accounting, 478-496 
Adjusiment of entries, 448 
For valuation, 450 
Income tax regulations, 516 
Interest as a factor, 482 
Principles, 478-480 
Reserves vs. funds, 480 
Accrued, 5 
Railroad accounts, 555 
Actual, 450 
Form, 449 
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DEPRECIATION—(Continued) © 

Amortization, 475 
Audit, 686 
Automobiles, 521 
Average life, 476 
Balance sheet items, 483 
Banks, 521 
Base, 476 : 
Betterments and additions, 522 
Boilers, 522 
Bois d’are, 522 
Bottle manufacturers, 522 
Bridges, 522 
Buildings, 523-526 

Bank, 522 

Discontinued, 514 

Removed or destroyed, 516 
Burden distribution, 491, 493-496, 611 
Casualties, 475 
Cement industry, 525 
Classification of, 471 
Commencement of, 513 
Composite, 471 
Copyrights, 513 
Cost accounting, 474, 491 
Curve, form, 477 . 
Cycle of life, 475 
Deferred maintenance, 475 
Defined, 1366 
Determination of, 

Income tax regulations, 511 
Drawings, 514 . 
Earned, 475 
Efficiency and, 478 
Electric plants, 529-531 
Electric railways, 531 

Rolling stock, 557 
pean ee manufacturing industry, 527- 


Electrotypes, 533 
Element of cost, 474 
Engineering costs, 533 
Engines, 533 
Envelope manufacturers, 533 
Equipment, 
Mines, 546-548 
Railroads, 555 
Errors in estimating, 512 
Fair, 450 
Farm property, 514 
Functional, 472 
Fund, 480, 483, (See also below under 
“Reserves’’) 
Furniture and fixtures, 521, 534, 538 
Gas plants, 534 
Gas wells, 535 
Glassware industry, 535 
Good-will, 536-580 
Grading of roads, 537 
Gross estimate of, 474 
Hardware manufacturers, 537 
Horses, 538 
Hotels, 538 
Ice industry, 539 
Idle time, 492 
Inadequacy, 472 
Income statement item on, 342 
Income tax regulations, 508-521, 1594 
Inventories, 454 
Tron industry, 545 
Label manufacturers, 539 
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DEPRECIATION— (Continued) : 
Laboratory apparatus and appliances, 
540 
Land, 540 
Leaseholds, 541 
Lumber, 541 
Machinery, 541-545 
Maintenance vs., 474 
Masonry, 546 
Methods, 
Annuity, 504-507 
Form, 506 
Tables, 505, 507 
Equal annual method, 505-507 
Form, 506 
Table, 507 
Production, 507-508 
, Reducing balance, 498-500, 512 
Form, 499 
Table, 500 
Sinking fund, 500-503 
Forms, 501, 503 
Tables, 502 
Straight-line, 496-498, 512 
Form, 497 
Zable, 498 
Mine equipment, 546-548 
Miscellaneous, 548 
Normal, 475 
Overtime, 492 
Paper mills, 550 
Patents, 513, 550 
Patterns, 514, 551 
Pipes, 551 
Plant ledger, 484-491 
Forms, 488-490 
Power plants, 552 
Printing plants, 552 
Property discontinued, 514 
Property removed or destroyed, 516 
Public utilities, 552, 1189 
Cost new less depreciation valuation, 
1205 
Radium, 553 
Railroads, 553-556 
Rolling stock, 557 
Rates (See also under name of specific 
asset ) 
Public utilities, 440 
Revision of, 513 
Treasury department, 513 
Varying for same property, 513 
Real estate, 540 
Repairs and replacements, 522 
Repairs vs., 474 
Reproduction cost less, 443 
Reserves, 480 
Account, 1424 
Audit, 663 
Diversion of, 517 
Dividends charged against, 517 
For land values, 334 
In valuation, 441, 446 
Income tax procedure, 516 
Public utilities, 1189 
Replacement, 472 
Reservoirs, 556 
Retail business, 556 
Rolling stock, 557 
Salvage, 475 
Sawmills, 557 


eS 


INDEX 


DEPRECIATION—(Continued) 
Scrap, 475, 516 
Securities, shrinkage in value, 516 
Ship building, 557-559 
Ships, 559-561 
Chart showing, 560 
Steam plants, 567 
Street railways, 
Rolling stock, 557 
Supersession, 475 
Table (See “‘Tables, Depreciation’’) 
Telephone companies, 561 
Terminology, 483 
Theoretical, 450 
Form, 449 
Time basis for, 473 
Turbines, 561 
Uncevered, 476 
Unearned, 475 
Unit, 471 
United States Treasury policies, 511 
Valuation for capitalization, inclusion 
of, 442 : 
Value of asset, 450, 1424 
Income tax regulations, 512 
Water works, 563 
DeErariLEeD AvpiT, 647 
DEVELOPMENTAL VALUE, 1205 
DEVIATION, 
Average, 732 
Tables, 732, 733, 734 
Standard, 734 
Tables, 735, 736 
Diacrams (See “Graphic Charts’’) 
Dictatine Macuinss, 1256 
Direcrors or Corporations, 28-30, 201 
By-laws regulating, 200 
Contracts, 29 
Control of surplus by, 287 
Dividends declared by, 28, 195 
Duties, 29, 202 
Interlocking directorates, 212 
Liabilities, 29, 202 
Meetings, 
Call for, form, 224 
First, 201 
Minutes of, form, 224-226 
Number of, 22 
Powers, 28, 201, 202 
Qualifications, 28 
Removal of, 30, 202 
Hesopnaons authorizing contract, form, 
Rees to open bank account, form, 
95 
Responsibilities, 29, 202 
Vacancies on board, 202 
Discount (See also ‘‘Rediscount’’) 
Accrued, bank accounting, 886 
Form, 885 
Bank, 865 
Computation, 179 
Time table for, 178 
Bond, 
Accounting, 253, 256, 260-264 
Computation, 127 
Defined, 260 
Valuation, 337 
Cash, 
Income from, 701 
Inventory valuation, 382, 682 


INDEX 


Discount—(Continued) 


Cash—(Continued) 
On income statement, 342 
Voucher treatment, 1494 
Compound, 117 
Interest on, 883 
Negotiable instrument purchased at, 
Right of holder, 45 
Register, 868 
Stock, valuation, 337 
Trade, 
Computation, 180 
On income statement, 342 
True, 179 
Valuation, 382, 682 


D1sHONORED ITeEMs, 451 
DisPERSION, 730-738 


Form, 731 
Average deviation, 732 
Tables, 732, 733, 734 
Decil method, 370 
Defined, 730 
Measures of, 730 
Probable error, 737 
Quartile measure, 736 
Standard deviation, 734 
Tables, 735, 736 
Tables, 730, 732-736 


DissoLuTion, $54 (See also ‘‘Bankruptcy’’) 


Corporation, 205 
Partnership, 64, 1467 
Good-will, 583 


DISsTRAINT, CoLLECTIONS or Tax By, 1583 
DIvIDENDS, 


Accounting, 313-318 
Set off against stock subscriptions, 251 
Bank, accounting, 881 
Bankruptcy, 1031 
Belonging to corpus or income, 1059 
Bonds, 196 
By-laws regulating, 200 
Cash, 195, 249 
Charged against depreciation reserves, 


lont¢e 
Checks, 196 
Entries, 249 
Classification of, 315 
Cumulative, 794 
Entries, 251 
Declared, 
Methods of, 28, 195, 249 
Declared and unpaid, 
Balance sheet entries, 318 
Defined, 27, 195 
Depreciation reserves set up before pay- 
ment of, 517 
Dividend book, 
Entries, 250 
Payment by mail, 249 
Personal payment, form, 250 
Foreign, 
Income tax information, 1615 
Income tax, ownership certificate, 1608 
Impairment of net worth by, 313-315 
Income from, 
Audit, 700, 701 
Income tax information returns, 1603 
Interim, entries, 251 
Liabilities, 338 
Limitations upon payments, 313 
Mining companies, 334° 
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DivwENDs—(Continued) 
Nature of, 249 
Notice, 
Forms, 229 
Paid, 249 
Audit, 696 
By mail, form, 249 
Out of capital, 313-315 
Out of no-par stock, 314 
Out of surplus, 304, 313-318 
Personal payment, form, 250 
Policies, 315, 318 
Preferred stock, 794, 798 
Property, 196 
Property of stockholders, 28 
Rights to, 28 
Scrip, 196, 251 
Sources of, 313-315 
Special, entries, 251 
Stock, 28, 196 
Entries, 251 
To whom payable, 28, 195 
Unclaimed, 696 
DocuMENTARY Bi31zs, 1413 
DovustruL AccounNTs, 
Adjustment of entries for, 1448 
Drarts, 
Form, 888 
Bank, 178 
Collection, 937 
Commercial, 177 
Credit instrument, 900 
Demand, 1410 
Sale of, accounting, 1417 
Sight, 900, 1410 
Time, 900, 1410 
Drawines (See 


etc.) 
Don, R. G. & Co., 915 
Ratings, form, 921 
Report form, 917-918 
Dup.icatTine Macuings, 1271 
Duress, 
Contract entered under, 13 
Negotiable instrument entered under, 45 


E 


Earnina Power, 335 
Basis of capitalization, 808 
EARNINGS, 
Average good-will based on, 573 
Good-will based on excess, 568 
Gross, ratio of to sales, 326 
Economics, 
Arbitrage, 1396 
Capital, accounting for, 1363 
Costs, true and income, 1372 
Defined, 1360 
Exchange, 1368 
Income, accounting for, 1365 
Index numbers, 1385-1388 
Interest, 1397 
Interest rate, 1372 
Labor, 1401-1404 
Form, 1402 
Marginal cost, 1393-1395 
Form, 1394 
Money, 1360 
Monetary systems, 1384 
Purchasing power of, 1376-1284 


“Patterns, Drawings,” 
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Economics—(Continued) 
Monopoly, 1396 
Price levels, 1376-1384 
Prices, 1360, 1361 
Production, 1368 
Property, 1362 
Rent. 1398-1401 
Form, 1399 
Sperula on 1397 
ot and demand, 1388-1396 
‘orms, 1389, 1394 
Tables, 1388, 1391, 1392, 1393 
Transportation, 1368 
Value, 1361 
Wealth, 1360 
EFFIciENcy, 
Depreciation and, 478 
Evectric PLANTs, 
Depreciation rates, 529-531 
Evecrric Raibways, 
Depreciation rates, 531 
Interstate Commerce Commission's 
classification of accounts, 429 
Rolling stock, depreciation rates, 557 
ELeEctTrRicaL MANUFACTURING INDUSTRY, 
Depreciation rates, 527-529 
ELECTROTYPES, 
Depreciation charges, 533 
EMBLEMENTS, 
Sale of, 81 
EmINEnT Domain, 
Good-will under seizure by, 589 
EmpiLoyees (See also “Labor,” 
Employees’’) 
Audit of accounts receivable, 678 
EMPLOYERS, 
Income tax information returns, 1605 
EMPLOYMENT DEPARTMENT, 
Records, 978 
EmpLtoyMent Manacer, 974 
Enemies, ALIEN, 
Contracts by, 6 
ENGINEERING Costs, 
Depreciation charges, 533 
ENGINES, 
Depreciation rates, 533 
EneuisH Money, 166 
EnvreLopp MANUFACTURERS, 
Depreciation rates, 533 
Equa InstaLMENT Meruop, 
Bond discount and premium, 261 
EQuieMENT AND MACHINERY, 
Audit, 662, 685 
Cost of rearranging, 459 
Depreciation rates, 541-545 
Periodic revision of, 459 
Discarded, 699 
Mines, depreciation rates, 546-548 
Railroad, depreciation, 555 
Valuation, 334, 458 
For classification of accounts, 420 
EqureMEN’ ‘| Rust Bonps, 804 
Entries, 257 
Errors, AccountTinGe, ADJustrop THROUGH 
SurpLus ACCOUNT, 288, 313 
Probable, 737 
Of coefficient of correlatio , 753 
Esroppex., 
Agency by, 68 
Insurance contract, 79 


“Office 


INDEX 


EstoppEL—(Continued) 
Partnership by, 61 
Sale by, 8 
Eruics, PROFESSIONAL, 1334 
EvouutTion, 182 
EXAMINATIONS, 
Membership to American Institute o} 
Accountants, 1335-1342 
Excess Prorits Tax, 1551 
EXCHANGE (Bee also ‘‘Foreign Exchange’? 
Checks, 176 
Defined, 176, 1377 
Domestic, 887 
Draft, 177 
Equation of, 1377-1381 
Form, 1379 
Money orders, 176 
Express, 177 
Postal, 176 
Telegraphic, 177 
Negotiable instrument, 35 
Theory of, 1368 
EXxEcuTED CoNnTRACTS, 4 
By insane person, 6 
EXEcUTIVE, 
Use of audits, 395 
Executor (See ‘‘Fiduciary’’) 
EXxercutTory ConTracts, 4 
EXPENDITURES, 
Accounting, 447 
Capital, 447 
Maintenance, valuation, 448 
Municipal, 1248-1253 
Revenue, 447 
Expense ACCOUNT, 
Bank, 882 
Control, 597, 639 
Current, depreciation charges of banks 
against, 521 
Salesmen’s, 994 
Sinking fund, 265 
EXPENSES, 
Accrued, 
Balance sheet item, 1426 
Bank accounting, 886 
Audit, 653, 688, 701-705 
Capital, 447 
Classification of accounts, 42% 
Distribution, 613 
Fixed property, 
Ratio of, to fixed property invest 
ments, 326 
Interest accrued, 1499 
Maintenance, 447 
Municipal, 1237-1240 
Forms, 1234 
Organization, 447 
Paid by fiduciary 1084 
Partners, reimbursement for. 63 
Prepaid, 653, 688 
Public utilities, equatization of, 1194 
Ratio of, to sales 326 
Statements, 638 
Form, 640 
Traveling, audit, 703 
EXPpLoitaTION, 850-853 
Express CHARGES, 


Audit, 704 
Express ComMPANIEs, 
Interstate Commerce Commission’; 


classification of sccounts, 429 


INDEX 


Express Contracts, 3 
Express Money OrpeEr, 177 
Express TRUSTS, 
Organization under, 190 
Ex-Ricuts, Stock, 827 


F 
Factor, 
Accounting, 1472-1476 
Defined, 1472 
Factory LepGeEr, 
Elimination of, 616 
Factory MaNnaGEMENT, 1276-1321 (See 
also ‘‘Organization’’) 
Departmentalization, 597-599 
Equipment control, 1292-1294 
Forms, 1293, 1295 
Labor control, 1294-1315 
Forms, 1294-1315 
Machine operation analysis and control, 
1308-1315 
Forms, 1310-1312 
Material control, 1280-1291, 1285-1287 
Forms, 1282-1284, 1288-1290, 1291- 
1292 
Motion study, 1309 
Organization, types of, 1278-1280 
Forms, 1279, 1280, 1281 
Time records, 1294-1303 
Forms, 1296-1302 
Time study, 1305-1315 
Form, 1312 
Wage-payment plans, 1315-1321 


Famvures (See ‘Bankruptcy,’’ ‘‘Insol- 
vency’’) 

Far Marker Vauur (See also ‘Market 
Value’’) 


Depletion charges, 462, 520 
Farm Property, 
Depreciation, 514 
Frprrat RESERVE Banks, 
Depreciation, 521 
Rediscounting, 881 
FreprRAL RESERVE BOARD, 
Balance sheet, 332 
Form, 330-331 
Depreciation charges, 521 
Income statement, form, 339 
Inventory audit memorandum, 390-392 
Report form, 407 
FrprraL RESERVE System, 864 
Bank reserves, 862 
FrprraLt TRADE COMMISSION, 
Inventory audit certificates, investiga- 
tion of, 390 
Fres, 
Attorney’s, 
Negotiable instrument, 34 
Audit, 695, 705 
Corporate, 22 
Legal, 692 
FIDUCIARY, 
Accounting, 
Accruals, computing, 1061 
Administrators, 1065 
‘Amortization of bond discount and 
premium, 1085 
Assignees, 1087 
Betterments, 
ments, 1083 


repairs and _ replace- 
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Fipuciary—(Continued) 
Accounting—(Continued) 

Books, 1065-1067 

Cash basis, 1087  — 

Cash investment, 1083 

Charges against corpus, 1060 

Charges against income, 1060 

Closing of books, 1064, 1077-1081 

Commission of personal representa- 
tive, 1081 

Commission of trustee, 1085 

Corpus statement, 1079 

Debts of decedent, 1072 

Diary, 1067 

Distribution, decree of, 1081 

Distribution of cash and other assets, 
1073 

Entries before appraisal, 1070 

Executor’s, 1064, 1067 

Expenses, 1084 

Expenses against income, 1073 

Expenses of personal representative, 
1081 

Final, 1079 

Form of, 1062 

Guardians, 1087 

Income, 1072 

Income statement, 1080 

Income tax, 1064 

Inheritance taxes, 1074 

Interest on bank account, 1085 

—~ Inventory, 1063, 1070 

Liabilities, 1063 

Losses of income, 1072 

ioe and sale of a going business, 


¢ 


Partnership interests, 1076 
Paying off encumbrances, 1084 
Payments on legacies, 1073 
Preparing to close books, 1077 
Principles, 1064 
Realization account, 1068 
Form, 1069 
Receipts and disbursements, 1084 
Receivers, 1087 
(For details see ‘“‘Receivers’’) 
Sale of assets, 1083 
Schedules, 1086 
Statutory requirements, 1061 
Summary for final accounting, 1062 
Synoptic journal, 1065 
Form, 1066 
Trial balance, 1077 
Trust fund passing by will, 1085 
Trustee, 1081-1087 
Trustee’s reports, 1086 
Valuations, 1086 
Administrators, 1058 
Contracts must be in writing, 10 
Corpus, 1059 
Decedent’s estate, 
Inventory of, 1061 
Deductions from corpus and income, 
1060 
Executor, 1058 
Income, 1059 
Income tax, 
Information returns, 1606 
Ownership certificates, 1612 
Money, 1377 
Obligations to account, 1058 
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Fmuctary—(Continued) FINANCING, 
Personal representative, 1058 Corporate, 206-208 
Accounting, 1061-1070 Expenses, 


Relationship, 1058 
Remainderman, 1058 
Reports for, £00 
Tenant or beneficiary, 1058 
Trustee, 

Testamentary, 1058, 1081-1087 
Fiuine, 
Audit working papers, 660 
Credit data, 893 
Office methods, 966 
Prospects, 993 
Reports, 414 
Systems, 968 
Tariff rates, 985 
Transferring, 970 
Visible index, 1274 


FINANCE, 


Relation of accounting to, 788 
FINANCE CorPoRATIONS, 
Working capital requirements, 818 


FINanciaL Pian, 809-814 


Corporate combinations, 811-814 
Illustration, 810-814 


Financia, STanpaRDS (See “Standards, 


Financial’’) 


FINANCIAL STaTEMENTS (See also ‘‘Audits,”’ 


“Balance Sheet,’’ ‘Income State- 
ment’) 

Consolidated, 
Illustrated, 1121-1164 
Income tax regulations, 1090-1093 
Principles, 1116 

Cost accounting and, 638 

False, 84 

Function of, 320 

Partner’s right to examine, 62 

Principles of, 1425 
Form, 1427 

Ratios, 320-327 

Forms, 322, 324, 32: 
Cost of borrowed Hea 326 
Cost of total capital employed, 326 
Expenses to sales, 326 
Fixed property expenses 
property investments, 326 

Gross earnings to sales, 326 
Operating profit to s: ales, 326 
Orereing profits to total capital used, 


to fixed 


Surplus net profits to net worth, 323 
Surplus net profits to sale, 323 
Turnover of total assets, 327 
Turnover on fixed property invest- 
ment, 327 
Working capital, 327 
Requirements of management, 320 


FINANCIAL SraTIstics, 


Barometrics, 784 
Fig. 785 
Business cycles, 784 
Comparative records, 779 
External, 784 
Internal, 779-784 
Operating and financial, 779 
Table, 779 
Sales, 779-784 
Tables, 780-784 


Classification of accounts, 421 
FrxisHep Goops (See ‘‘Goods, Finished’’] 
Fire InsuRANCE (See “Insurance, Fire’’) 
Fiscau OFFIcER, 


Indorsement of negotiable instrument, 43 


Frxep Carirat, 814 

Requirements, 814 
Fixtures (See ‘Furniture and Fixtures”’) 
PIO SB. ss 
Fo.tow-up Sysrrems, 

Collections, 914, 943 
Foorinas, 

Verification, 657 
Forecastine Business, 784 
ForEIGN Accounts, 

Audit, 672, 692 
Foreign Brancu, 

Accounting, 1481-1485 

Foreign exchange (See 

change’’) 

Foreign selling agents, 1484 

Profit and loss statement, 

Form, 1485 
Trial balance, 1482 
Form, 1483 
Foreign 'CoRPORATIONS (See 
tions, Foreign’’) 
Forrian ExcHance, 887-889 

Accounting, 1415-1417, 1481 

Position sheets, 1417 

Arbitrage, 1412 

Triangular, 1413 

Audit, 692 

Bank ‘deposit balances, 1407 

Bank with accounts held abroad, 887 

Bank with no account abroad, 887 

Bill of exchange, 

Form, 1406 
Branch office accounting, 1481-1484 
Form, 1483 

Cable transfers, 1410 

Cash held in foreign branches, 451 

Defined, 1406 

Demand draft on sight bill, 1410 

Documentary bills, 1413 

Draft, form, 888 

Future delivery, 1409 

Gold points, 1408 

Imports and exports, 1412-1415 

Par exchange, 1406 

Rates, 

Depreciated paper money, 1408 
Fluctuations in, 1407 
Pegging, 1409 
Relation of, in two markets, 1411 
Spread in, 1411 
Reserves for fluctuations, 1482 
Sale of, 
Accounting, 1417 
Spot delivery, 1409 
Time bill, 1410 
Purchase of, 1417 
Trial balance, conversion of, 1482 
Form, 1483 
Foreign TRADE (See ‘ ‘Foreign Exchange,’ 
“Imports and Exports’’) 
ForreMeEn, 
Cost data used by, 639 


“Foreign Ex- 


“Corpora 


INDEX 


Forms, 
Municipal. 
Control of, 1242 
Accounting, 
Selection of, 1176-1178 
FRANCHISE Tax, 1548 
FRANCHISES, 
Valuation, 467 
Public utilities, 1205 
Fravp, 850 
Against third person, 9 
Detection of, 705 
In contracts, 12 
Income tax, 1602 
Sale of goods obtained by, 83 
Statutes of, 10, 82 
FREIGHT CHARGES, 
Audits, 691, 704 
Inventory cost, part of, 378, 682 
FREQUENCY SERins, 719, 767-772 
Form, 767-772 
Table, 769 
FuNpD AND APPROPRIATION Accounts, 1211 
Funps (See also ‘‘Depreciation Fund,’ 
“Redemption Fund,’ ‘‘Reserves,”’ 
“Sinking Fund’) 
Accounting procedure, 1496-1499 
In custody of officers and employees, 670 
In custody of others, 672 
Municipal, 1208 
Theory of, 1496 
FURNITURE AND FIXTURES, 
Audit, 653, 685 
Bank accounting, 872 
Depreciation charges and rates, 521, 534 
Hotels, 538 
Office, 960, 1271 
Valuation, 335, 458, 459 
Furur® DELIVERY, 
Contracts, 
Audit, 695 
Purchase commitments, 682 
Sales orders, 682 


G 


GARNISHMENT, 945 
Gas PLANTS, 

Depreciation rates, 5384 
Gas WELLS, 

Depreciation rates, 535 
Geometric Mnran, 724 
GLASSWARE INDUSTRY, 

Depreciation rates, 535 
Guossary, 1509-1544 
GoinG VALUE, 586-588, 1205 

Form, 588 
Goop- WiLL, 

Accounting, 585 

Appreciation, 585, 586 

Audit, 687 

Balance sheet item, 585, 586, 591 

Basis of cupitalization, 809 

Common stock issued for value of, in 

consolidations, 581 

Consolidated account, 

Adjustment of, 308 
Defined, 566 
Depreciation, 536, 585 

Writing down, 580 
Elements of, 567 
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Goov-Wi1Lt—(Continued) 
Liquor dealers, 
Valuation, 573, 579 
Nature of, 567 
Obsolescence, 
Treasury regulations, 579 
Partnership, 
Admission of partners, 583 
Dissolution, 65, 583 
Incorporation of, 584 
Valuation, 570, 583-585 
Purchase and sale of, 588 
Secret reserve created by writing off, 58£ 
Subsidiary company, 1117 
Valuation, 270, 335, 567, 568-581 
Accounting procedure, 585 
Actual figures, 589 
As at March, 1913, 576 
Average earnings, 573 
Balance sheet for credit purposes, 586 
Business abandoned, 573 
Chain stores, 569 
Charts, 571 
Computation, 575, 576 
Consolidations, 581 
Corporation, 572 
Excess earning basis, 568 
Factors in, 576-578 
Going concern value, 586-588 
Form, 588 
Illustration, 570-572 
Insurable interest, 586 
Managerial service, 570 
Names, personal or institutional, 569 
Net investment, 568 
Number of years’ purchase price, 569 
Obsolescence, 579, 585 
Partnership, 570, 583 
Patents, 585 
Public utilities, 586-588 
Form, 588 
Rate of return on common stock, 576 
Rate of return on investment, 569, 
576, 578 
Rate of return on prefemed stock, 576 
Seizure under right of eminent do- 
main, 589 
Sinking-fund method of writing off, 580 
Speculative, 586 
Trade-marked goods, 573, 576 
Trade-names, 569, 5 
Treasury regulations, 572-575, 579, 586 
Turnover related to, 585 
When required, 568 
Writing down, 580 
Vendor and vendee of, 589 
Goops, 
Finished, 
Accounting department for, 1003 
Audit, 679 
Inventory valuation, 379, 454, 682 
In process, 
Audit, 681 
Inventory valuation, 378, 454 
Under contract, valuation of, 382 
In transit, 
Inventory valuation, 383 
Not received, 
Advance payments, 383 
On consignment, : 
Inventory valuation, 380 
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Goops—(Continued) 
On hand sold for future delivery, 
Valuation, 682 
Returned, 
Audit, 678, 700 
Gravina or Roaps, 
Depreciation, 537 
GRAIN, 
Table of weights, 163 
GrapuHic CHARTS, 
Abscissa, 763 
Diagrams, 753-762 
Fig. 754, 756-762 
Table, 755 
Frequency series, 767-772 
Fig. 767-772 
Table, 769 
Graphs, 763-778 
Fig. 763-778 
Historical series, 772 


ig. 
Ordinate, 763 
Paper for, 754 
Ratio charts, 773-778 
Fig. 773-778 
GresHam’s Law, 1384 
Gross INcoME, 
Deductions from, 302-303, 341 
On income statements, 338-341 
GUARANTEED Bonps, 
Accounting, 256 
Interest on, 259 
GUARANTY AND SURETYSHIP, 
Contracts, 86 
Contracts must be written, 10 
Distinctions between guaranty 
suretyship, 86 
Guarantors and sureties, 
Discharge of, 87 
Liabilities of, 87 
Rights of, 87 
Guaranty, 
Defined, 85 
Elements of, 85 
Requisites of, 85 
Notice of default, 87 
Partnership, 64 
Suretyship, 
Defined, 86 
Elements of, 86 
Validity of surety’s obligation, 86 
Tests of, 85 
GUARDIAN (See ‘‘Fiduciary’’) 


H 


HarpWwarRE MANUFACTURERS, 
Depreciation rates, 537 
Harvard SysTEM oF 
ReEeTAIL GROCERS, 
Income statement, form, 301 
Heres, 
Of deceased partner, 65 
Hisroricat Sprips CHarts, 772 
Fig. 772 
History or AccountTIne, 1324-1326 
Hoxpine Company, 209, 790 
Defined, 1093 
Illustration, 1097 
Taxation, state, 4550 


AccouNTSs 


INDEX 


and 


FOR 


Horszs, 
Depreciation rates, 538 
Valuation, 459 
Horets, 
Depreciation rates, 538 
HusBAND AND WIFE, 
Income tax returns, 1591 
Wife agent of husband, 68 
HyporHecaTEep Accounts (See ‘‘Lien'’’) 


I 


Icr INDUSTRY, 
Depreciation rates, 539 
IpLE EQuiIPMENT, 1292 
Form, 1295 
IpLE TIME, 
Depreciation rates, 492 
Determination of, 1303 
Form, 1304 
ImpuieD IN Fact, Contracts, 3 
ImpuieD IN Law, Contracts, 4 
Imports AND Exports, 
Commercial letters of credit, 1414 
Form, 1414 
Documentary bills, 1413 
Financing, 1412 
ImpROVEMENT Funps, Locat, 
Municipal accounting, 1227 
In-anpb-Out Carp, WEEKLY, 616 
INADEQUACY, 
Determination of, 472 
Not mentioned in income tax, 519 
Reason for, 4 
Income, (See also “Net Income,” ‘Gross 
Income’”’) 
Accounting, 1365 
Adjustment of accrued ‘entries, 1447 
Interactions, 1368-1372 
Tables, 1370, 1378 
Accrued. 
Adjustment of entries, 1447 
Audit, 699-701 
Capital increment, 508 
Costs and, 1372 
Defined, 508, 1368 
Defined under income tax laws, 1619 
Determining correct, 698 
Economic, 1368, 1369 
Fiduciary accounting, 1059, 1072 
From amounts previously charged off, 


From capital, forms of, 1400 
From cash discounts, 701 
From dividends, 700, 701 
From interest, 700 
From rent, 701 
Municipal, 1241-1247 
Taken out, 1373 
Income Account, 
Bank, 882 
Relationships shown in by classification 
of accounts, 419 
Sinking fund, 265, 266 
entra: Prorir AND Loss STATEMENT, 
4 
Income Bonps, 805 
Interest on, 259 
INCOME STATEMENT, 1449, 1453 
Forms, 301, 302, 339, 340, 1454-1455 
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INCOME S1ATEMENT—(Continued) 
dierent of standard and actual costs, 
Analysis of, 338-343 
‘Appreciation, 342 
Bad debts, 341 
Comparative, 
Form, 302 
Consolidated, 
Working papers illustrated, 1143-1164 
Deductions from, 341 
Depreciation, 342 
Discount, 342 
Federal Reserve Board, Fig. 339 
Foreign branch, form, 1485 
Functions of, 321 
Gross income, 
Deductions from, 341 
Gross sales, 340 
Net income, 
Deductions from, 341 
Net sales, 341 
Operating and financial statistics to 
support, 779 
Profit, 
From sale of capital assets, 342 
Interdepartmental, 342 
Percentage computations based on 
sales, 342 
Public utilities, 
. C. C. classification of items of, 1188 
Ratios, 321 
Receiver’s, 297 
Form, 1054 
Surplus, 341 
Terminology, 300, 338-341 
IncoME Tax, 1550-1622 
Administration of tax, 1553-1562 
Affiliated companies, 
Claim for credit, 1589 
Information returns, 1605 
Agent, collecting, 
Foreign items, 1614 
Ownership certificates, 1609 
Agent, paying, 
Foreign items, 1614 
Agreement form, 1571-1573 
Aliens, 
Claims for refund, 1593 
Withholding agents, 1606 
Appeal, proof of, 1597 
Assessment, 1562-1576 
Agreement form, 1571-1573 
Amortization claim, 1568 
Final determination, 1570, 1573 
Interest on increase, 1570 
Notice of increase, 1563, 1565, 1566, 
1569 
Payment in case of error, 1578 
Preliminary hearing, 1565 
Protest and appeal, 1566 
Form, 1567 
Time limits, 1566-1569 
Attorney, 
Claim for refund, 1592 
Attorneys and agents, 1555 
Banks, ownership, certificates, 1609, 1613 
Bonds, 
Foreign, 1614 
Interest due prior to Mar. 1, 1913, 
1620 
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Income Tax— (Continued) 
Bonds—(Continued) 
Interest, information at source, 1604, 
1607-1616 
No tax-free covenant, 1620 
Tax-free covenant, 1616, 1617 
When tax is paid on tax-free covenant 
bonds, 1622 
Brokers’ information returns, 1603 
Bureau of Internal Revenue, 1553 
Calendar year, 
Information returns, 1604 
Change of organization, 1561 
Claim for abatement, 1569, 1573, 1574, 
1584-1591 
Claim for credit, 1587-1591 
Affiliated company, 1089 
Change of district, 1589 
Clearance not required, 1588 
Claim for refund, 1591-1602 
Aliens, 1593 
Attorney, 1592 
Bankrupt, 160 
Interest, 1599 
Procedure after suit, 1601 
Soldiers’ and sailors’ relief act, 1596 
Suit, 1596-1601 
Time limits, 1593-1597 
hen not required, 1592 
Claim 
Bang fide, 1585 
Bond required, 1585 
Rejection, 1586 
Reopening, 1596 
Collection, 
By distraint, 1583 
By lien, 1583 
By suit, 1582 
Collector, 
Examination, 1562 
Suit against, 1598 
Commissioner's duty, 1562 
Committee on Appeal and Review, 1554 
Consolidated returns, 1570 
Law of 1918, 1552 
Consolidated statements, 1090-1093 
Corporation, 
Claim for credit, 1591 
Cost defined under, 512 
Depletion, 519 
Depreciation allowance, 508-521 
Accounting iis 516 
Commencement of, 5 
Determination of, Bil 
Errors in estimating, 512 
Farmers, 514 
Property removed or destroyed, 514 
Rates, 513 
Revision of rates, 513 
Specific assets, 513-516 
Stocks and bonds, 516 
Treasury policy, 511 
Value to be depreciated, 51% 
Varying rates, 513 
Depreciation funds, procedure for, 516 
Determinable income defined, 1619 
Determination and assessment, 1562- 
1576 
Dividends, 
Foreign, 1615 
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Income Tax—(Continued) Income Tax—(Continued) 


Dividends—(Continued) 
Foreign, ownership certificate, 1608 
Information returns, 1603 
Employers’ information returns, 1605 
Evasion, 1575 
Examination and audit, 1562, 1569 
Excess profits tax, 1551 
Fiduciary, 
Accounts, 1064 
Information return, 1606 
Ownership certificates, 1612 
Fixed income, defined, 1619 
Foreign corporation, 
Resident, 1620 
Foreign items, 1614 
License required for collecting, 1614 
Foreign loans, 1621 


‘orms, 
(734 M), 1571 


(843), 1585, 1587, 1588, 1591, 1601, 


1620 n. 
(1000), 1608-1612, 1615, 1616, 1620 
(1001), 1608, 1610-1612, 1620, 1622 
(1001 A), 1609, 1615, 1622 
(1010), 1614 
(1012), 1605, 1610, 1616, 1622 
(1013), 1605, 1616, 1622 
(1017), 1614 
(1040), 1606 
(1040 A), 1588, 1606 
(1041), 1606 
(1042), 1605, 1606 


(1065), 1606 
(1078, Revised), 1619 
apes 1620 n. 
1087, Revised), 1613 
(1096), 1604-1607, 1609 
(1096 A), 1615, 1616, 1622 
(1096 we mele 1622 
(1098) 
(1099); 1604- 1607, 1609 
Fraud, 1602 
Good-will valuation, 572-575, 379, 585 
Historical, 1550 
Husband and wife, 1591 
Income defined, 508 
Determinable income, 1619 
Fixed income, 1619 
Income Tax Unit, 1558 
Organization chart, 1559 
Information at the source, 1602-1607 
Monthly and annual returns, 1604 
Ownership certificate, 1607-1616 
Penalties, 1607 
ere not required, 1607 
Interest, 1570, 1577, 1586, 1587, 1599 
Interpretation by treasury, 1560 
Laws, 508-511 


Liquidation of corporation, 1577, 1586, 


Litigation, 
Case reopened, 1573, 1574, 1600 
Claim for refund, 1596-1602 
Collection by suit, 1582 
When case not reopened, 1602 


Losses, income tax, 1587 
Municipalities, information returns, 1607 
Obsolescence, 518 
Ownership certificates, 1607-1616 
Bank, 1609, 1613 
Collecting agent, 1609 
Correction of, 1612 
Fiduciary, 1612 
Foreign dividends, 1608 
Foreign items, 1614 
Joint owners, 1612 
Substitute certificates, 1611 
Partnership, 
Alien members, 1621 
Claim for credit, 1590 
Information returns, 1606 
Payment of tax, 1576-1581 
Actions to restrain, 1581 
Extension of date, 1579 
Instalments, 1576 
Media, 1578 
Overpayment, 1587, 1594 
Receipt for, 1580 
Under protest, 1580 
Payment of tax at source (See below 
under ‘‘Withholding’’) 
Penalties, 1586 
Improperly collected, 1599, 1601 
Information returns, 1607 
Penalties and taxes, compromise, 1583 
Power of attorney, 1558 
Form, 1558 
Claim for refund, 1592 
Receivers, 1577, 1578, 1586, 1602 
Refunds, 
Appropriations for paying, 1601 
Claim for (See above, ‘‘Claims for 
refund’’) 
Reserves for, 286 
Returns, 1602-1607 
Affiliated companies, 1605 
Brokers, 1603 
Calendar year, 1604 
Consolidated, 1093 
Municipal, 1607 
Partnership, 1606 
Penalties for failure to file, 1607 
Withholding, 1616-1622 
Stockholders’ suits, 1582 
Surtaxes, law of 1918, 1552 
Tenants, information returns, 1605 
Time limits, 
Assessment, 1566-1569 
Claim for refund, 1593-1597 
Payment, 1579 
Suit, 1582 
Treasury regulations, 1560 
U. S. government employees, informa- 
tion returns, 1604 
U. S. obligations, no ownership certifi- 
cate, 1615 
Valuation, 
Fair market value, 520 
Mines, 462 
Withholding, 1605, 1606, 1616-1622 
Exemption from, 1619 
Foreign loans, 1621 
Partnership alien members, 1621 
Ownership certificate, 1610 
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Income Tax—(Continued) 

Withholding agent, 1618, 1622 

Alien’s, 1606 

Liable for deductible taxes, 1621 

Monthly and annual returns, 1621 
INCOMPETENTS, 

Contracts by, 5 
INCORPORATION, 

Agreement, 

Form, 273 

Articles of, 21 

Certificate of, 21 

Partnership, 270-280, (See also ‘‘Part- 

nership’’) 

Proprietorship, 280-282 
INCORPORATION Fern, 1548 
INCORPORATOR, 

Who may be, 22 
INCREMENT, CapiTat, 508 
INDEBTEDNESS, 

Funding floating, in reorganization, 858 
Inprex Numsers, 725-729, 1385 

Averages, 729 

Construction of, 725, 726 

Defined, 725 

General purpose, 726 

Prices, 727 

Form, 728 

Special purpose, 726 

Tables, 725, 726 
INDEXING, 

Audit working papers, 661 

Mechanical, 1262 

Supplies, 1271 
INDORSEMENT (See “Negotiable Instru- 

ments’’) 
Typorsine Macuine, 1272 
INHERITANCE Tax, 1547 

Fiduciary accounting, 1074 
INSANE PERSONS, 

Contracts by, 5 
INSOLVENCY (See also ‘‘Bankruptecy”’) 

Assignee, 1034 

Assignments, 1034 

Causes of, 854, 1032 

Composition, 854 

Defined, 853, 1031 

Dissolution, 854 

Distinguished from bankruptcy, 853, 

1008, 1031 

Economic, 853 

Financial or technical, 853 

Procedure, 854 

When preferred to bankruptcy, 1034 

Receiver in, 855 

Reorganization, 856 

Statistics, 853 
InspecTION Recorps, 1289-1291 

Form, 1291, 1292 
INSTALLATION oF AcCOUNTING SysrEms, 
1166-1179 
Agreement between client and account- 
ant, 1166 

Forms to be used, 1176 

Objectives of a system, 1174 

Preparatory investigation, 1166-1174 

Accounting procedure, 1170-1174 
Buildings and plans, 1168 
Methods of client, 1168 

Nature of business, 1167 

Office procedure, 1170-1174 


INSTALLATION oF AccounTING SystpmMs— 

(Continued) 

Preparatory investigation—( Continued) 

Personnel of client, 1168 

Study of, 1174 
Procedure, 1175 
Purpose of plan, 1166 
System report, 1178 

InstaLMENT PayMENTS, 
Audit, 678, 685 
Bond subscription, entries, 256 
Capital stock, 241 

Entries, form, 242 
Discounter of, 

Working capital requirements, 818 
Income tax payments by, 1576 
Negotiable instruments, 34 
Valuation, 453 
Working capital affected by, 817 

INSTITUTIONS, 
Audits for, 401 
INSTRUCTIONS, 
Cards, 1313 
Form, 1314 : 
Office manual, 980-984 
INSURANCE, 
Adequate, 704 
Burden distribution, 611 
Business, to maintain good-will, 586 
Conceaiment avoids the contract, 78 
Contract, 78 

Elements of, 77 
Defined, 77 
Fire, 

Amount paid by insurer, computation 

Burden distribution, 611 

Defined, 174 

Premium, computation of, 176 

Short rate scale for computing pre- 

miums, 175 
Indemnity contract, 77 
Insurable interest, 77 
Law, 77-80 
Liability, burden distribution, 611 
Marine, 79 

Averages, 79 

Coinsurance, 79 
Premiums, audit, 653, 688, 703 
Proof of loss, 80 
Property under bailment, 76 
Relation of insurer and insured, 78 
Representation, 78 
Subrogation, 80 
Waiver and estoppel, 79 ° 
Warranty, 79 

INSURANCE CoMPANIES, 
Reserves, audit, 694 
Taxation, state, 1549 
INTENTIONS, 
Expressed are binding, 12 
INTERCHANGE CreEpIT BurEAvs, 922 
Report form, 926 
InTERCOMPANY TRANSACTIONS, 699 
INTEREST, ' 
Accounting adjustment of entries, 1447 
Accrued, 1373-1375 
Adjustment of entries, 1447 
Bank accounting, 884 
Form, 885 
Bank accounting, 882-884 
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InTEREST—(Continued) 
Bank deposits, 861, 883 
Basis of, 1397 
Bonds, 804, 883 
Accounting, 253, 256, 257-260 
Accrued, 256, 257, 458 
From date of issue, 256 
Guaranteed bonds, 259 
How paid, 257 
Income bonds, 259 
Income tax procedure, 1570, Toki; 
1586, 1587, 1599 
Nominal and effective rate methods, 
157, 260 
Two or more issues outstanding, 258 
Compound, 
Computation of, 115 
Summary, 118 
Definition, 112 
Depreciation factor, 482 
Discount, 883 
Compound, 117 
During construction, 808 
Investment account, 1195 
Valuation of, 444 
Expense item, 1499 
Function of, 1397 
Income from, 
Audit, 700 
Bank balances, 700 
Investments, 700 
Loans, 700 
Income tax, 1570, 1577, 1586, 1587, 1599 
Income tax claim for refund, 1599 
Notes, 882 
Notes receivable, 453 
Paid, audit, 688, 703 
Partial payments, computation of, 113 
Partner’s share, 
Partnership accounting, 1469 
Present worth, 117 
Savings banks, 884 
Simple, computation of, 112 : 
Sinking und, accounting entries, 265,/1498 
InTEREST RATE, 
Bonds, nominal and effective, 157, 260 
Defined, 1372 
Table, 1374 
Determination of, 1398 
Legal, of various states, 127 
Mines, 464 
Negotiable instrument, 40 
Return on investment, 566 
Interest Tastes (See also “Tables’’) 
Compound interest, 132-135 
Five per cent, 129-130 
Present worth, . 
Compound interest, 136-139 
Six per cent, 131 
Use of, 116 
Interim DivipENps, 251 
INTERSTATE ComMERCE Act, 208, 427, 1185 
INTERSTATE COMMERCE COMMISSION, 
Administration of accounting regula- 
tions, 1196 
Bureau of statistics and accounts, 428 
Classification of accounts, 418, 427-430 
Jurisdiction of, 1184. 
Sinking fund regulstions, 765 
Inventory (See also ‘Stores System’) 
Forms, 347, 348, 349, 35V- 351, 353 
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InventToRY— (Continued) 
Accounts, 387-389 
. Adjustment of, through surplus ac- 
count, 313 
‘Closing, 388 
Controlling, 359 
Entries, 387, 388 
Affiliated companies, 
Profits in, 377 
Assets, fixed, 382 
Audit, 653, 664, 679-683 
Tests of extensions, 680 
ae of quantities and amounts, 
6 
Auditors’ responsibilities, 389-391 
Balance sheet items, 389 
Cash discount, 382, 682 
Certificates, 681 
Chart, 354 
Classification, 355, 357 
Form, 358 
Consignments, 380 
Containers, returnable, 380 
Control, 359-366, 602-608 
Organization for, 354, 360 
Standardization and specifications, 363 
Costs, 454 
Adjustment, 607 
Carrying charges, 359 
Depreciation, 454 
Estate, by fiduciary, 1063, 1070 
Examination for audit, 682 
Federal Reserve Board memorandum, 
390-392 
Federal Trade Commission, investiga- 
tion by, 390 
Fiduciary accounting, 1063, 1070 
Finished goods, 379, 454, 682 
Goods in process, 378, 454, 681 
Goods in process under contract, 382 
Goods in transit, 383 
Goods not received, advance payments 
on, 383 
Goods on hand sold for future delivery, 


682 
Liens on, 377, 681 
Manufacturers, 
Different types of, 381 
Valuation, 378-383, 454 
Mark-up, percentage of, 376 
Ordering new materials, 353 
Ordering point, 352, 360-363, 608, 1285 
Forms, 362 
Perpetual, 347 
Form, 285 
Prices, audit, 680 
Pricing, 356, 454 
Protéedure, 346 
Profits, interdepartmental, 382 
Purchase commitments, 383, 682 
Quantity audit, 679 
Raw material, 
Audit, 679 
Valuation, 378, 454 
Receivers, 289 
Records, 346-359 
Forms, 347-351, 353, 385, 386 
Advantages, 352 
Audit, 681 
Bin tag, 347 
Forms, 347, 348 
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InVENTORY— (Continued) 
Records—(Continued) 
Checking up, 356 
Discrepancies and adjustments, 353 
Invoice, 346 
Loose-leaf and card, 352 
Merchandise stock book, 348 
Forms, 349, 350 
Order to stock material, form, 353 
Purchase requisition, 346 
Requisition, 346, 356, 604 
Forms, 357 
Stores requisition, 356, 604 
Form, 357 
Repair material, 380 
Reserves, 370 
For depreciation of inventories, 371 
Retail business, valuation, 375 
Running totals, 353 
Sales orders for future delivery, 682 
Scrap material, 379 
Sheets, use of in audit, 681 
Statement, 644 
Stock records, 346-359 
Stockroom, 346 
Arrangement of, 364-366 
Storage costs, 383 
Stores system, a 359 
Supplies, 380, 682 
Symbol system, 357- 359, 426 
Form, 358 
Tag, 384 
Form, 385 
Taking, 384-387 
Form, 385, 386 
Auditor’s knowledge of, 679 
Stores, 606 
Turnover, 366-369 
Good-will and, 585 
Upkeep, 355 
Valuation, 312, 337, 369-383, 453, 682 
Base stock basis, 375 
Basis of, 369 
Cost basis, 371-373, 682 
Cost or market, 369, 373-374, 682 
Freight and storage costs, 378, 682 
Gross profit test, 375 
Receiver’s, 1036, 1038 
Selling price basis, 374 
Work in process, 379 
Records, 1287 
Form, 1288 
Investicavions or A Bustvnss, 819-822 
INVESTMENT ASSOCIATIONS, 824 
INVESTMENT COMPANIES, 
Taxation, state, 1549 
INVESTMENTS (See also ‘ ‘Bonds,’ ie Capital 
Stock,” ‘‘Mortgages,’’ “‘Securities’’) 
Audit, 653, 683 
Balance sheet items, 1426 
Basis of value, 808 
Carried on margin, 
Valuation, 455 
Credit, 904 
Fixed, 
Ratio of, to fixed property expenses, 
326 


Turnover on, 327 
Valuation, 457 
Interest, 700 
Net, valuation, 568 


INVESTMENTS— (Continued) 
Original, distinguished from surplus, 303 
Partnership, 
Determining average, 1469 
Interest on, 1469 
Purchase of company’s own securities 
for sinking fund, 266 
Return on (See ‘‘Return on Investment’’) 
Sinking fund, 266 
Valuation, 458 
Temporary, valuation, 454 
Valuation, 336, 454-458 
Investors, CuasseEs or, 824 
Invoicez, 346 
Form, 600, 601 
Accounting department for, 1004 
Anticipation on, computation of, 184 
Municipal, 1245, 1249 
Purchase, 1431 
Verification, 699 
INVOLUTION, 182 
Tron INDUSTRY, 
Depreciation rates, 545 
Irems Lerr at Bank FOR COLLECTION 
AND Deposit, 451 
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Jos ANA.ysis, 1309 
Forms, 1310, 1311 

Office, 974 
JoInT ParTiEs, 

Notice of dishonor sent tio, 52 
Joint-Stock Company, 190, 789, 1466 
JoInT VENTURES, 

Accounts payable, 691 
JOURNAL, 

Audit, 654 

Bank, 867 

Cash, 1429, 1433 

Form, 1432-1434 
Cash purchases, 1434 
Columnar, 1434 
Form, 1435 
Discount on purchase and sales, 1435 
Over account, 1434 
Short account, 1434 
Summary forms, 1464 
Entries, 1429 
Form, 1429 

General summary, form, 1463 

Ledger folio column, 1431 

Modern analytical, 1435 

Form, 1436 
Posting from, 1431 
Purchase, 1430 
Form, 1430 
Departmental, forms, 1432 
Evolution of, 1486 
Extraneous items, 1465 
Sales, 1430, 1433 
Summary, form, 1462 
Synoptic, 1065 


“ 


Form, 1066 

JOURNAL OF ACCOUNTANCY, 1327 

JOURNAL | VOUCHER (See  ‘Voucner 
Journal’’) 


JUDGMENT NOTES, 
Negotiability of, 36 
JUDGMENTS, 
Audit, 695 
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LaBet MANUFACTURERS, 
Depreciation rates, 539 
Lasor, 
Control accounts, 597 
Control of, 1294-1315 
Cost accounting, 616-621 
Costs, use of, 642 
Economics of, 1401-1404 
Job analysis, 1309 
Forms, 1310, 1311 
Loaned workers, accounting for, 617 
Machine operation analysis, 1303, 1308- 
1315 
Records, 616-621 
Forms, 618-620 
Bonus or premium cards, 617 
Bonus or premium report card, 617 
Form, 620 
Instruction cards, 1313 
Form, 1314 
Late, absent and overtime reports, 617 
Time cards, 617, 621 
Forms, 618-620 
Weekly in-and-out cards, 616 
Short operations, accounting for, 621 
Standards, 624 
Supply, 1402 
Form, 1402 
Time records, 1294-1303 
Forms, 1296-1302 
Time study, 1305-1315 
Form, 1312 
Wages, 1315-21 
Charts, 1319, 1321 
Tables, 1316-18 
Lasoratory APPARATUS AND APPLIANCES, 
Depreciation rates, 540 
LanpD, 
Audit, 662, 684 
Depreciation, 540 
Donated, 460 
Table of measurement, 169 
Used vs. unused, 460 
Valuation, 460 
Market value bases, 445 
Latirupe, 167 
Law (For detailed index see under specific 
names, as “‘Agency,’’ ‘“Bankruptcy,”’ 
etc.) 
Agency, 66-74 
Bad check, 945 
Bailments, 74-77 
Bankruptcy, 1008-1031 
Contracts, 3-17 
Corporations, 18-33 
Credits and collections, 944 
Guaranty and suretyship, 85-87 
Income tax, 508-511, 1425-1500 
Insurance, 77-80 
Negotiable instruments, 33-60 
Partnership, 60-66 
Sales, 80-84 
Uniform negotiable instruments, 33-60 
Uniform sales act, 944 
LEASEHOLDS, 
Audit, 664, 685 
Depreciation or amortization, 541 
Royalties, valuation of, 456 
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LrasEHOLps—(Continued) 
Tenant’s income tax return, 1605 
Valuation, 334, 466 

Lepcer, 1436-1445 
Account, 1436 

Form, 1436 
Balance, 1436 
Classification of, 1437-1440 
Interpretation of data, 1445 
Nominal, 1436 
Real, 1436 
Transfer from preceding page, 1445 
Accounts receivable, 
Municipal, 1247 
Accruals, 1447 
Adjustment, 1447 
Analysis, 658 
Appropriation, municipal, 1234 
Asset account, 1437 
Balancing, 1445 
Form, 1446 
ank, 
Bond, 870 
Depositor’s, 873 
Forms, 871, 874 
General, 868, 882 
Liability, 869 
Bindings, 1445 
Capital stock, audit, 696 
Deferred charge, 1447 
Expense, 
Municipal, 1240 
Form, 1237 
General, 
Audit, 654 
Municipal, 1218 
Trial balance in report, 402 
Liability account, 1437 
Operating, municipal, 1238 
Form, 1239 
Periodic work on, 1445 
Plant, 484-491 
Forms, 488, 490 
Elimination of, 616 
Posting machines, 1264-1267 
Profit and loss account, 1449 
Property, municipal, 1234 
Rulings, 1445 
Forms, 1441-1444 
Salaries, adjustment of entries, 1447 
Stock, 236, 237 
Form, 238 
Postings, 236 
Subscriptions, 236, 238, 240 
Transfer, postings from, 236 
Stonxes; 
Classification of, 359 
Municipal, 1240 
Subsidiary, 1440 
ond, 870 
Municipal, 1234-1241 
Self-balancing, 1460 
Trial balance, 1445 
Form, 1446 
Wages, adjustment of entries, 1447 
Luycau Frss, 
Audit, 692 
LErtTers,: 
Collection, 913, 937 
Forms, 939, 940, 941 
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Lerters or CREpIT, 
Bank accounting, 879 
Form, 880 
Commercial, 1414 
Form, 1414 
Credit instrument, 903 
Liasmity LepcEr, 
Bank, 869 
LIABILITIES, 
Account, 
Balance of account, 1437 
Debit and credit, 1421 
Debit and credit applied to, 1426 
Payable, 338 
Accrued, audit, 654, 691 
Audit, 694, 695 
Banks, 873, 881 
Bonded indebtedness, 337 
Classification of accounts, 422 
Contigent, 338 
Audit, 694 
Current, 337 
Balance sheet items, 1426 
Ratio of cash resources to, 834 
Daily statement, 
Form, 398 
Deferred, 338 
Dividends, 338 
Fiduciary accounts, 1063 
Fixed, 337 
Debit and credit to account of, 1426 
Mortgages, 338 
Notes payable, 338 
Receiver’s, 1037 
Taxes accrued, 338 
Vs. capital by partners, 1470 
LIcENSER, 
Defined, 67 
Licenses, MunIcIPAL, 1243 
Lien, 
Bailee’s, 76 
Collection of income tax by, 1583 
Hypothecated, 677, 705 
On inventory, 681 f 
On negotiable instrument, when consti- 
tutes holder for value, 41 
Unpaid seller’s, 85, 944 
LicHT AND VENTILATION, 
Office, 963 
LIQUIDATION, 
Accounts, 
Realization and liquidation, 1045-1048 
Form, 1050-1051 
Income tax procedure, 1577, 1586, 1602 
Preferred stockholder’s rights, 795 
Liquor DEALER, 
Good-will, valuation of, 573, 579 
Loans (See also ‘Capital, Borrowed’’) 
Bank, 801-803, 861, 862, 865 
Loan denartment, 893 
Call, 863 
Foreign, income tax, 1621 
Interest from, 700 
On accounts receivable, 677 
Partnership, 62 
Trading on the equity, 806 
LoaN RearsteEr, 868 
Valuation, 337-338 
LoGarITHMs, 
Defined, 91 
Finding logarithm of a number, 93 


Locaritams—(Continued) 
Finding number of a logarithm, 94 
Finding powers and roots of numbers, 95 
Mantissa, 93 
Principle of, 91 
Tabies, es 
Five place, 96-112 
Use of, 116 
The characteristic, 92 
The logarithm, 92 
Use of, 91 
Long-Term Srcunritins, 803 
LonerrupE, 167 
Lossss, 
Fire, 80 
Income tax regulations, 1587 
Valuation of, 452 
LuMBER, 
Depreciation rates, 541 
Table of measurements, 169 


M 


Macuinre-Hour Rate Mrrsop or Bur- 

DEN DistRiBuTION, 614 

Macuini OPErarions, 
Allowable delays, 1313 
Standardization, 1309-1315 

Form, 1312 

Macuine Rares, 
Determination of, 1292 

Form, 1293 

Macuinr Raters Mernop or Burpen 

DistTRIBurion, 614 

MAcHINrry AND EQuipMENT, 
Control, 1292-1294 

Forms, 1293, 1295 
Idle time control, 1292 

Form, 1295 
Maintenance records, 1294 
Office (See ‘‘Office Appliances’’) 

Mat, 

Handling, 964 
Interdepartmental, 965 
Machines for, 1268 

Notice of dishonor sent by, 52 

MAINTENANCE, 

Deferred, 475 
Depreciation vs., 474 
Expenses, 447 

Mates Iron Inpustry, 
Depreciation rates, 545 

MANAGEMENT, 

Cost accounting and, 635 
Defined, 1276 
Development of, 1276 
Reports, 414-416 
Scientific table, 1277 

MANAGER OF CoRPORATION, GENERAL, 203 

MANAGERIAL SERVICES, 
Good-will based on, 570 

Manrtissa, LoGARITHMIC, 93 

MANUFACTURES, 
By-products, 

Inventory valuations, 381 
Depreciation base, 476 
Inventory, 

Valuation, 378-383, 454 
Joint products, 

Inventory valuation, 381 
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ManvuracturEs—(Continued) 
Major products, 
Inventory valuation, 381 
Turnover in, 368 
MaRINE INSURANCE, 
Averages, 79 
Coinsurance, 80 
Law, 79 
MaRK-UP, 
Percentage, inventory, 376 
Market Basis, 
Inventory valuation, 373 
Marker Vauue (See also ‘Fair Market 
Value’’) 
Public utilities, 445 
MarRIAGE, 
Agreements against, 9 3 
Written contract, when required, 11 
MASONRY, 
Depreciation rates, 546 
MASSACHUSETTS, Pen. 
Board of Railway Commissioners, 
Uniform classification of accounts, 432 
Classification of accounts for public 
utilities, 1198-1202 
Massacuusrrrs Trust, 790 
MATERIAL CONTROL, 1280-1291 
Inspection records, 1289-1291 
Form, 1291, 1292 
Receiving records, 1282 
Forms, 1282, 1283, 1284 
Stores records, 1284-1287 
Forms, 1285, 1286, 1287 
Work in process, 1287-1289 
Forms, 1288, 1290 
MATERIAL ConTROL DEPARTMENT, 602-608 
MatTeErIAL STANDARD Costs, 624 
M®8aSUREMENTS, 
Cubic, 163 
Metric, 169 
Dry, 163 
Equivalents, English and metric, 170 
Linear, 163 
Metric, 169 
Liquid, 163 
Metric, 169 
Paper, 167 
Public lands, 168 
Square, 163 
Metric, 169 
Units, 167 
Mepran, Tun, 722 
Table, 724 
MEETINGS, 
Corporate, 31, 200, 201 
By-laws regulating, 200 
Minutes of, form, 227 
Notice of, form, 226 
Directors, 201 
Call for, form, 224 
Minutes of, form, 224-226 
Stockholders, 31, 200, 201 
Call for, form, 221 
Minutes, form, 221 
MEMORANDUM, 
‘As sales contract, 82 
MensuraTIon, 171 
MercantiLe AGENcIES, 905, 915 
MercaNTILP CoLLEecTions, 936-944 
MERCANTILE Crepit, 904, 915 


INDEX 


MeprcuHanpiss Account, 

Adjustment, 1449 

Of inventory entries, 1449 

Debit and credit, 1424, 1426 
Mercers (See also ‘‘Combinations, Corpo- 

rate,’’ ‘‘Consolidations’’) 

Defined, 1093 

Tllustration, 1096 
Merric TaBies, 169 

Equivalents, 170 
MINERAL LANDS, 

Valuation, 334 
MINERALS, 

Valuation, 463 
MINES, 

Depletion, 461, 519 

Depreciation, 546-548 

Royalties, valuation, 456 

Valuation, 460-466 

Computation, 155 

Hoskold’s table, 465 

Interest rate, 464 

Present value method, 462, 463 

Tables, 465 

Segregation of minerals, 463 

Value at given date, 464 
MrinineG ComPANIss, 

Reserves, 334 
Mrnor, 

Contracts by, 5 

Indorsement of negotiable instrument 

by, 41 
Mrvority INTERESTS, 

Consolidated balance sheet, 1104-1106 
Minority StockHoxpErRs, 194 
MINUTES, 

Audit, 655, 663, 705 

Stockholders’ first meeting, 

Form, 221-224 
MisMANAGEMENT, 850 
MISTAKE, 

In contracts, 11 

Of fact, 11 

Of law, 12 
Mrxrp Accounts, 

Debit and credit, 1424 
MNEMONIC SYMBOLS, 426 
Mops, Tue, 721 / 

Table, 721 : 

Money, 2 

Bimetalism, 1384 

Defined, 1360, 1376 

Gresham’s law, 1384 

Kinds of, 1376 

Paper, depreciated, 1408 

Purchasing power of, 1376-1384 

Forms, 1379, 1382 

Tables, 

English, 166 

Foreign coin, 164 

United States, 166 
Money ORDERS, 

Express, 177 

Postal, 176 

Telegraphic, 177 

Table of charges, 177 
Mownopo.y, 1396 
Monrtus, Days or, 166 
Moopy’s MAnvats, 936 
Moraxs, 3 
Agreement against good, 9 


INDEX 


MortTeaaes, 
Ee nens distinguished from, 75 
Closed, 
Lisbilitics 338 
Audit, 693 
Limited open-end, 803 
Nature of, 803 
Open-end, 803 
Morrtaace Bonps, 804 
Motion Stupy, 1309 
MonicipaL ACCOUNTING, 
Accounts payable register, 1234, 1253 
Form, 1236 
Accounts receivable, 1247 
Balance sheet, 
Capital fund, form, 1233 
Consolidated. general, por, 1228-1229 
Fund group, 1218, 122: 
General fund, form, 1332 
Certificates, 1244 
Closing entries, 1253 
Expenditures, 1248-1253 
Authorization for, 1248 
Registers as bases for total, 1252 


Expenses, central and departmental 
records, 1 

Financial forms and stationary, 1242 

Funds, 1211 


Balance sheet, 1224 

Journal entries, 1224 

Operations in general fund, form, 1225 
General plan, 1 

Form, 1220 
Anvoices or bills, 1245, 1249 
Journal entries, fund accounting, 1224 
Ledger, 

Accounts receivable, 1247 

Appropriation, 1234 

Expense, 1240 

Form, 1239 
Operating, 1238 
Form, 1239 

Property, 1234 

Stores, 1240 

Subsidiary, 1234-1241 
Ledger accounts, 1218-1223 

Balance sheet, 1218 

Code, 1218 

Entries in, 1221 

Information to be presented in, 1219 
Licenses, 1243 
Local improvement funds, 1227 
Pay-rolls, 1250-1252 
Permits, 1243 
Proprietary and expense accounts, 1211 
Purchase order, 1248 

Register for, 1253 
Purchasing department, 1240 
Receipts, 1244 
Records, 1223 
Requirements, 1211 
Requisitions, 1248 
Revenues, 1241-1247 
Revenues and accounts receivable ledger, 

124 


Revenues receivable, 1245 
Forms, 1246 

Sinking funds, 1227 

Statement, 
Capital fund, 1226 
Cash, form, 1231 
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MonicipaL ccountTine—(Continued) 
Statement—(Continued) 
Fund, 1226 
Operating revenues and expense, form, 


Taxes, 1241 
Vouchers, 1252 
Mounicipaut BupaGer, 
Appropriation ledger, 1234 
Form, 1235, 1236 
Appropriation ordinance, 1213 
Determines tax rate, 1213 
Financial program of city, 1213 
Form, 1212, 1214, 1215, 1216 
Preparation of estimates, 1212 
MonicripaL Funps, 1208 
Capital, funds, 1210 
Classes of, 1209 
Establishment, use and operations, 1209 
General funds, 1210 
Sinking funds, 1210 
Special funds, 1210 
Trust funds, 1210 
MunIcipaAL GOVERNMENT, 
Functions of, 1208 
MUNICIPALITIES, 
Classification of accounts, 1213 
Income tax information returns, 1607 
Tax rate, 1213 
Mourva.ity oF ContrRACtT, 8 


N 


NAMES, 
Good-will valuation, 569 
Mispelled or wrong on endorsement, 43 
Partnership, 63 
After dissolution, 65 
NaTIONAL ASSOCIATION oF Cost Ac- 
COUNTANTS, 1342 
By-laws, 1344-1350 
Constitution, 1343 
Local chapters, 1350-1354 
NeHiGNAy, ASSOCIATION OF CREDIT Mun, 
9 


NationaLu AssociaTION oF PURCHASING 
AGENTS, 
Invoice form, 601 
Natrionat Banxkine System, 865 
NaTIonaL Banks, 
Notes, 879 
NationaL Retrait Dry Goops Assocra* 
TION, 
Inventory valuation system, 376 
NEGOTIABLE Bonn, 
Made non-negotiable, 60 
NEGOTIABLE INSTRUMENTS (See also ‘Bill 
of Exchange,’’ ‘‘Checks,"’ ‘‘Promissory 
Note’’) 
Acceptor, 
Liability of, 46 
Accommodation party, 
Liability of, 41 


gent, 

Liability, 40, 48, 73 

Signature, 40 
Alteration, 

Effect of, 54 

What constitutes, 54 
Attorney’s fees, 35 
Audit, 681 
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NEGOTIABLE INSTRUMENTS—(Continued) 
Bills of exchange, 33 
Cancellation by mistake, 54 
Characteristics, 33 
Classification, 33 
Collateral security deposited for, 36 
Consideration, 33, 37 
Holder for value, 41 
Want of, effect of, 41 
What constitutes, 41 
Continuation, 44 
Corporate notes, 
Forms, 231 
Date, 38 
Date omitted, 36 
Defective title, 45 
Defined, 33 
Delivery, 39 
By Berreny or qualified indorsement, 
4 


Without indorsement, 42 
Discharge (See also below under ‘‘Pay- 
ment’’) 
Cancellation by mistake, burden of 
proof, 54 
Holder, renunciation by, 54 
Methods of, 54 
Person secondarily liable, 54 
Right of party discharging, 54 
Dishonored by non-payment, 50 
Drawer, 
Liability of, 46 
Notice of dishonor given to, 51, 53 
When presentment not required to 
charge, 50 
Duress entered under, 45 
Exchange, 35, 41 
Filling blanks after delivery, 38 
Foreign language, 37 
Given for patent rights, 59 
Given for speculative consideration, 59 
Holder, 
Election of, 36 
Notice of dishonor by, 51 
Renunciation after discharge, 54 
Rights of, 44, 45 
Instrument issued in violation of 
law, 45 
Instruments purchased under par, 46 
Original defenses, when subject to, 


46 
‘ Stolen instrument, 45, 46 

Holder for value, 41 

Holder, in due course, 44 
Defect in instrument or title, notice 

of, 45 
Defect in instrument or title, what 
constitutes, 45 

Defined, 44 
Instrument purchased at discount, 45 
Not deemed, 44 
Notice before full amount paid, 44 
Who is deemed, 46 

Incomplete, 39 

Indorsement, 
Blank, 37, 42 
Blank changed to special, 4? 
By corporation, 41 
By default, 41 
Conditional, 43 
Defined, 42 


NEGOTIABLE INSTRUMENTS— (Continued) 


Indorsernent— (Continued) 
Fiscal officer, 43 
Kinds of, 42 
Must be of entire instrument, 42 
Name wrong or mispelled, 43 
Payable to bearer, 43 
Place of, 42, 43 
Qualified, 43 
Representative capacity, 43 
Restrictive, 42 
Right of indorsee of, 43 
Special, 42 
Striking out, 44 
Time of, presumption, 43 
Transfer without, 44 
With rubber stamp, 42 
Indorser, 
General, liability and warranty, 47 
Trregular, 47 
Notice of dishonor given to, 51, 53 
Officer of corporation, 47 
Partners, 47 
Presentment for payment, when not 
required to charge, 50 | 
When notice need not be given by, 53 
Who is deemed, 47 
Instalment payments, 34 
Interest rate, 40 
Judgment notes as, 36 
Language, 37 
Ambiguous, 39 
Liability, 
Of acceptor, 46 
Of accommodation party, 41 
Of agent, 40, 48 
Of broker, 48 
Of drawer, 46 
Of indorser (See above under ‘In 
dorser,’’ ‘‘Indorsements”’) 
Of maker, 46 
Lien on, 
When constitutes holder for value, 41 
Made by corporate officer, 45 
Maker, liability of, 46 
Marginal notes, 40 
Maturity due on Sunday or holiday, 50 
Maturity, time of, 50 
Negotiability, 33 
Negotiation, what constitutes, 42 
Notice of dishonor, 
Agent may give, 51 
Antecedent party, time for giving, 55 
Bank as agent, 51, 52 
By bank to customer, 51 
By’ whom given, 51 
Delay in giving, 51 
How excused, 53 
Delivery personally or by mail, 52 
Diligence in giving, 53 
Dispensed with, when, 53 
Drawer, when notice need not b 
given to, 53 
ue notice, when sender is deemed t 
have given, 52 
Form, 52 
Grarantors not required to receiv 


Holder giving notice, 51 
Mail, miscarried in, 52 
Misdescription of instrument, 52 
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NecorraBLe INSTRUMENTS— (Continued) 
Notice of dishonor—(Continwed) 
Non-acceptance, failure to give notice, 
53 


Non-acceptance notice given, notice 
on non-payment not required, 53 

Notary as agent, 51 

Party entitled thereto giving notice, 
effect, 51 

Past Office, deposited in, 52 

Protested, 54 

Sufficiency, 52 

Telephone, given over, 52 

Time within which notice must be 
sent, 52 

To bankrupt party, 52 

To dead party, 52 

To drawer, when need not be given to, 
53 

To indorser, when need not be given 
to, 

To joint parties, 52 

To parties residing in different places, 
52 


To parties residing in same place, 52 
To partners, 52 
To whom given, 51, 52 
Waiver of notice, 53 
Waiver of protest, 53 
When sent to, 53 
Omission affecting, 36 
Overdue, 37 
Partner's right to negotiate, 63 
Payable, 
At bank, 51 
On demand, 37 
Payee indicated but not named, 37 
To bearer, 37 
To bearer, indorsement of, 43 
To fictitious persons, 37 
To holder of office, 37 
To maker, 37 
To order, 37 
To specified person only, 37 
To two or more persons, indorsement 
of, 43 
To two persons, 37 
Payment, 34, (See also above under 
“Discharge’’ and below under 
“Presentment for Payment’’) 
Altered instrument, 54 
Dishonored by non-payment, 50 
How discharged, 54 
In due course, 51 
Kind of money, 37 
Out of particular funds, 35 
Party secondarily liable, 54 
Time of, 35, 37 
Unconditional, 35 
Place, 
Of making, 38 
Of indorsement, 42, 43 
Of presentment for payment, 49 
Possession of, 51 
Presentment for payment, 
Death of principal debtor, 49 
Delay in, 50 I 
Demand on principal debtor, 48 
Dispensed with, 50 
Drawer, when presentment not re- 
quired to charge, 50 
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NEGOTIABLE InsTRUMENTS—(Continued) 
Presentment for payment—(Continwed) 
Indorser, when presentment not re- 
quired to charge, 50 
Instrument to be exhibited, 49 
Joint debtors not partners, 50 
Necessary to charge the drawer and 
indorser, 48 
Not on demand, 48 
Partners, 49 
Payable at bank, 49 
Place of presentment, 49 
Sufficient presentment, 48 
Time of day, 49 
Time of maturity, 50 
Prior party negotiating, 44 
Promissory notes, 33 
Purchased under par, 46 
Requirements, 34 
Seal on, 36 
Signature, 34, 40 
Agent’s, 40 
Assumed name, 40 
Authority of agent, how shown, 40 
Descriptive term, 40 
Forged, 41 
Indorsement, 41 
Liability of agent, 40 
Presumption of consideration, 41 
Procuration, effect of, 40 
Trade name, 40 
Stolen, 39 
Holder's rights, 45, 46 
Sum, certainty as to, 34 
Time of making indorsement, 43 
Time of maturity, 50 
Transfer without indorsement, 44 
Undelivered, 39 
Uniform law, 33-60 
Value not stated, 36 
Value received, omission of words, 41 
Violation of law, issued in, 45 
Warranty by delivery or by qualified 
indorsement, 47 
Warranty, general indorser’s, 47 
Wording, 34 
Writing of, 34 
NEGOTIABLE INSTRUMENTS Law, 33-60 


NEGOTIATION, 
Defined, 42 


Net Incomn, 
Definitions, 300, 302, 303 
Determination of, 300-303 
On income statement, 341 


Net Prorir, 
Defined, 27 
Dividends paid from, 28 
Surplus, 
Ratio of, to net worth, 323 
Ratio of, to sales, 323 


Net Wort, 
As a measure of value, 808 
Return on, 323 
Statement of, 406 
Surplus and, 304 
Surplus and capital on balance sheet to 
show, 318 
New Business, 
Classification of accounts for, 422 
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New HAMPSHIRE, 
Classification of accounts for public 
utilities, 1198 
New York, 
Classification of accounts for public 
utilities, 1198, 1202 
New York Stare, 
Public Service Commission, 
Uniform classification of accounts, 432 
No-Par-Va.ue Stock, 193 
Audit, 697 
Certificate of, form, 221 
Dividends from, repurchase of, 314 
Dividends of, accounting entries, 251 
Entries, 245-247 
Legislation, 247 
Par-value changed to, 246 
Sale of, capital surplus from, 304, 313 
Stock dividends, entries, 251 i 
Surplus, treatment of, when no-par is 
employed, 246, 307 
Treasury stock, accounting treatment, 
247 
NorarraAL ACKNOWLEDGMENT, 
Form, 231 
Norary, 
As agent for, 51 
NovraTions, 
Audit working papers, 659 
Nortes, 
Judgment of, ; 
Negotiability of, 36 
Settlement of accounts, 942 
Short-term, 208-801 
Notes PayasBLe, 
Account, debit and credit, 1426 
Audit, 653, 689 
Liabilities, 338 
Voucher payable cancelled by, 1494 
Notes RECEIVABLE, 
Audit, 652, 668, 673 
Debit and credit, 1426 
Discounted, 674 
Interest on, 453 
On hand, 673 
Out for collection, 674 
Overdue, 674 
Record, 674 
Valuation, 336, 453 
Notice or DisHonor (See 
Instruments’’) 
Novation, 
Defined, 16 
Dissolution of partnership, 65 
NUMBERING MACHINE, 1262 
NuMbrRIc SysTEM, 422-426 


“Negotiable 


O 


OBSOLESCENCE, 
Determination of, 472 
Good-will, 573, 579 
Treasury regulations, 579 
Income tax regulations, 518 
Public utilities, 440, 442 
Reason for, 472 
OrFeER (See also ‘‘Contracts’’) 
Orricr AppLiANcEs, 961, 1256-1274 
Addressing and mailing machinery, 1268 
Autographic registers, 1258 
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Orricre APPLIANCES—(Continued) 
Billing machines, 1264-1267 
Bookkeeping machines, 1264-1267 
Cabinets, 1271 
Calculating machines, 1259-1261 
Card filing and finding, 1272 
Cash registers, 1258 
Cashiers, automatic, 1258 
Clips, 1273 
Copy holder, 1272 
Dating and numbering machines, 1262 
Desk organizers, 1271 
Dictating machines, 1256 
Duplicating machines, 1271 
Flexi file, 1272 
Furniture and fixtures, 1271 
Indexing supplies, 1271 
Indorsing machine, 1272 
Ledger posting machines, 1364-1267 
Paper fasteners, automatic, 1271 
Perforating machines, 1267 
Photostat, 1272 
Signagraph, 1272 
Slide rule, 1261 
Tabulating and sorting machines, 1262 
Telautograph, 1273 
Ticketograph, 1273 
Time recorders, 1261 
Type-writers, 1263 
Visible indexes, 1274 

OrricE EMPLOYEES, 
appre from, 974 

Blank, form, 976 
Interview records, form, 977 
Character analysis, 975 
Job analysis, 974 
Psychological tests, 975 
Records, 978 
Selection of, 973-978 
Training, 979 
Orrice HoupErR, 
Liability, 72 
Negotiable instrument payable to, 37 
Orrics MaNnuvat, 980, 984 
OFFICE ORGANIZATION, 
Accounting department, 1002-1006 
Chart, form, 957 
Advertising department, 999-1001 
Branch. offices, 994 
Report, form, 995 
Correspondence, 970-972 
Credit and collections, 989 
Departmental division, 954-957 
Form, 955, 956, 957 
Filing, 966-970 
Furniture, 960 
Interdepartmental communication, 965 
Job analysis questionnaire, 
Form, 956 
Layout, 958 
Light and ventilation, 963 
Location of office, 957 
Mail handling, 964 
Office manual, 980-984 
Purchasing department, 984 
Routing chart, form, 959 
Sales management, 990-999 
Stenographic work, 972 
Traffic department, 985-989 
Types of, 954 
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OrriceRs oF CoRPORATIONS, 30, 202 
Audit of accounts receivable, 678 
By-laws regulating, 200 
Liability as indorser of 

instrument, 47 
Negotiable instrument issued by, 45 
Signature on negotiable instrument, 40 

Oprrn Accounts, 

Credit instrument, 898 
OPENING ENTRIES, 
Controlling accounts, 1460 

Form, 1461 
Partnership, 1467 

OprrRaTING Statistics, 779 

Ora Contracts, 4 

Form, 10 

OrpiINATE, THE, 763 

ORGANIZATION (See also ‘‘Corporations,” 

“Factory Management,”’ ‘‘Joint Stock 

Company,” ‘‘Partnership,”’ ‘‘Pro- 

prietorship,” ‘Office organization’’) 
Auditor’s knowledge of client's, 649 
Bank (See ‘‘Bank’’) 
Chart, 1006 
Departmentalization, 597-599 
Expenses, 1448 
Functional type, 1278 

Form, 1278 
Internal check system, 649, 674, 676 
Line and staff type, 1279 

Form, 1281 
Military or line type, 1278 

Form, 1279 
Reports, 414-416 
Stores system, 602-608 
Types of, 788, 1278-1280 

ORGANIZATION EXPENSES, 
Capital stock issued in payment for, 248 
Valuation, 337, 447, 468 

OVERDRAFTS, BANK, 875 

OveErRHEAD (See “Burden’’) 


negotiable 


OVERTIME, | 
Depreciation rates, 492 
P 
PAPER, 


Graphic, 754 

Sizes and weights, 1176-1178 

Table of measurements, 167 

Used for audits, 405 

Paper MILs, 

Depreciation rates, 550 

Par Excuanep, 1406 
Par Vaturt (See also 
Stock’’) 

Capital stock, 22, 791 
Entries, 235 
Original issue, 26 

Increase or decrease in, 25 

Parity VALUE, 
Stock rights, 826 
Parou Contracts, 4 
Form, 10 
Partners (See also ‘‘Partnership’’) 

Actions against partners, 63 

Agent, acts as, 68 i x 

Alien members, income tax withholding 
requirements, 1621 

Arbitration, compulsory, 64 

Capital shares, 62 


“No-Par-Value 
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ParTNERS— (Continued) 
Conflict of interests, 63 
Examination of books of account, 62 
Examination of statements, 62 
General, 189 
Interest of, 62 
Interest on advances, 62 
Kinds of, 1466 
Liability of, 62, 189 
Limited, 789 
Loans and advances, 62 
Management, 62 i 
Negotiable instrument, 
Authority to negotiate, 63 
Indorsers of, 47 
New, 583, 1472 
Notice of dishonor to, 52 
Notice of partner retiring, 65 
Partners’ status, 63 
Presentment of payment of negotiable 
instrument, 49 
Profit-sharing by, 63, 1468 
Reimbursement for expense by, 63 
Relations between, 61 
Retiring, liability of, 65 
Retirement or admission of, 64 
Salary and services of, 63 
Secret, 189, 1466 
Silent or dormant, 61, 189, 789, 1466 
Special or limited, 189 
Transactions prohibited, 63 
Trust relations between, 62 
ParTNERSHIP (See also ‘‘Partners’’) 
Accounting, 1465-1472 
Closing entries, 1471 
Dissolution, 1471 
Opening entries, 1467 
Profit-sharing, 1468-1470 
Articles of agreement, 189, 1466 
Bue and selling, contract implied, 63, 
il 
By estoppel, 61 
Capital contributions vs. loans, 1470 
Characteristics of, 60, 188, 789 
Contractual relations between partners, 
60, 188 
Creditors, rights and remedies of, 64 
Death of partner, 65 
Definitions, 60-61, 1465 
Dissolution 64, 1467 
Accounting, 1471 
New partner admitted, 64 
Novation under, 65 
Retirement of partner, 64 
Fiduciary accounting, 1076 
Good-will, 
Under dissolution, 65 
Valuation, 270, 570, 583-585 
Implied, 188 
Income tax, J 
Alien partner, withholding, 1621 
Claim for credit, 1590 
Information return, 160A" 
Incorporation, 270-280 
Accounting, with new books, 271 
Accounting with old books, 271 
Agreement of incorporation, form, 273 
Balance sheet of new company, 279-280 
Balance sheet previous to incorpora- 
tion, 74 
Capitalization, 271 
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ParTNERSHIP—(Continued) 
Incorporation—(Continued) 
Closing entries, 271-273, 277-279 
Donated stock account, 277 
Entries, 271-280 
Good-will in, 584 
Object of, 270 
Opening entries, 275-277 
Trial balance, 273 
Two partnerships, 274-280 
Underwriting expenses, 274, 277 
Valuation of partnership, 270 
Joint-stock company, 190, 1466 
Kinds of, 1465 
Law, 60-66 
Limited, 1465 
Name, 63 
After dissolution, 65 
New partner, 
Good-will valuation, 583 
Valuation of assets, 1472 
Organization, 60, 188 
Outside parties, 63 
Profit-sharing, 1468 
Average investment basis for, 1468 
Determining average investment, 1469 
Interest on investment, 1467 
Ratio of, 1470 
Property, 62, 189 
Releases and settlements, 63 
Rights and liabilities, 62, 188 
Sale of property by partner, 63 
Sale of real estate by partner, 63 
Suretyship and guaranty, 63 
Termination of, 65 
Torts, 64 
Uniform law, 66 
Widows and heirs of deceased partner, 
rights of, 65 
Passspooks, Bank, 876 
Patent RicuHts, 
Negotiable instruments given for, 59 
PATENTS, 
Audit, 687 
Depreciation, 513 
Depreciaticn rates, 550 
Valuation, 335, 467 
Good-will, 585 
ParreRns, DRAWINGS, Etc., 
Depreciation, 514 
Depreciation rates, 551 
Valuation, 335, 459 
Pay-Ro., 
Account, 597 
Accounting department for, 1004 
Adjustment of entries, 1447 
Audit, 654, 688, 702 
Disposition of, 623 
Municipal, 1250-1252 
Preparation, of, 621 
Sheet, 621 
Form, 622 
Splitting, 623 
PAYMENTS, 
Negotiable instruments, 34-36, 37 
Partial, 
Computation, 180 
Interest calculation, 113 
PEARSON'S COEFFICIENT OF CORRELATION, 


746 
Tables, 747, 758, 750, 752 


INDEX 


PeRFORATING MacuHINES, 1267 
PERFORMANCE, 

Discharge of contract by, 16 
Permits, MuniIcipau, 1243 
PrrsonaL ACCOUNTS, 

Debit and credit, 1424 
PrrsoNaL Drrense, Minors, 5 
PERSONAL SERVICE CorPorATIons, 

Taxation laws of 1918 and 1921,1552,1553 
Puorostat, 1272 
Pirss, 

Depreciation rates, 551 


PLant, 
Audit, 684-686 
Ledger (See ‘‘Ledger’’) 
Valuation, 447-468 
Computation, 154 
For classification of accounts, 420 
Poots, 210 
Poor’s MaNnvaA.s, 936 
PosiT1on SHEETS, 
Foreign exchange, 1417 
Postace (See ‘‘Stamps’’) 
Postat Money Orper, 176 
Postina, 
Bank accounts, 875, 876 
Checks, 1 
Machine method, 1264-1267 
Standard costs, 627 
Verification, 657 
Power, 
Burden distribution, 612 
Power or ATTORNEY, 
Income tax, 1557, 1592 
Form, 1558 
Power PLants, 
Depreciation rates, 552 
PREFERRED Stock, 25, 193, 794-799 
Capital value, represent full value of 
tangible assets, 810 
Certificate, 
Form, 219 
Cumulative, 193, 794 
Dividend notice of common and pre- 
ferred, Fig. 229 
Dividends, equal participation, 798 
No-par-value, entries, 246 
Non-cumulative, 794 
Preference, . 
As to liquidation, 795 
Lien of, on earnings, 795 
Protection against bond issue, 795 
Provisions, 794-799 
Rate of return on, as factor in valuing 
good-will, 578 
Redemption, 795-798 
Voting rights, 193, 795 
Vs. common stock, 795 
Premium (See ‘‘Bonds’’) 
PresENT WoRTH, 
Annuities, 124 
Annuities due, 125 
Computation of, 117 
Mine valuation, 462, 463 
Tables, 465 
Tables, 
Compound interest, 136-139 
$1 at end of each period, 144-147 
True discount and, 1 
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President oF CorPoRATION, 30, 203 
Note by, 
Form, 231 
Price Lever, 1376-1384 
Equation of exchange, 1377-1381 
Form, 1379 
Influence of bank deposits, 1381-1384 
Form, 1382 
Quantities and, 1385-1388 ° 
PRICES, 
Arbitrage, 1396 
Defined, 1360, 1361 
Index numbers, 727, 1885 
Form, 728 
Inventory, 356, 454 
Audit, 680 
Principles determining, 1376 
Requisitions from stores, 604 
Sales, 81 
Basis for inventory valuation, 374 
Variation in, factor affecting working 
capital, 816 
PRINCIPAL AND AGENT, 
Duties of principal, 71 
Principal defined, 66, 67 
Relation of, 71 
Relation to third party, 72 
Who may be principal, 67 
PRINTING PLANTS, 
Depreciation rates, 552 
Propate (See ‘“Fiduciary’’) 
PRODUCTION, 
Depreciation method, 507 
Economic, 1368 
Table, 1370, 1371 
Normal, establishment of, 609 
Normal and costs, 637 
Prorit (See also ‘‘Net Profit’) 
Computation, 173 
Based on sales, 342 
Contingent, 
On treasury stock, 307 
From sale of capital assets, 
On income statement, 342 
Gross, inventory valuation based on 
test of, 375 
Intercompany, 
Adjustment on consolidated balance 
sheet, 1099 
Intercompany or departmental, 699 
Interdepartmental, 
Inventory valuation, 382 
On income statement, 342 
Inventories of affiliated companies, 377 
ecg s, 823 
Ratio of, 
Operating profit to sale, 326 
Operating profit to total capital used, 
323 
Surplus net profit, to net worth, 323 
Super-profits, 
Good-will based on, 566, 567 
Tables of percentage of, 173 
Undivided, 306, 313 
Bank, 881 
Unrealized, reserves for, 284, 1495, 1496 
Prorir AND Loss, 
Account, 1449 
Extraordinary, 
Carried to surplus, 305 
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Prorirt anp Loss—(Continued) 

Receiver’s account, 297 
Form, 1054 

Reserves, 284, 1494, 1496 
Prorit anp Loss STaTEMENT (See “‘Income 

Statement,’ ‘‘Income and Profit and 
Loss Statement’’) 
Prorit-SHARING, 

Partnership, 63, 1468 
Proeram, Aupir, 651 
PROGRESSION, 

Arithmetical and geometric, 172 
Promises, Murvuat, 8 
Promissory NOTE, 

Bank loan, 865 

Corporate, 

Form, 231 

Credit instrument, 899 

Defined, 33, 59 

Interest on, 882 
PROMOTERS, 32, 822 

Profits, 823 
Promotion, 206 

Defined, 819 

Investigation based upon, 819-822 

Over-valuation of property, 824 

Property owned by promoter, 824 

Prospectus, 828 

Securities, sale of, 824, 827-830 

Sources of capital funds, 824 

Stock righ ts, 825-827 

Underwriting syndicates, 830 
PROPERTY, 

Discontinued, depreciation, 514 

Economic, 1362 
Property Divipenps, 196 
Property Lepenr, 1234 
Property Tax, STatH, 1548 
PROPORTION, 

Computation, 172 
PROPRIETORSHIP, 

Accounts, 

Balance sheet, 1426 
Debit and credit, 1423 
Equation, 1425 
Expense, 1423 
Income, 1423 
Personal, 1424 
Temporary, 1423 
Vested, 1423 

Incorporation of, 280-282 

Sole, 188, 788 
Prospect Feazs, 993 
PROSPECTUS, 828 
Proxy, 

Voting by, 31, 800 

Form, 227, 228 
PsycHoLocicaL Txrsts, 975 
Pusuic Lanps, 

Measurement of, 168 
Pousuic Po.icy, 

Agreement against, 9 
Pusiic SERVICE, 

Agreements against, 10 
Pusuic UTiuitrss, 

Accounting, I. C. 
Abandonments, writing off, 1189 
Accrual basis prescribed, 1195 
Administration of, 1196 
Balance sheet accounts, 1188 
Betterments and addition, 1189, 1194 
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Pusric UTiLitiEs—(Continued) 
Accounting, I. C. C.—(Continued) 
Classifications, 1184-1196 
Discount on securities, 1194 
Equalization of expenses, 1194 
Income statement item, 1188 
Interest during construction, 1195 
Interstate Commerce Act, 1183 
Miscellaneous provisions, 1195 
Nature of, 1184 
Profit and loss account schedule, 1188 
Balance sheet statement, I. C. C., 
Form, 1190-1193 
Capitalization, valuation for (See below 
under ‘‘Valuation for capitalization’’) 
Classification of accounts, 
Interstate Commerce 
427-430, 1184-1196 
Massachusetts, 432 
New York State, 430-432 
Standard classification, 1202 
State systems, 1198 
Cost accounting, I. C. C., 1195 
Defined, 1182 , 
Depreciation base, 476 
Depreciation, I. C. C. regulations, 1189 
Depreciation rates, 552 
Control of, 440 
Depreciation reserve account, 1189 
Depreciation reserves, in valuation, 441, 
446 
Franchise tax, 1548 
Obsolescence, 
Control of, 440 
In valuation for capitalization, 442 
Purchase, valuation for (See below under 
“Valuation for Purchase’’) 
Rate-making, 439 
Actual cost bases, 441 
Market value bases, 445 
Reproduction cost bases, 443 
Securities, 
Control of, 439, 442 
Discount and premium on, 1194 
State regulation, 1182, 1197-1202 
Taxation, state, 1549 
‘Taxation, valuation for (See below under 
“Valuation for Taxation’’) 
Valuation, 438-447, 1203-1206 
Actual cost bases, 441 
Bases, 441-447, 1203 
Cost new less depreciation, 1205 
Depreciation reserves in, 441, 446 
Developmental value, 1205 
For capitalization, 488, 439, 442, 444, 
445 
For purchase, 438, 440, 442, 444, 446 
For rate-making, 439, 441, 443, 445 
For rates and purchase vs. capitaliza- 
tion, 438 
For rates vs. purchase, 438 
For rates vs. taxation, 438 
For taxation, 438, 440, 442, 444, 446 
For taxation vs. rates, 438 
Franchise value, 1205 
Going concern value, 586-588, 1205 
Form, 588 
Intangibles, 1205 
Interest during construction, 444 
Market value bases, 445 
Necessity for, 1203 


Commission, 
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Pusuic Urinitres—(Continued) 
Valuation—(Continued) : 
Present value or cost of reproduction, 
442, 1204 
Purposes of, 1203 
State projects, 1203 
Pusuic Uriniry CoMMISSsIoNs, STATE, 
Jurisdiction of, 1197 
PuRCHASR, 
Account, 
Adjustment of entries, 1449 
Cash, 1434 
Audit, 702 
Journal (See ‘‘Journal’’) 
Methods, 599-601 
Forms, 600, 601 
Order, 
Municipal, 1248, 1253 
Register, 1253 
Ordering point, 352, 360-363, 608, 1285 
Form, 3 
Receiving records, 1282 
Forms, 1282, 1283, 1284 
Records, 599-601 
Forms, 600, 601 
Invoice stamp, form, 600, 601 
Verification of, 690, 691 
Requisition, 346, 600 
Municipal, 1248 
Terms of, 817 
Valuation for, 
Actual cost bases, 442 
Market value bases, 446 
Public utilities, 438, 440, 442, 444 
Reproduction bases, 444 
Valuation of good-will based on number 
of years purchase price, 570 
PurcHasine Dept., 
Municipal, 1240 
Organization, 984 
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Quauity ConTroL, 1289-1291 
Form, 1291, 1292 
QUANTITY, 

Inventory audit, 679 
QUARTILES, STATISTICAL, 736 
QuasiI-ConTRACTS, 4 
QuorvuM, 

Stockholders’ meeting, 31 
Quoras, SALES, 992 


R 


Ravium, 
Depreciation, 553 
Raitroans (See also ‘‘Public Utilities’’) 
Classification of accounts, 427-430 
Depreciation rates, 537, 553-556, 557 
Grading, depreciation rates, 537 
Rolling stock, depreciation rates, 557 
Valuation (See ‘‘Public Utilities’’) 
Rate-MakiIne, 
Bases, 
Actual cost, 441 
Market value, 445 
Reproduction cost, 443 
Public utilities, 438, 439, 443, 445 
Rate Serrine (See ‘Machine Rates’’) 
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Ratio, 
Amount of sales and outstanding ac- 
counts receivable, 834 
Cash resources to current liabilities, 834 
Computation, 172 
Financial and operating, 831-838 
Operating, 838 
Turnover to operating profit, 834 
Volume of business done to capital 
invested, 836 
Volume of business to total capital, 837 
Working capital to total assets, 832 
Ratio Cuarts, 773-778 
Form, 773-778 
Raw MATERIAL, 
Inventory, 
Audit, 679 
Valuation, 378, 454 
Reat Accounts, 1424 
Rea Estate, 
Agent’s authority to sell, 73 
Bank accounting, 872 
Costs, 333 
Depreciation, 540 
Partnership, asset of firm, 64 
Sale of, by partner, 63 
Valuation, 333, 460 
Written contract for sale of, 11 
REALIZATION ACCOUNT, 
Fiduciary, 1068 
Form, 1069 
Reatry CoMPANIESs, 
Taxation, 1550 
REBATES AND ALLOWANCES, 
Audit, 678, 700 
Cost of, 644 
On income statement, 341 
Vouchers for, 1493 
RECEIPTS, 
Negotiable, audit, 681 
Receiver (See also ‘‘Bankruptcy,”’ “Fidu- 
ciary’’) 
Accounting, 291, 1036-1055, 1087 
Accounts necessary, 1037 
Adjustment of company’s books, 294 
‘Allowance for doubtful receivables, 292 
At close of receivership, 298 
Balance sheet, 294 
Form, 296, 1053 
Capital account, 1037 
Cash account, 
Form, 292, 1052 
Closing entries, 293 
Illustrations, 1038-1047 ; 
Liabilities before and after appoint- 
ment, 1037 
Opening entries, 291 
Procedure, 1037 
Profit and loss account, 297 
Form, 1054 
Realization and liquidation account, 
° 1045-1048 
Forms, 1050-1051 : 
Analysis of receiver’s equity, 294 
Form, 296 
Appraisal by, 291 
Defined, 1035 
Duties and liabilities of, 289 
Income tax procedure, 1577, 1578, 1586, 
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Kinds of, 1035 
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ReEcEIvVER—(Continued) 
Powers of, 1035 
Reports, 400, 1044 
Charge and discharge, form, 1049 
Realization and liquidation account, 
1045-1048 
Form, 1050-1051 
Statement at withdrawal, 291 
Statements, 294 
Form, 295 
Statements to the court, 294 
Trial balance, 293, 297 
Valuation of assets by, 1036, 1038 
RECEIVER IN BANKRUPTCY, 855 
Appointment and duties, 1027 
Form, 1027 
RECEIVER IN Eauirty, 855 
RECEIVERSHIP, 
Accounting, books during, 289 
Assets returned to ledger account, 298 
Nature of, 1034 ; 
Procedure, 289 
Reorganization by, 289-298 
Sale and, 298 
Statement of affairs, 289, 1044 
Form, 290, 1042, 1045 
RECEIVING, 
Methods, 602 
Records, 714, 1282 
Forms, 1282, 1283, 1284 
Recervine TELLER, 890 
Recorp, CONTRACTS oF, 4 
RECORDS, 
Corporate, 204, 234 
REDEMPTION FUND, 
Bond, 1497 
RepPMprTion OF Bonps (See ‘‘Bonds’’) 
REDISCOUNT, 881 
Repvucinae Batancr MerrxHop or DrEprR5- 
CIATION, 498-500, 512 
Form, 499 
Table, 500 
REFEREES IN BANKRUPTCY, 
Appointment and duties, 1026 
REFERENCE CLEARANCE BureEav, 905 
Report forms, 906, 908-911 
RwYeFUNDS, 
Audit, 678 
Rearster (See special kinds as ‘‘Accounts 
Payable Register,’’ ‘‘Stock Register,” 
‘Voucher Register") 
ReaisteRED Bonps, 251, 804 
Interest paid by check, 257 
Transfer record, 253 
ReeisTrRaR, STOCK, 794 
Rent, 
Burden distribution, 611 
Economic, 1398-1401 
Form, 1399 
Expense, audit, 688 
Income from, 701 
REORGANIZATION, 213 
Agreement, accounting, 288 
Audits in, 400 
Methods of raising additional capital, 857 
Procedure, 856 
Purposes of, 288, 857 
Receivership, accounting, 289-298 
Reduction of fixed charges, 858 
Results, 858 
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REPAIRS AND REPLACEMENTS, 
Audit, 685, 698, 702 
By fiduciary, 1083 
Deferred charges, 448 
Depreciation charges, 522 
Depreciation vs., 474 
Inventory valuation, 380 
Reserve, 472 
Valuation, 448 
Rerorts, 
Forms, 408-409, 410-411, 412-413 
Accountant’s, 394 
Analytic, 415 
Arrangement, 406 
Audit prepared simultaneously, 650 
Binding of, 406 
Branch office, 994, 1481 
Form, 995 
Comments on, 410 
Comparison of copies, 405 
Contents, 406, 416 
Corporations, filing of, 30. 
Daily and monthly Statistical Summary, 
Form, 397 
Daily cash, 
Form, 396 
Daily statement of Current Assets and 
Liabilities, 
Form, 398 
Defined, 394 
Federal Reserve Board form, 407 
Filing, 414 
General ledger trial balance, 402 
Income and profit and loss statement, 406 
Index to, 416 
Internal accountant’s, 394, 395 
Internal or interdepartmental, 395 
Make up, 405, 406, 416 
Organization and management, 414-416 
Paper used for, 405 
Presentation of, 406-414, 415 
Procedure, 403-406 
Specification for report, form, 404 
Preliminary drafts, 403 
Program, 401 
Public accountant’s, 394 
Purpose of, 394 
Receiver’s, 1044 
Sale of a business, 399 
Salesmen’s, 993 
Statement of net worth, 406 
Synthetic, 415 
Typing of, 405 
Use of, 395, 398, 401, 416 
Credit purposes, 398 
Fiduciaries and receivers, 400 
Institutions, 401 
Investment purposes, 399 
Reorganization purposes, 400 
Sale of business, 399 : 
Working papers, 401 
REQUISITIONS, 
Municipal, 1248 
Pricing, 356, 604 
Purchase, 346, 600 
Stores, 346, 356, 604 
Form, 357 
Rescission, 84, 945 
RESERVES (See also “Surplus’’) 
Accounting, 309, 1495 
Entries, 264, 309-311 
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Resprves—(Continued) 
Audit, 693 
Bank, 862 
Classification of, 283-286 
Contingent, 310 
Entries, 310 
Defined, 308 
Depreciation, 
Account, 1424 
Audit, 663 
For land values, 334 
In valuation, 441, 446 
Income tax regulations, 516 
Public utilities, 1189 
Vs. funds, 480 
Distinguished from sinking funds, 264 
Equalization of sinking fund and 
reserves, 266 
Foreign exchange, 1482 
Income tax, 286, 694 
Insurance companies, 694 
Inventory, 312, 370 
Jnventory depreciation, 371 
Mining companies, 334 
Non-operating, 308 
Balance sheet entries, 318 
Entries, 310 
Operating, 308 
Balance sheet entries, 318 
Entries, 310 
Overstating, 311 
Profit and loss, 284, 1494, 1496 
Profits, unrealized, 284, 1495, 1496 
Replacement, 471 
Secret, 311 
Audit, 694 
Created by writing off good-will, 585 
Surplus, 284, 1495, 1496 
Tax, audit, 694 
Theory of, 1494 
Valuation accounts, 1424 
Valuation of assets, effect of on, 311 
RESERVOIRS, 
Depreciation rate, 556 
RESTRAINT OF TRADE, 
Agreements in, 10 
Rerait Business, 
Depreciation rates, 556 
Inventory valuation system, 375 
Turnover, 367, 816 
ReraiL Couiections, 912-914 
Form, 914 
Reraiwt Crepit, 904-912 
Forms, 906, 908, 909, 910, 911 
RETURN ON INVESTMENT, 
Good-will valuation, factor in, 576 
Interest rate, 566 
Rate of, 569 
RETURNED Goons, 
Audit} 678, 700 
Cost of, 644 
Deducted from gross income, 341 « 
REVENUE (See also “‘Income”’) 
Capital, 447 
Expenditures, 447 
Municipal, 1241-1247 
Non-operating, defined, 300 
Operating, defined, 300 
Risk, 1400 
Routine Stock, 
Depreciation rates, 557 
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Roor (See :‘Cube Root,”’ “Square Root’’) SaLes—(Continued) 
ROYALTIES, | Of a business—(Continued) 
Paid, audit, 688 Of assets, 
Valuation, 456 By trustee, 1083 
RuvuBBER STAMP, Orders for future delivery, 
Indorsement of negotiable instruments Valuation, 682 
with, 42 Orders, verification, 699 
RULINGS, Place of delivery, 82 
Ledger, 1445 Place of sale, 81 
Forms, 1441-1444 Policy, factor in turnover, 816 
Price, 81 
Ss Basis for inventory valuation, 374 
Basis for percentage calculations of 
Sarp Deposits, 894 profit in income statement, 342 
SALARY, | Determined by cost system, 636 
Accounting, Quality, implied warrants, 83 
Adjustment of entries, 1447 Ratio of expenses to, 326 
Audit, 188, 703 Ratio of gross earnings to, 326 
Paid in capital stock, 248 Ratio of operating profit to, 326 
Partner's, 63 Ratio of surplus net profits to, 323 
Salesmen’s, 995-998 Requisites for, 80 
Saues (See also ‘‘Conditional Sales’) Rescission by seller, 84 
Agency, foreign, 1484 Special order not a sale, 82 
Agricultural products under cultiva- Statistics, 779 
tion, 81 Stolen goods, 83 
Audit, 654, 678 Stoppage in transitu, 85 
Bailment distinguished from, 74 Subject matter, 81 
By bailee, 76 Subject to approval, 83 
By sample or description, 83 Terms of, 
Cash, control account, 1464 As affecting working capital, 817 
Caveat emptor, 84 Mercantile credit, 915 
GC. O. D., 83 Title, passing of, 82 
Contracts, 81 Uniform Sales Act, 85, 944 
Forms, 81 Unpaid vendor, 85 
Contract law governs, 81 Vendor’s rights, 85 
For work, labor and services, 82 Warranty, 
Written, 11 Breach of, 84 
Costs, Hxpressed, 83 
Reports, 643, 644 Implied, 83 
Crops, 81 Written memorandum as contract, 82 
Defined, 80 Sates MANAGEMENT, 990-999 
Delivery, Branch offices, 994 
Bo. bs 83 Report, form, 995 
Place of, 82 Control of salesmen from home office, 
To a common carrier, 82 
What constitutes, 82 Daily reports of salesmen, 993 
Elements of, 80 Expense accounts of salesmen, 994 
Emblements, 81 Organization, 990 
Estoppel and waiver of defects, 84 Prospect files, 993 
Existence of thing sold, 81 Quotas, 992 
Expenses, Routes, 993 
Classification of accounts, 421 Salaries and commissions, 995-998 
False statements, 84 ; Form, 996 
Fraud, statutes of, 82 Statistical information, use of, 991 
Goods obtained by fraud, 83 Territories, 992 
Goods ordered at distant places, 83 Training salesmen, 998 
Goods to be manufactured, 83 SALESMEN, 
Gross, Control of, 992 
On income statement, 340 Daily reports, 993 
Income from, audit, 699-701 Expense account ,994 
Invoices, verification, 699 Routes, 993 pe 
Journal (See ‘‘Journal’’) Salaries and commissions, 995-998 
Law, 80-84 Form, 996 : ; 
Bulk sales act, 944 Source of credit information, 935 
Lien on goods, 85 Training, 998 
Necessities, 81 SaLvaGB, 475 
Net, Savines Banks, 
On income statement, 341 Deposit accounts, 878 
Of a business, Interest on deposits, 884 i 
By fiduciary, 1075 SAWMILLS, 


Report for, 399 Depreciation rates, 557 
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Scrap MAT#RIAL, 

Cost accounting, 607 

Depreciation, 475, 516 

Inventory valuation, 379 

Sale of, 699 
Scrip Divipenps, 196, 251 
SEAL, 

Contracts under, 4 

Negotiable instrument, 37 

SpasonaL TRADES, 

Factor affecting working capital, 818 
SrcreT RESERVES, 311 

Audit, 694 

Created by writing off good-will, 585 
SECRETARY OF CORPORATION, 203 
SECURITIES, 

Bank accounting, 872 

Dealers in, 828 

Depreciation for shrinkage in value, 516 

Discount and premium, 

Public utilities, 1194 
Prospectus, 828 
Public utilities, 

Control of issues, 439, 441 
Relative propornons of issues, 809 
Sale of, 824, 827-830 

Direct to outsiders, 827 

On stock exchanges, 208 

Promoting, 207 
Short-term, 801 
Stock-in-trade of broker, 

Valuation, 455 

SecuRITIES ACCOUNT, 

Sinking fund, 265 
SEEDs, 

Table of weights, 163 
SrrraL Bonps, 

Redemption of, 268 
SERVANT, 

Defined, 66 
Set-Orrs, 1031 
Suares (See ‘Certificate of Stock’’) 
SHERMAN ANTI-TRUST AcT, 208 
SHIPBUILDING, 

Depreciation rates, 557-559 
SHIPMENT OF Goons, 

Audit, 678, 699, 704 

Consignments, 1472-1476 

Records, 704 

Tracing, 987 

Traffic department, 985-989 
Suips, 

Depreciation rates, 559-561 

Chart showing, 560 

Ssort Mrruops In MatuHemarics, 181 
SHort-TprMm Notes, 208, 801 
SuHort-TERM SEcuRITIES, 801 
SIGNAGRAPH, 1272 


SrGNaTuRE, (See also ‘Negotiable Instru- 
ments’’) 
Corporate, 
Forms, 229, 230 
Forged, 41 


With rubber stamp, 42 
SimpLe Contracts, 4 
Form, 10 
SINKING Funp, 208 (See also “Deprecia- 
tion, Fund’’) 
Aecount, 264, 265 
Sinking fund cash account, 265 
Sinking fund expense account, 265 
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Sinxine Funp—(Continued) ~- 
Account—(Continued) 
Sinking fund income account, 265 
Sinking fund securities account, 265 
Audit, 687 
Bond redemption, 805 
Computation of, 121-124 
Depreciation method, 500-503 
Forms, 501, 503 
Tables, 502 
Distinguished from reserves, 264 
Entries, 265 
Equalization of fund and reserves, 266 
Establishment of, 264 
Illustrations, 267, 269 
Income account, 266 
Interest on, entries, 265, 1498 
Interstate Commerce Commission regu- 
lations, 265 
Investments, 266 
Company’s own securities, 266 
Valuation, 458 
Methods, 
Bond redemption, 264, ie 
Writing off good-will, 5 
Mining companies, 334 
Municipal, 1210 
Municipal accounting, 1227 
Reserves, 264 
Trust, 264, 265 
Trustee's accounts, 266 
SKEWNEss, 738 
Figs., 738, 739 
Suipe Rute, 1261 
SpEcIFICATIONS, 604 
SPECULATION, 1397 
SPECULATORS, CLASSES OF, 825 
SquarE Root, 182 
STAMpPs, 
Received as cash, 451 
STANDARD Costs, 624-627 
STANDARDIZATION, 
Factor in rate of turnover, 816 
Inventories, 363 
STANDARDS, 
Burden, 625 
Financial, 831-842 
Analysis based on, 838-842 
Cash resources, 834 
Correlation of accounts and statistics, 
838 
Financial and operating ratios, 831-838 
Ratio of working capital to total 
assets, 832 
Turnover, 834-837 
“‘Turnover’’) 
Material, 624 
Srarr Laws, 
Contracts under, 15 
Corporations under, 21 
State LEGISLATURES, 
Creation of SOROS by, 21 
Strate REGULATI 
Public utilities, 1182, 1197-1202 
Srate Taxation, 1548 
STATEMENT OF AFFAIRS, 
Receivers, 289 
Form, 290 
STATEMENT OF ProFIT AND Loss (See 
“Income Statement’) 


(See also under 


STATEMENT oF Arrarrs, 1044 
Forms, 1042, 1045 
STATEMENT TO THE CouRT, 

Receiver’s, 294 
STATEMENTS, Bank, 876 
STATIONARY, 

Financial, 1242 
SvraTIsTICcs, 

Abscissa, 763 

Applied, 708 

Averages, 716-725 

Be 784 

Fig., 
ee tees a yaes 784 
Classification, 711-716 

Tables, 711-716 
Coefficient, 

Pearson’s, 746 

Tables, 747, 748, Al 752 
Comparison, 740-746 
Correlation, 746-753 

Fig., 651 
Correlation of accounts and, 838 
Data, 

Preparation of, 712 
Descriptive, 708 
Deviation, 

Average, 732 

Tables, 732, 733, 734 

Standard, 734 

Tables, 735, 736 

Diagrams, 753-762 

Figs., oer 756-762 


Table, 755 
Dispersion, 730-738 
Fig., 73 


Tables, 730, 732-736 
Financial, 779-785 
Frequency series, 719, 767-772 

Fig., 767-772 

Table, 769 
Geometric mean, 724 
Graphs, 763-778 

Figs., 723, 763-778 
Historical series, 772 

Fig., 772 
Index eee 725-729 

Fig., 728 
Median, the, 722 

Table, 724 
Method, 

Application to business, 709 

Defined, 708 
Mode, the, 721 

Table, 722 
Operating, 779 

Table, 779 
Ordinate, the, 763 
Probable error, 737 
Quartile measure, 736 
Ratio chart, 773-778- 

Fig., 773-778 
Relation to accounting, 708 
Sales, 779-784 

Tables, 780-784 
Sales use of, 991 
Scientific, 708 
Skewness, 738 

Figs., 738, 739 
Tabulation, 711 

Technique of, 713-716 
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eee oerene) 
Units, 7 
Srram ExpEnse, 
Distribution, 612 
Sream PLANts, 
Depreciation rates, 561 
SrenoGRapuHic Work, 972 
Compared to dictaphone, 1256 
Stock (See also ‘ ‘Capital Stock,” ‘‘Certifi- 
cate of Stock,” “Common Stock,” 
“Dividends,” “Preferred Sto ck, de 
“Stock Transfer,’’ ‘‘Treasury Stock’’) 
Srocx Book, 
Merchandise, 348 
Form, 349, 350, 351 
Srocx, DiviwenpDs, 28, 196 
Entries, 251 
Paid out of surplus, 304 
Stock ExcHaNneE, 208, 829 
Srock-1n-TRADE (See also ‘Stores System”’) 
Withdrawals, entries for, 1460 
Srockx RecIister, 798 
Srockx Ricuts, 
Arbitraging, 827 
Ex-rights, 827 
Parity value, 826 
Promotions, 825-827 
Sold on ‘‘when issued”’ basis, 825 
Valuation, 455 
Srocx TRANSFER, 193, 794 
Form, 221 
Agent, 794 
Transfer ledger, postings from, 236 
Uniform laws, 193 
SrocKHOLDERS, 
Assessments on, in reorganization, 857 
De facto corporation, 
Liability of, 23 
Inspection of records by, 31 
List, verification of, 696 
Meetings, 31 
First, 201 
Call for, form, 221 
Regular, 201 
Minority, 194 
Powers of, 194, 791 
Purchase of increased stock by, 25 
Rights and liabilities, 30, 193, 194 
Suits to restrain payment of income tax, 


1582 
Voting, 31, 791 
SroLEN Goons, 
Sale of, 83 
“STOPPAGE IN TRANSITU,’’ 85, 945 
STorRAGE, 
Cost accounting, 608 
Costs, valuation, 383 
Inventory cost, part of, 378 
Srorres LEDGER, 
Municipal, 1240 
Srorrs SystrM, 602-608 (See also ‘‘Inven- 
tory’’) 
Accounting department, 1003 
Balance of stores card, 1287 
Form, 1286 
Classification of stores, 603 
Control accounts, 597 
Material credit slips, 604 
Municipal, 1240 
Order point, 352, 360-363, 608, 1285 
Form, 362 
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Srorres System—(Continued) 
Order tag, form, 1287 
Pricing material requisitions, 604 
Records, 1284-1287 
Forms, 1285, 1286, 1287 
Requisition, 346, 356, 604 
Form, 357 
Municipal, 1248 
Scrap and defective material, 607 
Specifications of material, 604 
Stock limits, 608 
Stock records, 603 
Storage charges, 608 
Storeroom organization, 602 
Taking inventory, 606 
SrraragHr-Link Mrruop ror D£rpREcrIA- 
TION, 496-498 
Fig., 497 
Table, 498 
Srreet RaILways, 
Rolling stock, 
Depreciation rates, 557 


SUBROGATION, 
In insurance, 80 
Susscriprions (See ‘Bonds,’ ‘Capital 
Stock’’) 


Supsiprary Companies (See “Affiliated 
and Subsidiary Companies” ) 
Suprrsgssion, 475 
SUPPLIES, 
Audit, 682 
Inventory valuation, 380 
Suppity AND DemaNnpD, THEORY OF, 1388 
Forms, 1389, 1394 
Tables, 1388, 1391, 1392, 1393 
Surretrysuie (See ‘‘Guaranty and Surety- 
ship’’) 
Surpivs (See also ‘‘Reserves’’) 
Account, 
Adjustment, 313 
Entries, 283 
Errors adjusted through, 283, 313 
Treatment of, 287 
Analysis of, 304, 318 
Form, 315-317 
Appropriated, 309, 313 
Audit of, 654, 694, 697 
Balance sheet entries, 286, 318 
Forms, 315-318 
Bank, 881 
Banking requirements, 304 
Betterments paid out of, 304 
Capital, 303, 304, 306 
From no-par-value stock, 304 
On income statement, 342 
Sale of capital stock, 303 
Classification of, 286, 306 
Consolidated, 308 
Consolidated balance sheet, 
Arrangement on, 287 
Treatment of on, 308 
Control of, by directors, 287 
Credits to, 305 
Debits to, 306 
Deficit from excessive charges to, 305 
Distinguished from original investment, 
30% 


Dividends paid out of, 304, 313-318 
Earned, 306 

Undivided profits, 306, 309 
Establishment of, 264 


VY Reserves, 284, 1495, 


INDEX 


SurpLtus—(Continued) 
From appreciation, 287, 307 
From capital stock, 287, 307 
From donated stock, 287, 307 
From repurchased stock, 307 
From sale of no-par-value stock, 304 

Accounting treatment, 313 
From treasury stock, 287, 307 
Impounding, 287, 313 
Nature of, 282, 303 
Net worth and, 304, 318 
On income statement, 341 
Origin of, 282, 303 
Paid-in, entries, 286 
Policy as to, 304 

1496 (See also 

““Reserves’’) 

Sources of, 286, 307 
Subsidiary company, 

At time of acquisition, 1102, 1117-1120 
Undivided profits account from, 306, 313 
Unearned, 307 
Uses of, 304, 309 
When no-par stock employed, 

Accounting treatment, 246, 304 

Survey, PrEeparRAToRY TO INSTALLING 

ACCOUNTING SystEM, 1166-1174 

SURVEYING, 
Tables, public lands, 168 
SyMBOLS, 
Accounts, 422-426 
Alphabetic, 425 
Inventory, 357, 359, 426 
Form, 358 : 
Mnemonic, 426 
Numeric, 422 
SynpicatTres, UNDERWRITING, 830 
Synoptic JOURNAL, 1065 


Form, 1066 
E 
TABLES, 
Amortization, of bonds, 262 
Annuities, 
. Amount of $1 at end of each period, 
140-143 


Compound interest, 132-135 
Present worth, 1386-139 
Anticipation rates and percentages, 185 
Bank discount, 
Time table, 178 
Bonds, 
Discount and premium, 262, 263 
Valuation, 162 
Coins, foreign, 164 
Compound interest, 132-135 
Depreciation, 
Buildings, 523-526 
Cement industry, 525 
Electric plants, 529-531 
Electric railways, 531 
Electrical manufacturing 
§27-529 
Envelope manufacturers, 533 
Furniture and fixtures, 534 
Gas plants, 534 
Glassware industry, 535 
Hardware manufacturers, 537 
Ice industry, 539 
Tron industry, 545 


industry, 


INDEX 


TaBLES—(Continued) 
Depreciation—(Continued) 

Label manufacturers, 539 

Lumber 541 

Machinery, 541-545 

Mine equipment, 546-548 

Printing plants, 552 

Railroads, 553-556 

Retail business, 556 

Shipbuilding, 557-559 

Ships, 559-561 

Steam plants, 561 

Telephone companies, 561 

Turbines, 562 

Water works, 563 
Depreciation methods, 477 

Reducing balance method, 500 

Sinking fund method, 502 

Straight-line method, 498 
Depreciation rates, 

Bottle manufacturers, 522 
Fire insurance, 

Short rate scale, 175 
Hoskold’s, for mine valuation, 465 
Income account, interactions, 1370, 1371 
Index numbers, 725, 726 
Interest, 

Five per cent, 129-130 

Legal rates of various states, 127-128 

Six per cent, 131 
Interest rate, 1374 
Latitude, 167 
Logarithms, 

Five place, 96-112 
Longitude, 167 
Measurements, 

Cubic, 163, 169 

Dry, 163 

English and metric equivalents, 170 

Land, 169 

Linear, 163, 169 

Liquid, 163, 169 

Metric, 169 

Paper, 167 

Public lands, 168 

Square, 163, 169 

Units, 167 

Wood, 169 
Metric system, 169 
Money orders, 

Telegraphic charges, 177 
Patent durations in various countries, 

550 . 
Present worth, 

Compound interest, 136-139 

$1 at end of each period, 144-147 
Profit percentage, 173 
Sales statistics, 780-784 
Scientific management, 1276 
Statistical, 

Averages, 717-720 

Classification, 711-716 

Coefficient, 747, 748, 750, 752 

Comparison, 741, 744 

Deviation, 732, 733-736 

Diagrammatic, 755 

Dispersion, 730, 732-736 

Financial, 779-784 

Frequency series, 769 

Median, determining, 724 

Modial amount, 722 
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TaBLes—(Continued) 
Supply and demand, 1388 1391, 1292, 1393 
Time, 166 
Use of, 116 
Wage-payment plans, 1316-1318 
Weight, 
Apothecaries, 166 
Avoirdupois, 163 
Grains and seeds, 163 
Metric, 170 
Troy, 166 
TABULATING DEeparTmMEntT, 961, 1005 
TABULATING MACHINES, 1262 
TABULATION, STATISTICAL, 711, 713 
Tae, 
Inventory, 347, 384 
Forms, 347, 348, 385 
rder, 
Form, 1287 
TarirFr Fixes, 985 
Tax Ratss, 
Municipal, 1213 
TaxaTION, 1547-1622 (See also ‘Income 
Tax’’) 
Customs duties and excise taxes, 1547 
Excess profits tax, 1551 
Franchise tax, 1548 
Income tax, federal (See ‘“‘Income Tax, 
Federal’’) 
Incorporation fee, 1548 
Inheritance, 1547 
Property tax, 1548 
State and local, 1548 
Valuation for, 
Actual cost bases, 442 
Market value bases, 446 
Public utilities, 438, 440, 442, 444 
Reproduction cost bases, 444 
TAXES, 
Accrued, liabilities, 338 
Burden distribution, 611 
Corporate, 22 
Municipal, 1241 


aid, 
Audit, 688 
TELAUTOGRAPH, 1273 
TELEGRAMS, 
Collection, 938 
TELEGRAPH COMPANIES, 
Interstate Commerce Commission's 
classification of accounts, 429 
TELEGRAPHIC MoNnEy ORDER, 177 
TELEPHONE COMPANIES, 
Depreciation rates, 561 
Interstate Commerce Commission’s 
classification of accounts, 429 
TERMS OF PURCHASE, 
Factor affecting working capital, 817 
TERMS OF SALE, 
Factor affecting working capital, 817 
Mercantile credit, 915 
TERRITORIES, 
Sales, 992 
TESTS AND SCRUTINY 
Audits, 658 
Tuirp Parry, 
Consent needed to discharge contract, 17 
Dealing with agent, 72 
Fraud against, 9 
Substitution of, 16 
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‘TicKLER (Note), 869 
TimBeR LAND, 
Valuation, 334 
Computation, 154 
TIME, 

Factor affecting working capital, 816 

Standard, 167 

Table of, 166, 167 
Time Bi, 1410 

Purchase of, 1417 
Time Carbs, 617, 621 

Forms, 618-620 
Tims ReEcorps, 1294-1303 
Forms, 1296-1302 

Appliances, 1261 

Arrowgraph, 1303 

Calculagraph, 1300 

Form, 1302 
Clock fail time stamps, 1300 
Idle time, 1303 

Form, 1304 

In and out, 1296 

Job, 1296 

Periodograph system, 1300 

Form, 1301 
Synchronized clock systems, 1299 
Form, 1300 
Tape recorders, 1303 
Tempograph, 1303 
Form, 1302 
Time Stupy, 1305-1315 
Form, 1312 
Tire, TO Property, 

Sales contract, 82 

Under bailment, 76 
Too.s, 

Valuation, 459 
Torts, 

Minors liability, 5 

Partnership, 64 
TRADE AccEPTANCES (See ‘‘Acceptances’’) 
TrRaDE Accounts RECEIVABLE, 674-677 
TRADE ASSOCIATIONS, 211 

Uniform classification of accounts, 418 

List of, having, 426 
TrADp Crepir BurEAvs, 921 

Report forms, 923, 924-925 
TrapE Discount (See ‘‘Discount’’) 
TRADE-Marks, 

Goods sold under, 

Valuation of good-will, 573, 576 

Valuation, 335, 467 
TRADE-NAMES, 

Good-will of goods sold under, 569, 584 
TRADING ON THE Equity, 806 
TRADING Stamp CERTIFICATES, 

Unredeemed, 695 
TRAFFIC DEPARTMENT, 

Audit of transportation expense bills, 987 

Claims, 988 

Organization, 985-989 

Tariff files, 985 

Tracing freight shipments, 987 
TRANSFER AGENT, Stock, 794 
TRANSPORTATION, 

Economic, 1368 
TRAVELING EXPENnssEs, 

Audit, 703 
TREASURER OF CORPORATION, 203 

Note by, 

Form, 231 


INDEX 


Treasury Bonps, 251 
Entries, 259 
TREASURY STOCK, 25 
Account, donated to partnership incore 
porating, 277 
Audit, 687 
By-laws regulating, 200 __ 
Contingent profit on, 247, 307 : 
No-par-value, accounting treatment, 247 
Surplus from, 287, 307 
Valuation, 455 
TrIAL Bautancn, 1445 
Bank’s daily, 868 
Fiduciary’s, 1077 
Foreign branch, 1482 
Form, 1483 
Partnership incorporating, 273 
Receiver's, 293, 297 
Verification, 658 
Working sheet from general ledger, 402 
Troy WeicuHt, 166 
Trust (See also ‘‘Deed of Trust’’) 
Trust ComMPANIES, 
Capital surplus of, 304 
Taxation, state, 1549 
Trust Funps, 
Municipal, 1210 
Trust, Votine, 194, 195, 791 
TRUSTEE (See also ‘Fiduciary’ ) 
Sinking fund, 264, 265 
Accounts of, 266 
TRUSTEB IN BANKRUPTCY, 
Appointment and duties, 1026 
Title, 1027 
TRUSTEESHIP, 
Not an agency, 67 
Trusts, 209, 790 
Trusts’’) 
TURBINES, 
Depreciation rates, 562 
TURNOVER, 
Accounts receivable, 834 
Factors affecting, 816 
Fixed assets, 836 
Good-will and, 585 
In various businesses, 367, 369 
Inventory, 366-369 
Rate of, 816, 834 
Retail stores, 816 
Standardization factor in, 816 
Total assets, 837 
Typr-WRITERS, 1263 
TYPING, 
Of audits, 405 


(See also ‘Express 


U 


ULTRA VirES ContTrRActs, 6 

By corporations, 2: 
UNDERWRITERS, 830 

For reorganizations, 858 
UNDERWRITING, 208 

Expenses, accounting for, 274, 277 
UnbDUvuE INFLUENCE, 

Contract entered under, 13 
Wemlaghee, chara INSTRUMENTS Law, 

-6 

UnirorM Sates Law, 85, 944 
UntrorM Srock Transrer Law, 193 
Unitep Starrs Money, 166 
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Unirep Stares Treasury (See “Income 
Max! %) 
Units, 
Statistical, 710 
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Vauip Contracts, 4, 5 
VALUATION (See also ‘‘Depreciation’”’) 
Accounts receivable, 336, 451 
Actual cost basis, 441 
Assets, 311, 333-337 
Accrued, 455 
Basis of, 312 
Capitalization of, 156 
Current, 449 
Deferred charges to operation, 449, 456 
Effect of, on reserves, 311 
Fixed, 382, 449 
Grouping of, 448 
Intangible, 437, 467 
Wasting, 153, 461-466 
Automobiles, 459 
Bad debts, 452 
Basis, 441-447 
Actual cost, 441 
Cost, 447 
Franchise value, 1205 
Going value, 1205 
Market value, 445 
Public utilities, 1202 
Reproduction cost, 442 
Bonds, 156-162, 455, 458 
Nominal and effective interest rates, 


15 
Sold below par, 158 
Tables, 162 
Buildings, 334, 460 
Capital stock, unissued, 455 
Carriers, 459 
Cash, 336, 450 
Classification of accounts, 420 
Collateral, pledged, 377 
Collection costs, 453 
Commercial plants, 447-468 
Commitments, outstanding, 383 
Computation, 153-162 
Consignment, 380 
Containers, 459 
Returnable, 380 
Copyrights, 336, 467 
Deferred charges to operation, 449, 456 
Delivery equipment, 459 
Depletion charges, 520 
Depreciation in, 450 
Form, 449 
Developmental value, 1205 ~ 
Discount and premium on stocks and 
bonds, 337, 458 
Equipment and machinery, 334, 458 
Fair market value, 520 
Fiduciary accounting, 1070, 1086 
For capitalization, 438, 4389, 442 
Actual cost bases, 442 
Market value bases, 445 
Reproduction cost bases, 444 
For purchase, 438, 440, 442 
Actual cost method, 442 
Market value bases, 446 
Reproduction bases, 444 


VALUATION— (Continued) 
For rate-making, 439 
Actual cost bases, 441 
Market value bases, 445 
Reproduction cost bases, 443 
For rates and purchase vs. capitaliza- 
tion, 488 
For rates vs. purchase, 438 
For taxation, 438, 440 
Actual cost bases, 442 
Market value bases, 446 
Reproduction cost bases, 444 
For taxation vs. rates, 438 
Franchises, 467, 1205 
Furniture and fixtures, 335, 458, 459 
Good-will, 270, 335, 567, 568-581 (For 
details see under ‘‘Good-Will’’) 
Goods in process, 378 
Under contract, 382 
Goods in transit, 383 
Goods not received, advance payments 
on, 383 
Horses, 459 
Income tax regulations, 512 
Instalment charges, 453 
Interest during construction, 444 
Inventory, 312, 337, 369-383, 453, 682, 
(See also “‘Inventory’’) 
Manufacturers, 378-383, 454 
Retail business, 375 
Investments, 336 
Carried on margin, 455 
Permanent, 457 
Temporary, 454 
Land, 460 
Public utilities, 445 
Leaseholds, 334, 466 
Liabilities, 337-338 
Losses, 452 
Maintenance expenditures, 447 
Market value, 445 
Methods of, 437 
Mineral lands, 334 
Minerals, 463 
Mines, 460-466 
~ Computation, 155 
Hoskold’s table, 465 
Income tax regulations, 462 
Interest rate, 464 
Present value method, 462, 463 
Table, 465 
Segregation of minerals, 463 
Value at given date, 464 
Notes receivable, 336, 453 
Organization expenses, 337, 447, 468 
Overvaluation by promoter, 824 
Partnership, before incorporation, 270 
Patents, 335, 467 
Patterns, drawings, etc., 335, 459 
Plan, 420, 447-468 
Computation, 154 
Profits, interdepartmental, 382 
Public utilities, 438-447, 1203-1208 
(See also ‘‘Public Utilities’’) 
Purposes of, 436 
Raw material, 378 
Real estate, 333, 460 
Relation to accounting, 436 
Repair material, 380 
Replacements, 448 
Reproduetion cost bases, 442 
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V. TION—(Continued WAGONS, 
THeserven, 144 pied Valuation, 459 
Depreciation, 1448 WAIVER, 


Royalties, 456 
Scrap material, 379 
Securities held by broker as stock-in- 
trade, 455 
Sinking funds investments, 458 
Stock rights, 455 
Storage charges, 383 
Supplies, 380 
Timber lands, 334 
Computation, 155 
Tools, 459 
Trade-marks, 335, 467 
Treasury stock, 455 
Value vs. cost, 437 
Wagons, 459 
Work in process, 379 
VALUE 
Defined: 436, 1361 
VALUE ReceIveD, 
Consideration in contract, 8 
Return of by minor, 5 
Vauuts, BanK, 
Depreciation charges, 521 
VENDOR AND VENDEE, 
Good-will, 589 
VicrE-PRESIDENT OF CORPORATION, 203 
Vor Contracts, 4, 5 
VomwaBLE Contracts, 4, 5 
VoTING, 
By proxy, 31, 800 
Forms, 227, 228 
Cumulative, 31, 194, 799-800 
Non-voting stock, 193 
Preferred stock rights to, 193, 795 
Stockholders, 31, 791 
Votine Trust, 194, 791 
Agreement, 195 
VouUCcHER JOURNALS, 
Audit, 654, 703 
Use of, 448 
VoucHeER Reaister, 1431, 1489 
Forms, 1491, 1492 
Invoice, 346 
VoucueErs, 1486-1494 
Form, 1487 
Bank depositors’, 875 
Bank expenses, 882 
Cash discount, 1494 
Check, 1488 
Forms, 1489, 1490 
Creditors’ index, 1493 
Examination of, 656, 669, 702 
Features of, 1487 
Municipal, 1252 
Notes payable cancels, 1494 
caver accounting department for, 
1004 
Procedure, 1489 
Rebates and allowances, 1493 
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Waaes (See also ‘‘Pay-Roll’’) 
Economie, 1401 
Forms, 1402 
Plans of payment, 1315-1321 
Charts, 1319, 1321 
Tables, 1316-1318 


Insurance contract, 79 

Notice of dishonor, 53 

Sale set aside by, 84 
WAREHOUSE RECEIPTS, 

Credit instrument, 901 
W ARRANTS, 

Bank accounting for, 827 
WARRANTY, 

Expressed, 83 

Breach of, 84 
Implied, 83 
Breach of, 84 
Marine insurance, 79 
Insurance, 79 
Negotiating instrument by delivery or 
qualified indorsement, 47 
Wastinec Assets (See “Assets, Wasting’’) 
WATER TRANSPORTATION, 
Interstate Commerce Commission’s 
classification of accounts, 429 
WatTEeR WorKS, 

Depreciation rates, 563 
WATERED Stock, 25, 799 
WEALTH, 

Classified, 1361 

Defined, 1360 

Property, 1362 
WEIGHTS, 

Metric, tables, 170 

Tables, 163, 166 
Widow, 

Of deceased partner, 65 
Wire (See ‘‘Husband and Wife’’) 
WITHHOLDING aT SourRcE (See “Income 

Tax’’) 
Women, MArRieEp, 

Contracts, 6 
Woop (See ‘“‘Lumber’’) 

Work IN Procsgss, 

Account, 597 

Audit, 699 

Inventory valuation, 379 

Layout chart, 1287-1289 

Form, 1288 
Load chart, 1289 
Form, 1290 
Progress chart, 1289 
Records, 1287 
Form, 1288 
WorKING CaPITAL, 

Basis for turnover, 367 

Defined, 1426 

Factors affecting, 815-818 

Cumulative costs, 815 

Goods sold on instalment plan, 817 

Liquidity of assets, 818 

Rate of turnover, 816 

Seasonal trades, 818 

Terms of purchase, 817 

Terms of sale, 817 

Time, 816 

Variation in demand, 816 

Variations in market prices, 816 
Net, 814 
Ratio, 321, 327, 815 

To total assets, 832 
Requirements, 815-818 

Finance corporations, 818 
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WorkKING Capirat—(Continued) WorkING SuHeEprts, 1503-1507 
Bee ae Ons Cenienaiey) Forms, 1505 
Instalment business, 817 WorkKMEN’S COMPENSATION INSURANCE, 


Workinc Papers (See ‘‘Audit’’) Burden distribution, 611 
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